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Abstract: This study presents comprehensive macroeconomic measures on the revenue
from business taxation in Germany. A comparison of the tax base reported in tax statistics
with the corporate income derived from national accounts gives hints to considerable tax
base erosion. The high weight of reported tax losses underlines this result. The average im-
plicit tax rate on corporate income was around 21 percent since 2001, and thus falling con-
siderably short of statutory tax rates and effective tax rates discussed in the literature. For

lack of detailed accounting data it is hard to give precise reasons for the presumptive tax
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1 Introduction

The impact of business taxation on tax revenue, location attractiveness, and economic per-
formance has been under extensive debate in Germany for decades. Traditionally, the German
corporate income tax was highly integrated into the taxation of personal income. This was
reflected by the full imputation system, which lasted until 2001. The standard rate of the cor-
porate income tax was oriented to the top rate of the personal income tax. Income from part-
nerships and self-employed income liable to the personal income tax were levied at rising
marginal tax rates due to the income tax progression. In addition, the local business tax large-
ly turned to a tax on business income since decades. Putting together all these taxes, business
income in Germany was taxed at relative high statutory tax rates, at least up to 2007. Like-
wise, measures of effective tax rates, derived from simulation models following the approach-
es of King and Fullerton (1984) and Devereux and Griffith (1999, 2003), indicate rather high

levels of business taxation in Germany compared to other countries.

At the same time, at least since the mid-nineties, there was a rising public sentiment in Ger-
many that the revenue from business taxation lags behind economic performance and business
income growth. The revenue of the corporate income tax relative to GDP decreased, notably
in relation to corporate income. Investment incentives for East Germany via tax allowances
and tax credits, tax competition in the course of globalization and European integration, and
repercussions of major tax reforms seemed to impair business tax revenue. Anecdotal evi-
dence on tax-saving strategies of firms and top-earning individuals was increasingly spread by

the media.

However, there is scarce empirical evidence that gives a clear picture of the economic issues
involved. Current annual tax revenues do not necessarily give a reliable picture of the effec-
tive tax liabilities accrued in single years. Moreover, partnerships play an important role in
Germany as even bigger firms use this legal form. The respective share of business taxation in
personal income tax revenue is not to be isolated from revenue statistics because it is mingled
with revenue from other sources of taxable income. Not least, the local business tax has a high
revenue impact on overall business taxation in Germany. As it is deemed as a local charge for
public infrastructure that is passed to output prices, it is often disregarded in the context of the

entire business taxation.

In this study, we present comprehensive measures of the entire business taxation revenue and

the tax base accrued in single tax years for Germany up to 2008. We use data from the busi-



ness tax statistics that collect the relevant information from the tax returns. Based on a similar
concept of the European Commission (2013), we derive a corporate income aggregate from
the national accounts statistics that approximates the actual taxable income as close as possi-
ble. Dividing the tax revenue by the underlying macroeconomic income aggregate, we calcu-

late macroeconomic implicit tax rates on corporate income.

We find that the implicit tax rates on corporate income falling considerably short of statutory
tax rates and of effective tax rates discussed in the literature. Our estimations suggest that the
average implicit tax rate on German corporate income was around 21 percent since 2001. A
detailed comparison of the corporate income measured in national accounts with the corporate
tax base reported in the tax statistics reveals a considerable gap that amounts to 4 percent of
GDP and more in 2004. The gap has increased over the years up to 2007. For 2008, there is a
marked decline due to the broadening of the tax base involved by the 2008 reform of business
taxation. However, the gap still amounts to Euro 90 billion or 3.7 percent of GDP. This gives
hints to considerable tax base erosion in Germany, although some estimation risks should be
considered with the corporate income derived from national accounts. This result is empha-
sized by the high weight of losses reported in tax statistics. Due to the lack of reliable data
from tax and financial accounting it is hard to give precise reasons for the presumptive tax

base erosion and the high tax losses.

In the following Section 2, we give an overview on business income taxation in Germany and
its main reforms over the last decades. Section 3 presents the tax revenue and the tax base of
German business taxation accrued in selected years for which tax statistics are available. This
information is compared with the respective macroeconomic figures derived from national
accounts, in order to estimate macroeconomic implicit tax rates and dimensions of tax base
erosion. Section 4 looks closer to the importance of losses by industrial composition and dis-
cusses some reasons of the presumptive tax base erosion with respect to the determination of

taxable income, tax avoidance strategies, and inflation. Section 5 concludes.

2  Business Income Taxation in Germany

Germany’s business income taxation comprises the local business tax (“Gewerbesteuer”), the
corporate income tax, the personal income tax on income from unincorporated firms as well
as on dividends distributed from corporations to individuals, and the solidarity surcharge,
which is levied on both corporate and personal income tax liabilities. Box 1 at the end of this

section summarizes the main reforms over the last two decades.



An outstanding tradition of the German business taxation is its high weight on local taxation.
The local business tax accounts for 40 percent of the entire business tax revenue paid from
corporate business income (see below, Section 3.1). Historically levied on a broader base of
the firm’s value added and equity, it has been widely transformed to an extra tax on business
income over the last decades. For historical reasons, the local business tax exempts farmers,
liberal professions such as physicians, lawyers, architects, and journalists, as well as unincor-
porated “private” real estate and portfolio management. The main source of the tax base today
is the operating profit attributed to the local jurisdiction. It is augmented by parts of the fi-
nancing expenses, which represent the remainder of the former comprehensive business in-
come taxation. The local municipalities apply their own tax rate to the firms’ local tax base.
The marginal tax rates relating to taxable income ranged from a minimum rate of 9 percent to
almost 20 percent in agglomerations by 2007, the average rate was about 16 percent. The
statutory tax rates have been reduced to about 14 percent on average as of 2008. Sole proprie-
tors and partners of unincorporated firms benefit from a tax-free basic allowance. Moreover,
since 2001 these firms are allowed to credit the local business tax liability up to a certain cap
against their personal income tax liability. Therefore, the local business tax falls mainly on

corporations.

With respect to the corporate income tax, Germany was running a full imputation system
until 2001. Received dividends were part of the taxable income, and double taxation was
ruled out by crediting the domestic corporate income tax falling on dividend income against
the tax liability, both for the corporate and personal income tax. There was a two-tier tax rate
distinguishing between retained profits (40 percent at last) and distributed profits (30 percent
at last). In 2001/02, the full imputation system was replaced by a classical system with a uni-
form tax rate of 25 percent (15 percent as of 2008). Double taxation of dividends distributed
within the corporate sector is now avoided by tax exemption, both for dividends from domes-
tic corporations and from abroad. The personal income tax base includes only one half of the
dividend income received. This “half-income-procedure” was discarded in 2009 when a final
withholding taxation of capital income has been introduced with a flat rate of 25 percent, re-
gardless of the shareholder’s individual tax rate depending from individual taxable income.

The business income of the self-employed is liable to the personal income tax. This also ap-
plies to the entire income of partnerships, both distributed and retained. This income is taxed
“transparently”, which means that for tax assessment it is passed to their shareholders, who
have to enter it into their tax return. Partnerships play an important role in Germany since

many medium-sized businesses and even bigger firms use this legal form. They account for
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about 40 to 50 percent of the entire corporate tax base in Germany during the last decades (see
below, Section 3.3). Thus, a considerable part of the business income tax revenue stems from
the personal income tax, although sole proprietors and partners of unincorporated firms credit
most of their local business tax liability against their personal income tax liability.

The solidarity surcharge is levied on the corporate and personal income tax liability as well
as on withholding taxes on capital and wage income associated with the income taxation sys-
tem. The surcharge was introduced by the federal government in order to raise funds for the
hike in public expenditure and deficits that ran up in the course of the German reunification
after 1990. The surcharge rate was 3.75 percent 1991-92, 7.5 percent 1995-97, and 5.5 percent
since 1998.

Figure 1 Statutory tax rates on corporate income in international comparison, 1982-2013
Company/subsidiary level, excluding taxation of distributed profits at the shareholder level,
including sub-central and local government business income tax rates
in percent of taxable income
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Sources: OECD Tax Database, 2013; IFS London, 2005; own calculations.

If we look at the combined corporate income tax rate in Germany compared with the average
level of the EU 15 or the main OECD countries (Figure 1), the level of statutory tax rates was
rather high over the last decades. The comparatively high tax rates remained up to 2007. In
particular, the corporate tax rate on retained profits was high under the former full imputation
system. It was oriented to meet the top rate of the personal income tax. The tax was reduced
to the lower rate when current profits or retained reserves were distributed to the shareholders.
In the course of internationalization and enhanced tax competition the high tax rates have



been lowered step by step (see Box 1 at the end of this section). However, most of the Euro-
pean neighbor countries lowered their corporate income tax rates as well, and in many cases
much stronger. As Figure 1 points out, the unweighted average tax rates on corporate income
in the EU 15 decreased from 44 percent at the mid-eighties to 25 percent in 2011. The new
member states in Eastern Europe apply tax rates around 10 to 19 percent. Even after the major
reform of 2001/02, which lowered the combined tax rate to about 38.5 percent, Germany
stood out for the highest tax rates in Europe. Only locations in oversee such as Japan or many
agglomerations in the United States levied higher tax rates (OECD Tax Database, 2013). Only
with the 2008 business tax reform Germany significantly reduced its combined tax rate to

about 30 percent tax rates, which was around the average of the Western OECD countries.

The personal income tax rates in Germany have been reduced several times during the last
two decades (Figure 2). Germany applies a formula schedule with monotonously increasing
marginal tax rates for taxable income exceeding the basic allowance. The top rate, which is of
particular interest for business and capital income taxation, was reduced from 53 percent in
1990 to 42 percent as of 2005. For income from business enterprise liable to the local busi-
ness tax the top income tax rate was reduced to 47 percent for the years 1994-98, and to 45
percent for 1999-2000. The tax credit for the local business tax replaced this top rate limita-
tion since 2001. As of 2007, a second top rate of 45 percent for the “rich” is levied on taxable
income exceeding Euro 250,000. Since 2007, the personal income tax schedule remains large-
ly the same, though it has been shifted somewhat to the right to adjust nominal income
growth. It should be noted further that the solidarity surcharge increases the effective margin-

al tax rates (by 5.5 percent since 1998).*

As it is widely discussed in the literature as well as in the public debate, for measuring the
effective tax burden one has to account for the differences between taxable income and the
“true” economic income. Compared to financial investments, real investments often provide
beneficial tax treatments and allow for tax avoidance strategies. Income determination rules
and tax enforcement were considered to be rather generous in the case of business and capital
income taxation in Germany up to the end of the nineties (see OECD, 1991, Ruding Report,
1992). Presumably, this was particularly the case with respect to provisions, depreciation al-

lowances, the treatment of capital gains and losses, group taxation, the transfer of hidden re-

1 For instance, the 2005 top income tax rate of 42 percent is increased by 2.3 percent (42 percent times the

surcharge rate of 5.5 percent).



serves to other assets, and the deduction of losses carried forward or back from other tax
years. Moreover, massive investment incentives for East Germany via generous tax allowanc-
es and tax credits have been introduced in the nineties. At the same time, the then advance in
economic internationalization might have made German business taxation vulnerable to inter-
national tax competition and tax avoidance strategies of multinational firms or investors re-
spectively. This is plausible in light of the high statutory tax rates in international comparison
at that time. The pertinent strategies of multinational companies are profit shifting by transfer
pricing, thin capitalization, royalties, or the transfer of business “functions” such as R&D,
marketing, distribution, patents, and software, etc. Private investors enter tax havens to escape

capital income taxation.

Figure 2 Personal income tax rates, 1990-2005
as percent of taxable income
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Several tax reforms over the last decades addressed these topics (see Box 1 at the end of this
section). Tax rates were reduced and the tax base was broadened step-by-step, according to
the “tax-cutting and base-broadening”-strategies that have been enforced in other countries
since the eighties. However, it is hard to measure and evaluate the impact of those reforms
given the complexity of the taxation system and the horizon of an investment over many

years.



Measures of effective tax rates try to capture the main features of the interplay between the
tax base and tax rates. Widely used in economic literature and policy advice are “forward-
looking”-measures calculated according to the methodology set out by King and Fullerton
(1984) and enlarged by Devereux and Griffith (1999, 2003). They analyze the impact of taxa-
tion for hypothetical investment projects or firms in the context of standard investment theory,
thus taking into account cash flows arising through the life of the investment project. “Effec-
tive marginal tax rates” (EMTR) measure the proportionate difference between the cost of
capital and the required post-tax real rate of return. This is relevant for existing firms consid-
ering the size of investment. “Effective average tax rates” (EATR) address discrete choices
for investments and locations in which a profit above the minimum rate of return (economic
rent) is expected to be earned. Therefore, for a given pre-tax net present value of an invest-
ment project or firm the impact of taxation is measured by the effect on the post-tax net pre-
sent value. This measure describes the impact on the tax burden for different opportunities
regarding the assets invested in (intangibles, industrial buildings, machinery, financial assets
and inventories), financing sources (new equity, debt, retained earnings), and legal form, as
well as for different alternatives regarding the economic background such as profitability, real

interest rate and inflation.

These measures have been often utilized for the description of the business tax burden over
time or across countries (European Commission, 2001, Devereux, Griffith and Klemm, 2002,
Devereux et al., 2008, Elschner and Vanborren, 2009). The German Council of Economic
Experts (“Sachverstandigenrat”) frequently resorted to these measures in assessing the Ger-
man business tax burden and its reform (2001: 296, 2003: 308, 2006: 153). The EATR meas-
ure is rather relevant for the impact analysis of the business tax system on tax revenues since
it is closer to standard “backward looking” measures of tax ratios, i.e., the relation of the tax
revenue accrued in a single year to the respective business income, taken from company ac-
counts or macroeconomic statistics. The latter is discussed for Germany in depth in the fol-

lowing Sections.

In Figure 3 we present time series of EATRs taken from Devereux, Griffith and Klemm
(2002) including updates to 2005 provided by the IFS London (2005) and recent calculations
for the period 2000-10 provided by the Oxford University Centre for Business Taxation
(2012). The main graphs up to 2005 display the “base case” of an investment in plant and
machinery, either financed by equity or retained earnings, or by debt. The simulations refer on
the corporate level, i.e., without taking into account the taxation of the shareholder. The calcu-

lations until 2010 are based on an average mix of investments and financing sources. Basical-
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ly, the results show a much higher tax burden for Germany compared to the unweighted aver-
age of the 19 main Western OECD countries included. The trend of falling tax rates is rather
similar to those reported for the statutory tax rates in Figure 1, although the decline in the
statutory tax rate was stronger both for Germany and the OECD average. Thus, regarding the
properties and assumptions of this modeling, the positive difference of the German business
tax rates compared to the main OECD countries also applies to the effective average tax rates,
and has rather aggravated during the nineties. It was not until after the business tax reform of
2008 Germany’s business tax rates have largely closed the gap on the Western OECD aver-
age. According to the new calculations, Germany’s 2008 business tax reform reduced the
EATR by 7 percentage points, thus coming down to the average of the Western OECD coun-
tries or EU 15 (see also Devereux et al., 2008, 2009, and European Commission, 2011: 133).

Figure 3 Effective average tax rates for investments in plant and machinery
financed from different sources, 1982-2010
Company/subsidiary level, excluding taxation of distributed profits at the shareholder level, including
sub-central and local government business income tax rates
in percent
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Sources: IFS London, 2005; Oxford University Centre for Business Taxation 2012.

The results reported here and similar studies show remarkable differences in effective tax

rates depending on the assumptions made on economic conditions and other factors that influ-

2 See also the analysis of Spengel et al. (2007) for the effects of the German business tax reform of 2008 on

the average tax burden of model firms based on a broader simulation model.



ence the tax burden. For instance, debt finance leads to much lower effective tax rates (Figure
3). This result from beneficial tax provisions such as accelerated depreciations combined with
the deductibility of the interest expenditure. With respect to the assets invested in, the studies
usually show higher effective tax rates for commercial property, residential buildings, and,
not surprisingly, for financial assets (European Commission, 2001, Devereux, Griffith and
Klemm, 2002, Devereux et al., 2008, 2009), which clearly has to do with the tax depreciation
rules. With respect to higher profitability, the EATR converges to the statutory tax rate since
the relative impact of tax provisions declines. A more complex picture is painted for cross-

border investments when the regulations of international taxation are taken into account.

In reality, economic decisions are affected by several other tax base provisions, beyond de-
preciation and inventory valuation. Model-firm approaches based on financial accounting
standards and tax assessments try to capture these impacts closer to reality. The “European
Tax Analyzer” set out by the University of Mannheim and ZEW (Jacobs and Spengel, 1999,
2002, Spengel 2003) provides such calculations for Germany and some other main OECD
countries. Likewise, the results see Germany at the top of effective tax rates in international

comparison for most parameterizations in the years before 2008.

To sum up, the standard “forward-looking” modeling tools that analyze the impact of business
taxation for hypothetical investment projects or firms do not give clear hints that the tax base
provisions in Germany have been or are still much more generous compared to the other
Western OECD countries. Insofar, the common notion provided by the pertinent literature is
that Germany was a high-tax country up to the recent reform of 2008, at least for profitable

investments that do not benefit from specific tax incentives.

However, with respect to current tax revenue compared to macroeconomic business income,
which will be analyzed in depth for Germany in the following section, such measures of ef-
fective tax rates for hypothetical investment projects or firms should be treated with caution,
in particular in the short run (Devereux, Griffith and Klemm, 2004: 373, 378, Egger et al.,
2009). As these measures point out the considerable incentives and distortionary impacts of
tax provisions, even conclusions on the overall location attractiveness of the business tax sys-
tem are dodgy to draw. Firm-level evidence from published financial statements reveals a
large variance of the underlying economic conditions as well as the complexity of the tax
provisions that actually impact effective tax rates (Gorter and de Mooij, 2001, Becker and
Fuest, 2004, Egger et al., 2009). It stands to reason that these incentives and distortions might
significantly affect the decisions of firms and investors.
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Thus, one has to weight the results for single countries with the empirical distribution of the
influencing business structure, which is unsuitable in many cases due to the lack of detailed
representative firm data. Moreover, tax avoidance and tax evasion strategies, which depend on
the level of tax burden, are mostly not taken into account. There is much anecdotal evidence
and at least some empirical evidence that tax avoidance affects countries with high statutory
business tax rates such as Germany and the USA stronger than others (see below, Section
4.3).

In contrast, the periodical tax revenue depends on the past investments and the timing of in-
come streams, as well as the changes in tax provisions and tax rates over time. If there are
many firms with low profitability, running losses, or larger stocks of losses carried forward
that could be deducted from current taxable income, the link between *“forward-looking”
measures of effective tax rates and “backward-looking” measures of past tax revenue over
corporate income might differ significantly for broader groups of firms, or even for the corpo-

rate sector as a whole.

However, in the long run “forward-looking” and “backward-looking” measures should not
diverge so much as it seems to be the case in Germany (see also the discussion by Becker and
Fuest, 2006). This questions the representativeness and suitability of the “forward-looking*-
measures, which are widely used for the analysis of business taxation and its reform in Ger-

many.

Box 1 Significant reforms of business taxation in Germany since 1990

1990: Corporate tax rate cut from 56 percent to 50 percent for retained profits. Significant reduction of the per-
sonal income tax rates, introduction of a linear-progressive formula schedule with a constant increase of marginal
tax rates up to the top rate, which was lowered from 56 percent to 53 percent. Several personal income tax ex-
emptions and allowances were abolished or reduced.

1991: Investment Promotion Act (“Férdergebietsgesetz”) provided generous incentives for investments in East
Germany for the following years, in particular high first-year allowances (up to 50 percent) and investment grants.
The solidarity surcharge was introduced for the years 1991-92 with 3.75 percent on the corporate and personal
income tax liability.

1993: Location Preservation Act (“Standortsicherungsgesetz”) reduced the corporate income tax rate for retained
profits to 45 percent, the tax rate for distributed profits to 30 percent, and the top marginal rate of personal income
tax to 47 percent for income from business enterprise above about Euro 50,000. The declining-balance deprecia-
tion rate was reduced for movable fixed assets (from 30 percent to 25 percent) and for immovable fixed assets,
the declining-balance depreciation for commercial buildings was replaced with a straight-line rate of 4 percent.
Introduction of special depreciation allowances for SMEs. Explicit provisions against thin capitalization were intro-
duced.

1995: Re-introduction of the solidarity surcharge with 7.5 percent on the corporate and personal income tax liabil-
ity.

1997: The net wealth tax was suspended, both for individuals and for corporations, due to a sentence of the Fed-
eral Constitutional Court.

1998: Abolition of the local business tax on capital, repeal of allowances for contract loss provisions.
Reduction of the solidarity surcharge rate to 5.5 percent.
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1999: Tax Relief Act (“Steuerentlastungsgesetz 1999/2000/2002") reduced the corporate income tax rate for
retained profits to 40 percent and limited the top marginal personal income tax rate for income from business
enterprise to 45 percent in 1999 and to 43 percent in 2000. The top marginal income tax rate was reduced to 51
percent in 2000 and to 48.5 percent in 2001. The tax base was broadened by restrictions for provisions, for write-
offs to the lower going-concern value, for tax-neutral transfers of assets between partners and their partnerships,
and by the introduction of a minimum taxation that restricted the offset of higher losses between income from
different sources and from loss allocation vehicles. Several personal income tax exemptions and allowances were
abolished or reduced.

2001: Tax Reduction and Business Taxation Reform Act (“Gesetz zur Senkung der Steuersatze und zur Reform
der Unternehmensbesteuerung”) reduced the corporate income tax rate on both retained and distributed profits to
25 percent. The then full imputation system was replaced by a tax exemption for dividends within the corporate
sector, both received from domestic corporations and from abroad, and by a half-income shareholder relief for
resident individuals liable to the personal income tax. Capital gains from domestic shareholdings were exempted.
A personal income tax credit for the local business tax was introduced, which amounts to almost the half of the
local business tax liability up to a certain cap of local rates. Further reduction of personal income tax rates, in
particular of the top rate to 45 percent in 2004, and to 42 percent in 2005. Cutting back of depreciation allowanc-
es: the declining balance rate for movable fixed assets was reduced from 30 percent to 20 percent, the straight-
line depreciation rate for commercial buildings from 4 percent to 3 percent. The thin capitalization rules were
further restricted.

2003: Introduction of stricter statutory documentation regulations for transfer pricing.

2004: Reform of the minimum taxation: repeal of the loss offset-restrictions across income types, introduction of a
restriction on the use of loss carryforwards for taxable income exceeding Euro 1 million, from which only a share
of 60 percent allows for loss deduction. The thin capitalization provisions were reformed and enlarged to share-
holders liable to domestic taxation.

2006: Increase of the declining balance rate for movable fixed assets from 20 percent to 30 percent for invest-
ments of the years 2006 and 2007.

2007: Introduction of a second top personal income tax rate of 45 percent on taxable income exceeding Euro
250,000.

2008: Business Taxation Reform Act 2008 (“Unternehmenssteuerreformgesetz 2008") reduced the corporate
income tax rate from 25 percent to 15 percent and the uniform base rate (“Steuermesszahl”) of the local business
tax from 5 percent to 3.5 percent. For unincorporated firms liable to the personal income tax, retained profits are
taxed at lower rates (around 30 percent) until they are distributed. The business tax credit to the personal income
tax was enlarged. A final withholding taxation of capital income was introduced with a flat rate of 25 percent as of
2009. The tax base was broadened by the repeal of the declining-balance depreciation, by the enlargement of the
local business tax base additions to all financing expenses (with a share of 25 percent and a specific allowance),
by the abolition of the local business tax deduction from the corporate and personal income tax base as well as
from its own tax base, by the introduction of an interest limitation (“Zinsschranke”), which refuse the deduction of
interest expenses for firms with higher leverage and lower earnings before interest, taxes and depreciation
(EBITDA) (not applicable to smaller firms with interest expenses below 3 million Euro or to companies that are not
part of an affiliated group or to allied companies whose equity ratio of the last year was as high or even higher as
the ratio of the affiliated group), by a more restricted immediate write-off of low-value assets, by stricter transfer
pricing rules regarding the relocation of business “functions” to abroad, by restrictions on tax-avoiding securities
lending, and by restrictions to the use of loss carryforwards in the case of a material change in the firm’s owner-
ship.

2009: The First Economic Stimulus Package (“Konjunkturpaket 1) re-introduced the declining-balance deprecia-
tion for movable fixed assets at a rate of 25 percent and increased special depreciation allowances for small and
medium-sized enterprises, both temporarily for investments of the years 2009-10.

3 Tax Revenue, Macroeconomic Implicit Tax Rates, and Tax Base
Erosion

We now turn to the effective business taxation revenue in Germany and the average macroe-

conomic tax rates measured by the ratio of tax revenue over total corporate income. Moreo-
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ver, a comparison of the corporate income measured in national accounts with the corporate

tax base reported in tax statistics gives hints to considerable tax base erosion in Germany.

3.1 Effective Business Taxation Revenue

Table 1 presents the entire business taxation revenue in Germany by its components for the
tax statistics years from 1992 to 2008. We use published tabulations from the tax statistics
(Federal Statistical Office, 2013a) in order to trace the detailed information from the tax as-
sessment. The underlying data sets include nearly all items of the tax returns that are stored
electronically by the fiscal authorities. Another main advantage of the tax statistics is that they
precisely report the actual assessed tax liability accrued in the tax year. Revenue statistics,
which are often used for empirical analysis and international comparisons, might considerably
miss the actual tax liability for a given year. They capture current interim payments, which are
based on previous tax assessments, as well as supplementary payments or repayments after
the assessment for previous tax years. These timing differences compared to the assessed tax
liability might heavily fluctuate with the business cycle or after major tax reforms. Disad-
vantages of the tax statistics are, however, that they were collected only in triennial intervals
up to 2004, and that the data is rather old due to the long-lasting assessment procedures. Since
2005 yearly statistics are available. Currently (in June 2013), the recent wave of the personal

and corporate tax statistics is from 2008, and for the local business tax from 2007.

The revenue from the local business tax is calculated on the basis of detailed data from the tax
statistics, taking into account the distribution of local municipalities’ tax rate by size groups
of local population. Since there is no local business tax statistics available for 1992 and 2008,
we estimate the revenue for that year from the other waves and the yearly revenue statistics.
As measure of the corporate income tax revenue we use the assessed tax liability, after deduc-
tion of domestic corporate income tax (for the years until 2001/02 when Germany applied the
full imputation system to avoid double taxation of distributed profits). This equals the owed
corporate tax liability plus withholding taxes on capital income and investment grants, which

are both credited against assessed tax liability.

For the personal income tax we estimate the portion of the tax liability falling on business
income. The starting point is the assessed tax liability after deduction of child allowances
from taxable income. Using detailed data form the income tax statistics of the respective years
we allocate the individual tax liability according to the share of business income in total in-

come, both positive and negative (for details of the estimation procedures see Bach and
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Buslei, 2009). The precise information of the income tax statistics allows us to confine these
estimations to income from business enterprise only (i.e., less income from agriculture and
forestry or from self-employed activities), to income from partnerships (i.e., less income from
sole proprietors), or to dividend income received from corporations. Moreover, we estimate
the withholding taxes on capital income that are not credited against domestic personal or
corporate income tax, thus paid by foreigners or residents not filing a tax return. For that pur-
pose, we compare the cash revenue from these withholding taxes with the credits for these
withholding taxes reported in the personal and corporate income tax statistics for the particu-
lar years.

All in all, Germany’s business income taxation including the income taxes on dividends gen-
erates revenue between 4.0 and 5.3 percent of gross domestic product (GDP) (line 26 of Table
1), or between 18 and 23 percent of total tax revenue (line 30 of Table 1). The fluctuations are
influenced by the business cycle. At the same time, tax base erosion and the impact of tax
reforms might have had an impact (see below, Section 3.3). In the course of the tax reform of
2001 the revenue was rather weak. For 2004, the total tax revenue amounts to Euro 89 billion
or 4.0 percent of GDP. In the years after, the tax revenue increased markedly due to the mac-
roeconomic upturn and boosting business income. Total business taxation revenue would
increase to Euro 128 billion in 2007, or 5.3 percent of GDP. Due to the 2008 reform of busi-
ness taxation and the beginning recession in the wake of the financial crises, tax revenue de-
clined to 4.9 percent of GDP in 2008.

The taxes on business income (line 23 of Table 1) represent the tax burden at the firm level,
as they do not include the dividend tax revenue. The taxes on income from business enterprise
(line 24 of Table 1) neglect the personal income tax falling on the income from agriculture
and from other self-employed activities (in particular liberal professions), which make up
about 0.7 percent of GDP in 2007-08. It should be noted that these income sources are not
liable to the local business tax. The taxes on income of corporations and partnerships (line 25
of Table 1) represent the taxes on “corporate income” in the narrow sense, which is analyzed
in detail in the following sections. The inclusion of partnerships into the corporate sector re-
fers to the concept of national accounts and international standards. As mentioned in Section
2, partnerships play an important role in Germany. They account for more than one third of

the business tax revenue levied on the entire corporate sector.
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Table 1 Business taxation revenue® in Germany, 1992-2008

billion Euro
No. 1992 1995 1998 2001 2004 2007 2008
Local business tax
1 Assessed local business tax? 225 20.7 245 23.2 28.4 42.2 39.9
2 Sole proprietors 3.4 21 2.2 2.4 25 4.0 4.6
3 Partnerships 7.9 6.2 7.0 7.7 8.7 13.0 115
4 Corporations 11.3 12.3 15.3 13.0 17.3 25.2 23.8
Corporate income tax
5 Owed corporate income tax Iiabilitys) 16.3 13.5 18.7 8.8 16.5 21.0 12.3
6 Withholding taxes on capital credited? 2.0 4.4 7.7 8.2 6.3 10.6 11.4
7 Gross revenue 18.3 17.9 26.4 16.9 22.8 31.6 23.7
8 Solidarity surcharge on gross revenue 0.7 1.3 15 0.9 1.3 1.7 13
Personal income tax
9 Assessed personal income tax Iiabilitys) 136.9 142.3 165.1 170.6 180.8 211.0 220.0
10 Assessed personal income tax liability
after deduction of child allowances® 136.9 142.3 152.1 153.0 163.5 192.9 202.6
thereof”
11 on total business income 31.7 28.9 36.5 30.3 30.0 41.7 43.8
12 on income from business enterprise 211 17.9 23.2 16.1 15.8 24.5 25.7
13 on partnerships' business income 11.0 11.7 15.8 11.1 11.5 18.0 18.9
14 on dividend income -1.3 -1.6 -0.9 -0.9 1.0 2.3 2.4
15 Assessed solidarity surcharge 53 9.9 8.2 8.3 8.6 10.3 10.8
thereof”
16 on total business income 1.2 2.0 1.8 15 1.4 2.0 2.1
17 on income from business enterprise 0.8 12 1.2 0.8 0.8 12 1.3
18 on business income of partnerships 0.4 0.8 0.8 0.5 0.5 0.9 0.9
19 on dividend income 0.0 -0.1 0.0 0.0 0.0 0.1 0.1
Withholding taxes on capital not credited
20 Withholding taxes on capital not credited 1.8 3.8 4.0 11.8 3.6 6.4 7.7
21 Solidarity surcharge 0.1 0.3 0.2 0.6 0.2 0.4 0.4
Total business taxation
22 Taxes on business and dividend income
(1+7+8+11+14+16+19+20+21) 75.0 73.3 94.0 84.4 88.8 128.4 121.5
thereof
23 Taxes on business income
(1+7+8+11+16) 74.4 70.8 90.7 72.8 84.0 119.2 110.9
24 Taxes on income from business enterprise
(1+7+8+12+17) 63.4 59.1 76.8 58.0 69.0 101.2 92.0
25 Taxes on income of corporations and
partnerships (3+4+7+8+13+18) 49.6 50.3 66.8 50.3 62.0 90.3 80.1
Business taxation revenue as percent of
gross domestic product (GDP)
26 Taxes on business and dividend income 4.6 4.0 4.8 4.0 4.0 5.3 4.9
thereof
27 Taxes on business income 4.5 3.8 4.6 35 3.8 4.9 4.5
28 Taxes on income from business enterprise 3.8 3.2 3.9 2.8 3.1 4.2 3.7
29 Taxes on income of corporations and
partnerships 3.0 2.7 3.4 2.4 2.8 3.7 3.2
Business taxation revenue as percent of
total tax revenue®
30 Taxes on business and dividend income 20.4 18.1 21.7 18.4 19.1 23.0 21.2
thereof
31 Taxes on business income 20.2 175 20.9 15.8 18.1 214 19.4
32 Taxes on income from business enterprise 17.2 14.6 17.7 12.6 14.9 18.1 16.1
33 Taxes on income of corporations and
partnerships 13.5 12.4 154 10.9 13.4 16.2 14.0
1) Results from the tax statistics of the respective year.- 2) 1992 and 2008: Estimation.- 3) Tax liability after crediting withholding taxes on
capital income and domestic corporate income tax on received dividendes (full imputation procedure until 2001).- 4) Including withholding tax
on interest.- 5) After crediting corporate income tax up to 2001.- 6) As of 1998: Assessed income tax liability minus tax relief from child
allowances (estimation of Federal Ministry of Finance Germany).- 7) Allocation of assessed income tax and solidarity surcharge liability
according to the share of business income in total income, both positive and negative.- 8) Less social contributions, from national accounts.
Sources: Federal Statistical Office Germany (Destatis); Federal Ministry of Finance Germany; own estimations.




The analysis also demonstrates the high importance of local business taxation, which raises
more than 40 percent of the business tax revenue from corporations including partnerships,
and well over one third of the tax revenue from total business income in 2007-08. Moreover,
the personal income tax share of the entire business tax revenue is remarkable in Germany.
Beside partnerships it also includes the sole proprietors’ taxes. The revenue share of the cor-
porate income tax is rather low in Germany, which is also demonstrated by the following in-

ternational comparison.

International comparisons of macroeconomic tax ratios mostly rely on the OECD revenue
statistics (OECD, 2012). Table 2 highlights the tax revenue from corporate income over GDP
for the main OECD countries. The OECD revenue statistics relies on the national revenue
statistics and might therefore be flawed by distortions mentioned above regarding the timing
of the revenue. Moreover, in the case of Germany these statistics are particularly misleading
since they only include the revenue falling on incorporated firms, given the remarkable tax
share of unincorporated partnerships, although the numbers for the other countries might be
also somewhat distorted by this effect. Indeed, Germany’s tax-to-GDP ratio is rather low
compared to the OECD and EU 15 average, and the other main OECD countries listed in the
table. As demonstrated above, one should at least include the partnerships’ share into the rev-
enue of corporate business taxation. If we therefore refer to the business tax revenue on in-
come of corporations and partnerships over GDP (line 29 of Table 1), Germany’s tax-to-GDP
ratio turns out to be much higher. However, even relying on these numbers the tax revenue
was rather low in 2001. During the last years up to 2007 the German tax revenue was catching
up to the international average, although the other countries also increased their revenue, pre-

sumably due to the boosting economy up to 2007.

Moreover, the international comparison indicates that in other countries the tax revenue from
corporate income significantly rose since 1992, although the tax rates in many countries have
been lowered markedly (see above, Section 2). This “corporate income tax rate-revenue para-
dox” might have something to do with changes in the size and profitability of the corporate
sector, but might also reflect some broadening of the tax base, thus utilizing a larger part of
corporate income for taxation (see Piotrowska and Vanborren, 2008).
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Table 2 Tax revenue from corporate income in international comparison, 1992-2008
as percent of gross domestic product (GDP)

1992 | 1995 | 1998 | 2001 | 2004 | 2007 | 2008

Tax revenue from corporate income,
OECD revenue statistics

OECD total 2.4 2.8 3.0 3.2 3.3 3.8 3.5
EU 15 2.2 2.6 3.3 3.4 3.1 35 3.2
France 2.0 2.1 2.6 3.4 2.8 3.0 2.9
Italy 4.2 35 2.9 35 2.8 3.8 3.7
Sweden 14 2.8 2.7 2.9 3.0 3.7 3.0
Netherlands 2.9 3.1 4.2 3.9 3.1 3.2 3.2
United Kingdom 2.1 2.8 3.9 3.4 2.8 3.4 3.6
USA 2.3 2.9 2.7 1.9 25 3.0 2.0
Canada 18 2.9 3.6 3.1 3.6 35 3.4
Japan 4.9 4.3 3.7 35 3.7 4.8 3.9
Germany 15 1.0 1.6 0.6 1.6 2.2 1.9

For comparison:
Germany, assessed tax revenue incl. local
business and income tax share of partnershipsz) 3.0 2.7 3.4 2.4 2.8 3.7 3.2

1) Unweighted average.- 2) Own calculations (see line 29 of Table 1).
Sources: OECD (2012): Revenue Statistics 1965-2011; own calculations.

3.2 Macroeconomic Corporate Income and Implicit Tax Rates

Instead of gross national product (GDP) one should use an adequate aggregate of corporate
income as denominator for calculating macroeconomic implicit tax rates on corporate busi-
ness income. Based on a similar concept of the European Commission (2013: 289), we derive
a yearly corporate income from the income accounts of the national accounts statistics (see
Figure 4 and Table 3). The idea is to approximate the actual taxable income as close as possi-
ble. Starting point is the net entrepreneurial income as measured in German national accounts
(ESA 95 Code: B.4n) for the corporate sector (S.11 and S.12). This income is derived from
the net operating surplus (ESA 95 Code: B.2n), which represents the earnings before interest
and taxes (EBIT) from ordinary business operations, plus received property income, minus
paid property income (ESA 95 Code: D.4rec/pay)®. As dataset we use the current revision of
German national accounts of February 2013 (Federal Statistical Office 2013Db).

®  The property income of the national accounts includes interest and dividend income, reinvested earnings on

direct foreign investment, rents on land, and property income attributed to insurance policy holders.
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Figure 4 Distribution of gross national income (GNI), 1991-2012
structure in percent
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1) Taxes on production and imports less subsidies.- 2) Entrepreneurial and property income national accounts, less modified
entrepreneurial income of private households and corporate income (see the following footnotes).- 3) Entrepreneurial income national
accounts, less non-taxable subsidies (estimation).- 4) Entrepreneurial income national accounts, less non-taxable subsidies
(estimation), corporate income of the central reserve bank, reinvested earnings on direct foreign investment received, and dividend
income received.

Sources: Federal Statistical Office Germany (Destatis); own calculations.

We modify this approach with respect to the following items (see the adjustment items in
Table 3). First, we deduct the reinvested earnings on direct foreign investment received by
resident firms (ESA 95 Code: D.43rec) since in almost all cases these incomes are not liable
to domestic taxation. Second, we subtract the dividend income received (ESA 95 Code:
D.42rec) in order to avoid double counting of these income at the paying and the receiving
firm. Third, we reduce capital and business income by the non-taxable subsidies, which we
roughly estimate by 20 percent of the category “production subsidies other than on products”
(ESA 95 Code: D.39rec) (Bach und Dwenger, 2007: 62), and the corporate income of the

central reserve bank.*

In previous issues of the German national accounts up to 2011, the local business tax (“Gewerbesteuer) was
factored into the position “other taxes on production” in the generation of income account (ESA 95 Code:
D.29), like taxes on property, other fixed assets, or payroll taxes. These taxes are deducted from the net op-
erating surplus. This assignment reflected the tradition of local business taxation in Germany, which was
formerly levied on a broader base of the firm’s value added and equity. Since the local business tax base is
nowadays largely levied on business income (see above, Section 2), German statistical authorities reconsid-
ered this assignment as of 2012. The local business tax revenue is now booked into the category “taxes on
income” of the secondary distribution of income account (ESA 95 Code: D.51), which does not affect the net
operating surplus and the primary income.
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Figure 4 highlights the performance of the resulting modified corporate income in the context
of the distribution of gross national income (GNI) (for a similar approach see Piotrowska and
Vanborren, 2008, and Sgrensen, 2007). Note that the GNI, formerly known as gross national
product (GNP), differs little from the gross domestic product (GDP) by the external balance
of primary incomes.®> We likewise modify the entrepreneurial income of households in adjust-
ing for non-taxable subsidies and calculate the other entrepreneurial and property income as
difference to the total entrepreneurial and property income aggregate. The other income com-

ponents are directly taken from the allocation of primary income account of national accounts.

Table 3 Tax revenue, corporate income, and implicit tax rates of corporations incl. partnerships, 1992-

2008
1992 | 1995 | 1998 | 2001 | 2004 | 2007 | 2008
billion Euro
Taxes on corporate income” 49.6 50.3 66.8 50.3 62.0 90.3 80.1
Reference income corporations, national accounts
Entrepreneurial income, corporations 200.1 239.6 305.2 329.1 4074 567.6 500.2
- reinvested earnings on foreign investm. received -11 0.8 19 -198 18.8 309 -21.0
- dividend income from residents (estimation) 18.9 17.7 29.6 65.4 39.6 49.4 54.5
Corporate income, European Commission 182.4 221.1 273.7 2834 349.0 487.3 466.7
- other dividend income received 8.1 115 17.1 36.6 36.8 55.6 63.4
- non-taxable subsidies (estimated), corporate
income of the central reserve bank 114 10.5 10.7 10.6 4.2 8.5 8.7
Modified corporate income 162.9 199.1 2459 236.2 308.0 423.2 394.6
Implicit tax rates percent
based on corporate income, European Commission 27.2 22.7 24.4 17.7 17.8 18.5 17.2
based on modified corporate income 30.4 25.3 27.2 21.3 20.1 21.3 20.3
For comparison: statutory tax rates? 47.1 43.1 42.8 38.3 38.3 38.3 29.8
1) Results from the tax statistics of the respective year. Local business tax, corporate income tax, personal income tax share on
partnership income, solidarity surcharge.- 2) Of incorporated firms: corporate income tax (until 2001 on distributed profits),
solidarity surcharge, local business tax, excluding taxation of distributed profits at the shareholder level.
Sources: Federal Statistical Office Germany (Destatis); own estimations.

As a result, the share of our modified corporate income in GNI increased by almost 6 percent-
age points from 1992 to 2008, from 9.9 to 15.8 percent, whereas the share of the other entre-
preneurial and property income components slightly decreased over that period (Figure 4).
This striking trend in “corporatization” can also be observed for many other European coun-

tries (Piotrowska and Vanborren, 2008). The reasons behind these trends might be an increas-

®> Balance of primary incomes receivable from the rest of the world less primary incomes payable to non-

resident units. Since 2005, this balance makes up around +2 percent of GDP. At the end of the nineties, it
was around -1 percent of GDP.
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ing profitability of the corporate sector, an increasing share of economic activity performed
under corporate legal forms, or income shifting from personal to corporate income tax. The
share of total entrepreneurial and property income in GNI increased by 4.3 percentage points
in Germany from 1992 to 2008, while the compensation of employees falls by 7.3 percentage
points in that period. The taxes on production and imports less subsidies rose by 2.2 percent-
age points due to the increase in indirect taxation (VAT, energy taxes) and the modest re-
trenchment in subsidies. The share of the consumption of fixed capital (i.e., the depreciation
aggregate) increased only slightly. Thus, with respect to net national income at factor cost,
I.e., the sum of the compensation of employees and total entrepreneurial and property income,
there was a considerable redistribution of factor income in favor of corporate income and at
the expense of labor income in Germany, notably since 2001. This trend was halted with the
strong recession in 2008-09, as indicated by Figure 4. However, with the fast recovery of the
German economy, corporate income and other entrepreneurial and property incomes partly

caught up to their shares before the crises.

Calculated in absolute terms, the modified corporate income rose by 140 percent from 1992 to
2008, while GNI only increased by 50 percent and the compensation of employees only by 32
percent. In the same period, the taxes on corporate income, i.e., on the income of corporations
and partnerships (see line 25 of Table 1), rose by merely 62 percent. This means that the aver-

age tax burden in relation to corporate income decreased markedly over that period.

In Table 3 we present implicit tax rates on corporate income calculated according to the con-
cept of the European Commission (2013: 289). Accordingly, we divide the taxes on corporate
income (taken from line 25 of Table 1, including the business tax share of the partnerships) by
the modified corporate income aggregates derived in Table 3. Beside our modified corporate
income concept described above, we also take into account the European Commission’s in-
come concept, which neglects some further adjustments of our approach, i.e., the comprehen-
sive correction of dividend income for double counting and the correction for the estimated
non-taxable subsidies (see above, p. 18). This allows to better compare the implicit tax rates
on corporate income with those for other countries reported in European Commission (2013:
257). The implicit tax rates on corporate income reported there do not include figures for
Germany since the revenue statistics used in this study do not allow an apportionment of the
local business tax revenue and the personal income tax revenue by partnerships and other
taxpayers (see above, and Bach and Buslei, 2009). Due to the comprehensive utilization of tax
statistics we present here, for the first time for Germany, macroeconomic implicit tax rates on

corporate income.
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Figure 5 Statutory tax rates, effective average tax rates (EATR) and implicit tax rates (ITR) on corporate
income in Germany, 1991-2010
including sub-central and local government business income tax rates
in percent
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Sources: IFS London, 2005; Oxford University Centre for Business Taxation 2012; own calculations.

Figure 5 puts the resulting implicit tax rates (ITR) into the context of the statutory tax rates as
well as the effective average tax rates (EATR) calculated according “forward-looking* simu-
lation models (see Figure 1 and Figure 3 in Section 2). The results show that implicit tax rates
are falling considerably short of the statutory tax rates, and also of the simulated effective tax
rates. Since our proposed modified corporate income is lower than the Commission’s corpo-
rate income for all years, the implicit tax rates based on our concept are somewhat higher, but
the differences do not count much with respect to the trend. There is a clear trend in declining
implicit tax rates since the beginning of the nineties, although the tax rates remained rather
high in Germany up to 1998. This reflects the rising tax base erosion compared to the macro-
economic corporate income that could be observed in that years (see below, Section 3.3). In
the years after 1998, the substantial tax rate cuts have further impaired the implicit tax rates
similar to the EATRs. Since 2004, the implicit tax rates increase moderately, as the tax reve-
nue increases somewhat stronger than corporate income. For 2008 there is a reduction due to
the tax reform and the beginning recession. All in all, our estimations suggest that the average
implicit tax rate on German corporate income was around 25 to 30 percent in the 90ies and

around 21 percent since 2001.
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3.3 Corporate Tax Base Erosion

The trends in implicit tax rates presented in the previous Section 3.2 give hints to considerable
tax base erosion in Germany, i.e., taxable income falling short of economic income. In this
section we compare the corporate tax base reported in the tax statistics with the corporate

income measured in national accounts.

As a starting point for the comparison we use our modified corporate income derived from
national accounts data. We further modify this concept by the following items taking from the
national accounts data in order to be in line as close as possible with the adjusted gross in-
come concept of taxation (see also the complete calculation scheme in the upper panel of Ta-
ble 4, starting from the entrepreneurial income of national accounts). First, we do not general-
ly deduct received dividends from the reference income of corporations (line 6). For the years
up to 2001 we do not deduct dividend income since this corresponds to the full imputation
scheme, which was applied until 2001, when received dividends increased taxable income,
and double taxation was ruled out by crediting the corporate income tax. For the following
years the reference income of corporations is reduced by 95 percent of the dividends received
by non-financial corporations. The remaining 5 percent reflect the adjustment for business
expenses based on tax-free dividend income (see Sec. 8b German Corporate Income Tax
Code). In the case of financial corporations we reduce the reference income by an estimated
30 percent of the dividends received, which roughly accounts for the only partial exemption
of dividend income received by the financial sector (see the special regulation of Sec. 8b sub.
7 and 8 German Corporate Income Tax Code).® Second, the local business tax revenue is sub-
tracted from the reference income since the local business tax liability was deductible from
taxable income until 2007. The other adjustments made for the modified corporate income
described in the previous Section 3.2 (see Table 3) still apply, as regards reinvested earnings
on foreign investments, estimated non-taxable subsidies, and corporate income of the central

reserve bank.

®  The banking statistics of the Deutsche Bundesbank provides current information on the shareholdings, both

in portfolio investments and in shares in affiliated enterprises,
http://www.bundesbank.de/statistik/statistik_banken_tabellen.en.php
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Table 4 Business income of corporations incl. partnerships in national accounts and tax statistics,

1992-2008
o 1992 | 1995 | 1998 | 2001 | 2004 | 2007 | 2008
' billion Euro
National accounts, corporationsl)
1 Entrepreneurial income 200.1 239.6 305.2 329.1 407.4 567.6 500.2
thereof:
2 Non-financial corporations 158.7 189.0 247.0 279.2 338.2 478.3 426.8
3 Financial corporations 415 50.6 58.3 49.9 69.2 89.3 73.3
4 - non-taxable subsidies nonfinancial corporationsz’ 4.0 5.3 5.1 4.8 3.9 4.3 4.4
5 - corporate income of the central reserve bank® 7.4 5.2 5.6 5.8 0.3 4.2 4.3
6 - tax-exempted dividend income as of 20029 49.3 63.1 76.8
7 - reinvest. earnings on foreign investm. received -1.1 0.8 1.9 -19.8 18.8 30.9 -21.0
8 -local business tax 21.8 20.5 24.5 23.3 27.0 38.1
9 Reference income corporations, national accounts
(1-4-5-6-7-8) 168.1 207.8 268.1 315.0 308.2 427.0 435.8
Tax statistics, partnerships and
corporations
Statistics of partnerships and similar
communities
Profit cases
10 Adjusted gross income 54.1 59.6 88.6 99.2 106.1 146.8 152.7
Loss cases
11 Adjusted gross income -18.8 -35.9 -345 -445 -30.7 -25.9 -26.6
Corporate income tax statistics
Profit cases
12 Adjusted gross income® 63.6 83.0 129.6 118.4 111.0 160.2 191.2
13 Taxable income 58.8 67.0 102.6 95.1 92.8 131.3 164.0
Loss cases
14 Adjusted gross income® -52.2 -55.7 -46.4 -85.7 -58.8 -57.3 -67.4
15 Loss carryforward at the end of year 128.4 241.3 2955 388.2 520.6 568.1 568.1
Local business tax statistics®
Share of corporations and partnerships at
16 losses of partnerships (addition) . -2.6 -8.2 -18.3 -9.2 -8.2 -9.7
17 profits of partnerships (reduction) . 5.6 17.8 34.5 24.2 33.7 39.9
18 Balance . 3.0 9.6 16.2 15.0 255 30.2
Total tax statistics
Adjusted gross income
19 Profit cases (10+12) 117.7 142.6 218.2 217.6 2171 307.0 343.9
20 Profit cases without share at partnership profits”
(10+12-17) . 137.1 200.4 183.1 192.9 273.3 304.0
21 Total (10+11+12+14) 46.7 51.0 137.3 87.4 127.7 223.8 249.9
Difference to reference income corporations
22 Profit cases 50.4 65.1 49.9 97.4 91.0 120.0 91.9
23 Profit cases without share at partnership profits7) . 70.7 67.6 131.9 115.2 153.6 131.8
24 Total 1214 156.7 130.8 227.6 180.5 203.2 185.9
1) Including partnerships in terms of commercial law and tax law.- 2) Estimated share of 20 percent.- 3) According to national accounts.-
4) Assumption: 95 percent of dividends received by non-financial corporations and 30 percent of dividends received by financial corporations.-
5) Including share at partnership income or losses, up to 2001 including dividends received from residents liable to corporate income tax (full
imputation procedure).- 6) 2008: Estimation.- 7) Correction of double counting of income from partnerships.
Sources: Federal Statistical Office Germany (Destatis); own estimations.

Due to the full addition of dividend income up to 2001 the resulting reference income of cor-
porations (line 9 of Table 4) is much higher for that years compared with the modified corpo-
rate income used for the calculation of the implicit tax rates above (see Table 3). For the years
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until 2007, the only partly addition of dividend income and the deduction of the local business
tax largely cancel each other out. In 2008, the repeal of the local business tax deduction re-

increases the difference.

The corporate tax base is measured by the adjusted gross income (“Gesamtbetrag der Ein-
kiinfte”) reported in the respective tax statistics. This income comprises the sum of taxable
income from different sources such as income from business enterprise, agriculture, self-
employed activities etc, after deduction of operating expenses, other income-related expenses,
income-specific allowances, and deductible donations or contributions. If the taxpayer is par-
ent of a tax group, the assigned income of the subsidiaries is included in adjusted gross in-
come. The corporate income tax statistics also report the taxable income after deduction of
losses carried forward from previous tax years or carried back from following tax years, on
which the tax rate is applied. Moreover, the statistics discloses the stock of tax loss carryfor-
wards at the end of year. The statistics of partnerships, however, does not provide such infor-
mation from the assessment since the taxable income is passed to the shareholders who have
to enter it into their tax return. Due to this “transparent” taxation of partnerships we should
adjust the aggregate corporate income collected from the tax statistics for profit and loss
transfers of partnerships to other affiliated corporations including affiliated partnerships, in
order to avoid double counting of income. We take this information from the local business

tax statistics.’

The results for the adjusted gross income reported in the tax statistics indicate a considerable
erosion of the tax base, compared with the corporate income derived from national accounts
(Table 4, Figure 6). What is astonishing is the high weight of running tax losses in the ob-
served tax years. The ratio of losses over income was very high in 1995 and 2001, but also in
the other years it was rather high (see also the detailed analysis below, section 4.1). For in-
stance, for 2004 the ratio was 53 percent for the corporate income tax, and 29 percent for the
partnerships. For 2007-08, the respective ratios declined to 35 percent and 17 percent. The

difference between adjusted gross income and taxable income reported in the corporate in-

With respect to the statistics of partnerships it should be noted that they include not only medium-sized busi-
nesses and even some bigger firms, which often use unincorporated legal forms. The statistics of partner-
ships also includes other companionships such as unincorporated consortia, communities of heirs, joint own-
erships of real estate, or other and civil law associations not liable to corporate income tax. Such institutions
and organizations are mostly assigned to the household sector in national accounts. However, as they should
not involve higher income aggregates, we should not overestimate corporate income so much in tax statis-
tics.
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come statistics demonstrate the impact of intertemporal loss offset. The considerable amount
of running losses increased the stock of tax loss carryforwards in high gear. From 1992 to
2008, the latter increased by more than 340 percent. In 2008, the tax loss carryforwards
amounted to Euro 568 billion, which equates to 23 percent of GDP or 3 times the positive
adjusted gross income of that year. For partnerships, the income tax statistics provide no di-
rect information on the stocks of tax loss carryforwards due to the “transparent” taxation. As
far as partnerships’ running tax losses are passed to shareholders liable to the personal income
tax, the shareholders often would have offset these losses against positive income from other
sources (see Bach and Buslei, 2009). Actually, loss allocation vehicles mostly use partnership
legal forms in Germany. For partnerships liable to the local business tax (farmers and liberal
professionals are exempted), the amount of local business tax loss carryforwards amounted to
Euro 136 billion in 2007, which equates to 1.45 times the positive taxable gross income of
that tax (“Gewerbeertrag”) in that year. Notably, the German tax legislation restricted the use

of loss carryforwards as of 2004, both in income tax and local business tax.

Figure 6 Business income of corporations incl. partnerships in national accounts and tax statistics,
1992- 2008
billion Euro
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Sources: Federal Statistical Office Germany (Destatis); own estimations.

Altogether, our calculations reveal a considerable gap between corporate income derived from
national accounts and taxable gross income reported in the tax statistics. Even if we refer to
the positive adjusted gross income only, the difference adds up to Euro 91 billion in 2004

(line 22 of Table 4), which equates to more than 4 percent of GDP in that year. Since the tax
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losses of the loss cases should be incorporated in the macroeconomic figures from national
accounts as well, we actually should refer to the difference based on the balanced income
aggregate of profit and loss cases (line 24 of Table 4), which leads to a gap of Euro 180 bil-
lion in 2004. Even this number is not adjusted by the double counting of profit and loss trans-
fers between partnerships and other affiliated corporations, which makes up another Euro 15
billion on balance (line 18 of Table 4). The gap has increased over the years up to 2007. For
2008, there is a marked decline due to the broadening of the tax base involved by the 2008
reform of business taxation back to the levels of 2004. However, in relation to GDP or corpo-
rate income, the gap is somewhat lower than in 2004.

3.4 How Reliable Are the Entrepreneurial Income Aggregates of German
National Accounts?

Before further analyzing the considerable gap between corporate income measured in national
accounts and in tax statistics as an indicator for tax base erosion, one should scrutinize how
reliable are the corporate income aggregates of national accounts effectively. This raises ques-
tions with respect to conceptual differences in the income definition and determination rules.
Another issue regards the impact of insufficient data sources for an independent bottom-up
calculation of the entrepreneurial income for the total economy, which is especially a problem
for Germany.

Conceptual differences in the income definition and determination rules between national
accounts and financial or tax accounting are often discussed in the literature (Luh, 1996,
Gorzig and Schmidt-Faber, 2001, Heckemeyer and Spengel, 2008, European Commission,
2013: 293, Federal Statistical Office, 2009: 176). The main issues of this debate are picked
out in the following. Basically, the goal of creditor protection (lowest value principle, recog-
nition-of-loss principle) traditionally plays an important role in German financial and tax ac-
counting. With respect to the valuation of assets and liabilities the lowest value principle and
the recognition-of-loss principle apply, which systematically lead to hidden reserves in the
firms’ balance sheets. In contrast, the income concept of national accounts aims to capture the
economic income generated and accrued in a certain period. For this reason, consumption of
fixed capital is not calculated at acquisition prices as it is mandatory in financial accounts, but
at replacement costs of the current period. In times of inflation this would lead to higher de-
preciation valuations in national accounts. On the other hand, accelerated depreciation
schemes or special depreciation allowances for SMEs are neglected in national accounts,

which generally apply straight-line depreciation. Furthermore, the national accounts usually
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consider a longer economic service life of fixed assets. These effects might largely offset the
higher valuation at replacements costs. A comparison of depreciation aggregates between
national accounts and representative data from financial statements, which is available in
Germany only for selected industries, suggest a slight overestimation of national accounts
depreciations.® Likewise, in valuing inventories, the national accounts apply other concepts
than those of financial accounts.® Moreover, the national accounts measure financial transac-
tions only with respect to interest income, rents, and distributed or retained profits. They do
not take into account all other items of the financial or extraordinary result in the firms’ in-
come statement of financial or tax accounting, such as capital gains and losses, neither unreal-
ized nor realized, gains and losses from mergers and reorganizations, restructuring and reor-
ganization costs, or losses from extraordinary damage. Furthermore, national accounts neglect

provisions, e.g., for pensions, or for uncertain obligations, warranties, expected losses, etc.

All these conceptual divergences might cause considerable differences in the income accrued
in a single year. However, as these differences finally result from different timing schemes of
cash flows, they might offset over time, especially in the long run (see also Heckemeyer and
Spengel, 2008: 41). For instance, the rise of tax base erosion in the mid-nineties might be
significantly caused by the tax incentives for East Germany such as the accelerated deprecia-
tion schemes. However, the higher depreciation allowances deducted in the first years after
investment would clearly reduce the depreciation allowances in the following years, and thus
increase the taxable income compared to an income accrual over time, for which straight-line
depreciation is applied. Therefore, the mentioned differences in income concepts could only
explain the observed gap in income aggregates as the firms’ tax planning strategies have in-

creasingly utilized opportunities for generating hidden reserves (see below, section 4.2).

With respect to tax exemptions, we correct for the income of the central reserve bank and the
non-taxable subsidies (see above, Section 3.2). There are some other institutions included in
the corporate sector of the national accounts that are exempted from taxation, for instance
public utilities (sewage and waste disposal, street cleaning, social and cultural services) or

non-profit institutions. The latter are included in the corporate sector only if they supply their

®  Deutsche Bundesbank provides a statistic on the financial statements of German enterprises,

http://www.bundesbank.de/download/statistik/stat_sonder/statso5 1994 2003.en.pdf

Output stocks are valued at basic prices for national accounts purposes and input stocks at replacement cost
for use in production. Paper profits which can arise in financial accounts when the price of stocks rises are
thus eliminated in the national accounts.
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services predominately to corporations. It is hard to quantify the income generated by these
institutions. However, due to their non-profit character they should not imply a significant
income aggregate that impairs our analysis. It should be noted in this context that basically all
public corporations in Germany, even public authorities, are liable to corporate income and
local business taxation regarding their income from market-related business activities (Sec. 4

German Corporate Income Tax Code).

Corporate income could be overrated compared to tax statistics due to additions for under-
reporting in national accounts. On the basis of exhaustiveness checks, special additions for
under-reporting are calculated for various areas of the production approach. Besides statistical
cut-off limits, these adjustments mostly meet activities of the “hidden economy” such as tips
or payments in kind, in-house production (in domestic gardens and own-account construc-
tion), and black labor (excluding illegal activities such as drug commerce, smuggling, gam-
bling, etc.). In particular, those adjustments apply in the pertinent industries such as agricul-
ture, skilled crafts and trades, construction, retail trade, or hotels and restaurants (Federal Sta-
tistical Office, 2009: 396). The income generated with these activities should widely accrue in
the household sector, as compensation of employees or self-employed income. However, due
to the residual determination of the entrepreneurial income for non-financial corporations and
households altogether and the rough apportionment of the resulting income aggregate across
both sectors afterwards (see the next section), even corporate income might slightly impaired

by the estimations involved.

Beside the conceptual and institutional divergences one should take into account that, unlike
other countries, Germany’s national accounts do not utilize an independent bottom-up calcu-
lation of the entrepreneurial income for the total economy (Federal Statistical Office, 2009:
175). There is no data available from financial or tax accounting that is representative and
sufficient detailed to allow such calculations in terms of the national account concept. Actual-
ly, the net operating surplus (including the mixed income) of the non-financial corporations
and households is determined residually from gross national income (GNI), i.e., by subtract-
ing consumption of fixed capital, taxes on production less other subsidies, and the compensa-
tion of employees. An independent bottom-up income calculation is only realized for the fi-
nancial corporations (S.12), based on the comprehensive banking statistics of the Deutsche
Bundesbank, and for the government sector (S.14), based on public budget accounting. The
remaining business income is allocated to the non-financial corporations and households by
rough estimates. Thus, all the estimation risks regarding GNI as well as the other income
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components including the households’ share in entrepreneurial income might impair the re-

sidual that is assigned to corporations.

The estimation error involved is hard to quantify. The German Federal Statistical Office
(2009: 374) reports “balancing differences” for the GDP accounting results according to the
production and expenditure approaches that range up to 2 percent of GDP. With respect to the
production approach of the GDP calculations, data problems arise with industries in the ser-
vice sector, for which often no reliable accounting data is available, in particular for industries
with a high share of small companies. For the expenditure approach data problems and esti-
mation risks might have an impact in particular on the households’ final consumption ex-

penditure and the changes in inventories (Gorzig and Schmidt-Faber, 2001).

If we, for instance, set the estimation risks involved here up to 2 percent of GDP, which
amounted to Euro 50 billion per year in 2008, a considerable share of the observed gap in
corporate income could result from an overestimation of the entrepreneurial income in nation-
al accounts. The implicit tax rates calculated above (Table 3) would be higher by almost 3
percentage points in 2007-08. Such an estimation error would imply, however, that either both
GDP and GNI are accordingly overestimated, or the other income components are underesti-
mated. Moreover, the estimation error in national accounts could also imply an underestima-
tion of macroeconomic corporate income, which would increase the gap in the corporate in-
come aggregates. In any case, there is no evidence that the continuous trend of tax base ero-
sion is simply the result of a systematic overestimation of corporate income in national ac-

counts.

4 Economic Backgrounds

4.1 Corporate Tax Losses by Industries

Before discussing selected economic backgrounds in order to shed more light on the presump-
tive corporate tax base erosion in Germany, we closer look at the importance of corporate tax
losses by industrial composition, reported in the tax statistics waves. According to a similar
approach by Altshuler et al. (2008), we measure the importance of losses by the ratio of losses
(total income for firms with negative income) to positive income (total income for firms with
positive income), each calculated at the level of adjusted gross income (“Gesamtbetrag der

Einkunfte”), and both by firms liable to corporate income tax (Table 5) and by partnerships
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(Table 6). The corporate income tax statistics also reports the end-of-year stock of tax loss

carryforwards, which we also put into relation to positive income of that year (Table 5).

Table5 Tax losses and loss carryforwards in relation to taxable income, 1992-2007
of taxpayers liable to corporate income tax by industrial composition

1992 | 1995 | 1998 | 2001 [ 2004 | 2007

Running losses® as % of running profits?

Agriculture, forestry and fishing 931 213 129 48 60 29
Mining and quarrying 91 212 48 17 40 107
Manuf. of intermed./non-durable goods 126 39 25 35 42 21
Manuf. of investment/durable goods 97 132 36 45 50 19
Electricity, gas and water supply 75 35 13 17 13 14
Construction 190 98 79 100 73 46
Trade, maintenance and repair 68 60 46 59 38 25
Hotels and restaurants 402 165 128 91 145 83
Transport, storage and communication 118 195 44 136 61 111
Financial intermediation 19 5 5 52 39 17
Real estate and renting 89 150 118 140 113 85
Business service activities 62 107 40 113 62 36
Public and personal service activities 138 119 103 106 96 77
Total 84 67 36 72 53 34

Loss carryforwards end of year
as % of running profitsz)

Agriculture, forestry and fishing 2501 1703 1770 931 954
Mining and quarrying 224 1 466 573 306 264
Manuf. of intermed./non-durable goods 289 231 229 250 336
Manuf. of investment/durable goods 229 530 218 320 373
Electricity, gas and water supply 417 244 172 139 160
Construction 464 301 405 592 715
Trade, maintenance and repair 156 256 251 292 287
Hotels and restaurants 844 715 776 586 1089
Transport, storage and communication 306 767 317 744 856
Financial intermediation 43 26 28 104 229
Real estate and renting 225 747 782 935 1306
Business service activities 166 372 204 319 518
Public and personal service activities 375 560 609 607 881
Total 205 291 228 328 469 354

For information:
Structure of running profits® in %

Agriculture, forestry and fishing 0.2 0.2 0.2 0.3 0.3 0.4
Mining and quarrying 0.6 0.4 0.5 0.5 0.7 1.9
Manuf. of intermed./non-durable goods 14.6 17.6 14.2 13.9 12.0 11.6
Manuf. of investment/durable goods 8.7 11.6 17.5 14.7 14.2 16.8
Electricity, gas and water supply 1.7 4.7 4.3 5.0 5.0 3.7
Construction 5.1 4.0 2.6 25 2.4 2.2
Trade, maintenance and repair 16.5 12.8 9.8 10.9 12.7 11.6
Hotels and restaurants 22 0.5 0.3 0.5 0.4 0.4
Transport, storage and communication 9.4 2.0 5.6 3.6 4.5 2.8
Financial intermediation 219 255 20.9 14.5 15.4 13.4
Real estate and renting 2.2 3.9 3.7 4.5 4.3 4.2
Business service activities 11.4 14.0 17.7 25.7 24.2 28.1
Public and personal service activities 5.6 2.8 2.7 34 3.9 3.0
Total 100.0 100.0 100.0 100.0 100.0 100.0

1) Adjusted gross income for taxpayers with negative adjusted gross income.- 2) Adjusted gross income for
taxpayers with positive adjusted gross income.
Sources: Federal Statistical Office Germany (Destatis); own calculations.
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We were able to use the micro data of the tax statistics via the research data centers research
data of the German statistical offices. Information for the year 1992 is not available for part-
nerships. For 2007, we used published tabulations, which do not include the stocks of tax loss
carryforwards by industries.

Basically, the losses fluctuate heavily over the years observed. This might be influenced by
the business cycle, by financial market valuations triggering off capital gains and losses, or by
tax reforms. For instance, the rather high impact of losses in 1992 and 1995 might be influ-
enced by the tax allowances granted for investments in East Germany. In 2001 and 2004, the
lower macroeconomic performance, the downturn in stock-market prices, or the several tax
reforms since 1999 might have had an impact. In 2007, the booming economy seems to have

reduced the level of losses.

With respect to the incorporated firms liable to the corporate income tax, the following indus-
tries report loss importance above average: Real estate and renting, hotels and restaurants,
business services, public and personal services, transport, storage and communication, and
construction. Agriculture shows very high losses in the nineties, but has little importance for
the corporate sector. The manufacturing sectors, the hotel and restaurant industries, the real
estate industry, partly the energy and water suppliers, and the construction sector face rather
high losses in 1992 and 1995. This is probably due to the tax allowances for investments in

East Germany.

As of 2001, the loss importance was low in manufacturing, as well as in energy and water
supply and trade. The financial industries report a rather low importance of losses in the nine-
ties, whereas in 2001 and 2004 losses became significant, presumably due to capital losses
from the bursting dotcom bubble. With respect to partnerships, higher losses are reported by
the industries of transport, storage and communication, hotel and restaurants, and real estate,
for the latter especially in 1995 and 1998.

Generally, it is hard to assess the underlying trends without using detailed information on the
composition of the aggregate corporate income. As discussed in the following Section 4.2,
there is no representative data available for Germany that allows a breakdown to the relevant
components of financial accounting, in particular with respect to the operating result, to the
financial result, to extraordinary effects like capital gains and losses, and to tax allowances.
Thus, it is hard to isolate what the impact of the business cycle is, and what effects might have

had asset revaluation, tax reforms, or tax base erosion phenomena.
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Table 6 Tax losses in relation to taxable income, 1995-2004
of partnerships by industrial composition

1005 | 1998 | 2001 | 2004 | 2007

Running losses® as % of running profits?

Agriculture, forestry and fishing 24 11 16 11 18
Mining and quarrying 7 18 12 11 11
Manuf. of intermed./non-durable goods 24 16 27 19 12
Manuf. of investment/durable goods 27 19 24 18 13
Electricity, gas and water supply 40 61 142 60 28
Construction 31 29 38 28 14
Trade, maintenance and repair 28 21 30 14 12
Hotels and restaurants 85 64 48 49 30
Transport, storage and communication 103 51 160 94 43
Financial intermediation 108 16 21 47 11
Real estate and renting 273 99 75 a7 25
Business service activities 28 32 51 23 15
Public and personal service activities 36 37 35 29 36
Total 64 39 45 29 18

For information:
Structure of running profitsz) in %

Agriculture, forestry and fishing 11 15 1.8 15 0.3
Mining and quarrying 1.8 0.8 1.0 0.7 0.7
Manuf. of intermed./non-durable goods 18.5 16.0 14.3 12.7 14.2
Manuf. of investment/durable goods 12.1 11.5 13.3 10.0 13.6
Electricity, gas and water supply 1.8 1.4 1.0 1.5 3.1
Construction 5.0 3.7 2.8 2.4 2.8
Trade, maintenance and repair 17.2 16.3 15.0 14.6 14.7
Hotels and restaurants 1.1 0.9 0.9 0.7 1.0
Transport, storage and communication 3.0 4.5 2.4 3.3 4.4
Financial intermediation 0.9 1.6 3.2 1.8 3.0
Real estate and renting 13.1 14.0 15.9 15.7 16.6
Business service activities 15.0 17.7 18.2 23.4 21.0
Public and personal service activities 9.5 10.0 10.3 11.6 4.7
Total 100.0 100.0 100.0 100.0 100.0

1) Adjusted gross income for taxpayers with negative adjusted gross income.- 2) Adjusted gross income for
taxpayers with positive adjusted gross income.
Sources: Federal Statistical Office Germany (Destatis); own calculations.

A brief look at the structural change of the industrial composition in Germany since 1991,
measured by the gross value added from national accounts, could give some further clues to
the backgrounds of tax base erosion trends (Figure 7). Since 1991, the shares of manufactur-
ing and trade decreased. These are sectors with lower rations of tax losses over income. Under
the stronger loss-making industries, the construction sector lost importance. Rising shares can
be observed for the real estate industry, the business related services, and the personal service

activities. In particular, real estate activities are often running high tax losses.
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Figure 7 Gross value added at current prices by industrial composition, 1991-2011
structure in percent
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Source: Federal Statistical Office Germany (Destatis), national accounts.

4.2 Insufficient Data from Financial Accounting

In order to look behind the aggregate trends of corporate tax base erosion and tax losses ob-
served above, it suggests itself to scrutinize the firms’ income determination components
based on reliable data sets. First, one should analyze the operating result of the corporate sec-
tor, i.e., the result from ordinary activities less the financial result. Broadly speaking, this fig-
ure represents the firms’ surplus from “real economic” activities, before taking into account
financial transactions. Therefore, it is good comparable with the net operating surplus meas-
ured in national accounts (ESA 95 Code: B.2n). Second, the financial result as well as the
balance sheet information on capital gives an impression on the financing activities, including
write-downs of financial assets. These data should be separated by transactions with affiliated
companies, and others. Third, the extraordinary result encompasses capital gains and losses
from sales of assets, from mergers, restructurings and reorganizations, from extraordinary
damages, and from other discontinued transactions. Generally, one should collect the underly-
ing information as detailed as possible, in order to capture tax provisions that refer to single
items, for instance, accelerated depreciation schemes for certain categories of assets, or provi-

sions for certain issues.

As already mentioned in Section 3.4, there is no information system in Germany that includes
sufficient detailed data from financial and tax accounting so far. The assessment of business
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taxes in Germany collects only those items from the firms’ tax accounting that are immediate-
ly necessary to determine the tax liability. It starts from the net income/net loss for the finan-
cial year before appropriation, which already includes all items from the ordinary and ex-
traordinary result. In addition, the tax returns only include those items that are required for the
tax assessment, such as the additions and reductions for the calculation of the local business
tax base, or the non-deductible expenses for the corporate income tax. Thus, the business tax
statistics in Germany do not allow further investigation of potential tax base erosion, in con-
trast to countries like the UK or the USA (for the latter, see Altshuler et al., 2008).

Published financial statements, in particular the income statements, are only available for
larger incorporated firms, according to the publication provisions of German commercial law.
Although these firms should comprise a large share of business taxation, it is hard to assess
the representativeness of such data bases. Even larger firms that are part of an affiliated group
are not obliged to publish a financial statement, and often don’t do so. Moreover, firms are
only committed to disclose the main components of the balance sheet and the income state-
ments. Therefore, results available from the DAFNE data base provided by the Bureau van
Dijk, the Hoppenstedt data base, or the statistics of financial statements of the Deutsche Bun-
desbank (2012a) do not give sufficient detailed information and should be treated with cau-
tion with respect to representativity. Furthermore, financial accounting data does not include
specific adjustments for tax purposes, especially with respect to asset valuation or allocation

of provisions.

Nevertheless, such information should be used in order to shed more light on the issues dis-
cussed here. It is quite likely that the opportunities to create hidden reserves (e.g., by the low-
est value and the recognition-of-loss principle, or by accelerated depreciation schemes) in
combination with tax-preferred treatment of capital gains could explain a considerable part of
the tax base erosion. Thus, even rough information could give some impression on the driving
forces behind. As of 2012, German firms are obliged to transfer electronically various items
of the tax accounting to the fiscal authorities (“E-Tax Balance Sheet”). This information

should be utilized for tax statistics and academic research (see Bach et al., 2008, Luh, 1996).

4.3 Tax Avoidance Strategies of Multinational Firms

When we published a first study on tax revenue and corporate income in January 2007 (Bach
and Dwenger, 2007), which comprised a preliminary version of the approach presented in

Section 3, the results caused some stir. Against the background of the public and parliamen-
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tary debates on the business tax reform of 2008, the observed gap between the macroeconom-
ic corporate income and the taxable income was widely discussed in the context of interna-

tional tax avoidance, although our research gave no specific hints to these implications.*

Actually, there is rising anecdotal and some empirical evidence that the advance in economic
internationalization increasingly enables profit shifting at the expense of German tax revenue
(see, e.g., OECD, 2013, 2011, Buettner and Wamser, 2013, Wamser and Overesch, 2010,
Weichenrieder, 2009). This is plausible in light of the high statutory tax rates in international
comparison that were applied in Germany, at least up to 2007. Specifically, multinational
firms might utilize strategies in the field of transfer pricing, thin capitalization, allocation of
royalties, or the location of business “functions” such as R&D, marketing, distribution, pa-
tents, and software. However, these issues can explain parts of the tax base erosion, measured
above as difference between macroeconomic corporate income and taxable income, only inso-
far as the macroeconomic income figures are not impaired in the same way. For instance,
transfer pricing strategies of firms should reduce the valuations of transactions or stocks in
both tax accounting and internal financial accounting. As business surveys used for national
accounts rely on the latter data sources, macroeconomic business income aggregates should
also be underestimated. Only insofar as national accounts statistics consistently integrate all
the available data sources under the constraint of the accounting identities of the macroeco-
nomic circuit, they might disclose such income components escaping taxation. However, as
pointed out above (Section 3.4), such residual estimates might be flawed by all other estima-

tion errors.

In any case, since detailed micro data sets from the firms’ tax or financial accounting are not
available for Germany, it is hard to assess the specific impact of international tax avoidance
on German tax base erosion. The following paragraphs seek to assess some potential impact

from selected issues of international tax avoidance.

A rough estimation on the potential revenue effect of transfer pricing in the case of goods and
services traded internationally is given in Table 7 (see also the similar approaches of Schaum-
burg, 2006, and Jonas, 2009). Using the national accounts statistics, we calculate the foreign
trade volume of Germany by adding up exports and imports. Yet there is no empirical evi-

0 Our results have been explicitly quoted in the statement of the bill introduced by the then “great coalition”
parliamentary fractions as evidence on the presumable tax base erosion in Germany, which calls for a cut in
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dence on the extent of intra-firm trade for Germany. According to data form other Western
OECD countries, the shares of intra-firm trade of affiliates under foreign seem to be rather
high (OECD, 2005: 181, Dunning and Lundan, 2008: 482). In order to illustrate the potential
impact on tax base and tax revenue, we simply assume a 30 percent share of intra-firm trade
based on the entire foreign trade volume. Moreover, we suggest an average level of price ad-

justments by 3 percent, and an average business tax rate of 30 percent for Germany.

Table 7  Estimation of the potential fiscal impact of transfer pricing based on exports, imports, and foreign
trade volume of goods and services from national accounts, 1992-2010

1002 | 1095 | 1008 | 2001 | 2004 | 2007 | 2008 | 2000 | 2010
Foreign trade volume billion Euro
1

Exports of goods and services (fob) 380 429 546 715 8281 1123 1169 984 1150

Imports of goods and services (cif) 371 396 494 640 685 : 918 976 833 977
Total 750 824 1040 1355 1513!' 2041 2145 1817 2127
Foreign trade volume as percent of GDP

Exports of goods and services (fob) 23.0 23.2 27.9 34.0 37.7, 462 47.2 41.5 46.1

Imports of goods and services (cif) 22.5 21.4 25.2 30.4 31.2 : 37.8 394 35.1 39.1
Total 455 44.6 53.1 64.5 68.9, 841 86.7 76.5 85.2
Potential revenue impact of transfer pricing billion Euro
Assumption: Share of intra-firm trade 30.0% | 225.1 247.3 312.1 406.4 453.9 : 612.4 6434 5451 638.2
Assumption: Price adjustments 3.0% 6.8 7.4 9.4 12.2 136 184 19.3 16.4 19.1
Impact on domestic business tax revenue
with a average tax rate of 30.0% 2.0 22 2.8 3.7 411 55 5.8 4.9 5.7
Source: Federal Statistical Office Germany (Destatis), national accounts; own estimations.

Beside the ad-hoc assumptions on the share of intra-firm trade and the extent of price adjust-
ments, the rapidly increasing foreign trade volume since the mid-nineties underlines the rising
impact of the internationalization for the German economy. From 1995 to 2008, the ratio of
foreign trade volume over GDP nearly doubles. The potential for transfer pricing should have
increased correspondingly. Together with the presumably high and rising share of intra-firm
trade, this might suggest some relevance for tax base erosion and tax revenue. However,
transfer pricing regulations have been restricted step by step over the last decade, in particular
by the introduction of statutory documentation regulations as of 2003. Finally, further conclu-

sions on the precise quantities involved are hard to draw due to the lack of detailed data.

tax rates and broadening the tax base, see Deutscher Bundestag (2007: 29). See also Heckemeyer and Spen-
gel (2008), and Jonas (2009).
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Information on income streams and capital stocks involved with direct investment is provided
by the balance of payments statistics of the Deutsche Bundesbank (2013).** The main figures
of the income from direct investment are illustrated in Table 8, both for outbound investments
(i.e., investments of residents abroad) and for inbound investments (i.e., investments of for-
eigners in Germany). The information mainly stems from the foreign direct investment stock
statistics of the Deutsche Bundesbank (2012b), which is based on mandatory reports by enter-

prises and individuals on their direct investments abroad or in Germany.?

The statistics mainly confirm what one would expect with respect to the incentives of busi-
ness taxation. For German outbound investment, debt financing plays a minor role, as shown
by the low share of interest income on shareholder loans. The reported profit income marked-
ly increased over the last decade. In particular, the retention of profits from investments
abroad rose strongly over the last years, whereas in the first years of the last decade foreign
reserves have been withdrawn on average. In contrast, foreign direct investments in Germany
are much more leveraged by shareholder loans, as the figures on interest income in relation to

profits suggest. The reinvestment of earnings also does not play an important role.

These results are in line with the common notion that debt finance was rather attractive in
Germany for tax reasons. Interest expenses are basically deductible from the income tax base
and only partly liable to the local business tax (by 25 percent, by 50 percent until 2007). Re-
garding the high statutory tax rates, it was attractive to finance home investment by debts

from abroad up to the limits of thin capitalization rules. The latter have been strengthened step

1 According to the definition of the Deutsche Bundesbank (2012b: 19), direct investment are financial opera-

tions with German and foreign enterprises in which the investor directly holds 10 percent or more of the
shares or voting rights (up to end-1989 25 percent or more, from 1990 to end-1998 more than 20 percent);
including branches and permanent establishments. Up to end-1995 direct investments comprise capital
shares, including reserves, profits and losses carried forward, and long-term loans. Direct investments also
include all investments in real property.

According to the applicable German foreign trade and payments regulation, reports are required to be sub-
mitted

(1) for German foreign direct investment by German enterprises and households which, on the reporting
date, have direct (primary) holdings of 10 percent or more, or direct and indirect (secondary) holdings total-
ing more than 50 percent of the capital shares or voting rights in an enterprise abroad which has a balance
sheet total of more than (the equivalent of) Euro 3 million. Reports are also required of German enterprises
that maintain branch offices or permanent establishments abroad with operating assets in excess of Euro 3
million.

12

(2) for foreign direct investment in Germany by every German enterprise with a balance sheet total of more
than Euro 3 million in which a non-resident (or several economically linked non-residents) holds 10 percent
or more of the shares or voting rights in the German enterprise on the balance sheet date. Reports are also re-
quired of non-residents’ branch offices or permanent establishments in Germany with operating assets in ex-
cess of Euro 3 million.
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by step, in particular with the introduction of the interest limitation (“Zinsschranke™) as of
2008.

Table 8 Income from direct investment, interest on shareholder loans, 1999-2010
billion Euro

1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010

German direct investment abroad (outbound)
Income from equity (excl. leasing and rents on land) 105 122 -0.7 5.0 11.7 36.4 434 547 59.1 141 437 574

Dividends and other distributed profits 88 174 190 183 157 176 228 265 282 351 279 37.4
Undistributed (reinvested) earnings 17 -52 -198 -133 -40 188 206 283 309 -210 158 20.0
Interest on shareholder loans 2.8 5.2 3.9 2.4 1.6 2.2 2.8 4.0 6.4 7.3 7.2 7.5

Foreign direct investment in Germany (inbound)
Income from equity (excl. leasing and rents on land) 4.8 33 -96 5.7 8.6 93 194 188 293 -0.6 46 221

Dividends and other distributed profits 106 102 116 127 119 133 161 191 238 219 16.0 188
Undistributed (reinvested) earnings -58 -69 -213 -70 -33 -41 33 -04 55 -225 -114 3.3
Interest on shareholder loans 44 108 144 147 140 119 120 143 176 161 16.0 184

Source: Deutsche Bundesbank, balance of payments statistics.

Due to the former full imputation system of the corporate income tax, there were incentives
for multinationals to primarily distribute domestic corporate income, as the tax rates on dis-
tributed income were much lower compared to the tax rates on retained income. The dividend
distributions of foreign subsidiaries were often used for internal financing. They were ex-
empted from domestic taxation in most cases according to Germany’s double taxation provi-
sions, but only as long as they were not passed to domestic shareholders. This was regarded as
a certain break against aggressive profit shifting to abroad, but ended with the transition to the
classical system of corporate income taxation. The markedly increase in retained profits from

direct investment abroad might be influenced by these tax implications.

In order to shed more light on the tax incentives for cross-border finance one should analyze
the data in depth. Unlike the general data limitations on financial and tax accounting data, the
foreign direct investment stock statistics of the Bundesbank is accessible to scientific re-
search, even on the level of the micro data. Studies show an impact of tax rates and thin capi-
talization regulations on finance decisions of the firms (see Ramb and Weichenrieder, 2005,
Wamser and Overesch, 2010, Buettner et al., 2008, Weichenrieder and Windischbauer, 2008,
Weichenrieder, 2009, Weichenrieder and Ruf, 2012, Buettner and Wamser, 2013).

The balance of payments statistics also accounts the cross-border receipts and expenditure for
patents and licenses (Table 9). Royalties for the use of such property rights are often deemed
as vehicle for profit shifting, as it is rather reasonable to transfer them to foreign locations.
International tax law usually allocates the right to tax to the owner’s country of residence,
which is also applied by Germany in most cases. The figures of Table 9 indicate only a slight

net outflow of royalty income in Germany if one balances receipts and expenditure up to
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2008. In 2009-10, the balance actually turned to net inflows. Changing double taxation provi-
sions in favor of the country where the property rights are used would insofar not raise much
tax revenue in Germany, or even involve revenue losses. This does not imply that there is no
profit shifting, however. Given the strongholds in technological capabilities of many German
firms, in particular in the manufacturing industries and some business related service sectors,

one might expect that there is a noticeable net inflow of royalty income to Germany.

Table9 Cross-border receipts and expenditure for patents and licenses®”, 1999-2010

billion Euro
1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
Receipts 2.9 3.2 3.7 4.1 4.0 4.4 5.7 5.6 6.2 75 129 11.2
Expenditure 4.8 6.2 6.1 5.6 4.7 4.7 6.9 7.4 8.2 88 127 100
Balance -19 -30 -24 -15 -07 -03 -12 -19 -20 -13 0.2 1.2
1) Industrial and other property rights.
Source: Deutsche Bundesbank, balance of payments statistics.

To sum up, international tax avoidance might be a reason of rising importance for tax base
erosion over the last decades. Due to the lack of reliable data from tax or financial accounting
it is hard to draw precise conclusions on the quantities involved. The figures derived from the
foreign trade and payments statistics presented in this section suggest that profit shifting to
abroad might easily sum up to a couple of Euro 10 billion. However, there is no evidence that
international tax avoidance largely causes the observed gap between macroeconomic corpo-

rate income and the corporate tax base of Euro 90 billion and more.

4.4 Tax Avoidance of SMEs and Impact of Tax Enforcement

Small and medium-sized enterprises (SMEs) typically do not benefit so much from the pro-
spects of tax avoidance in the course of internationalization. However, as their own tax haven,
they could try to set off private consumption expenditures against tax liability. The regula-
tions of separating business expenses from private expenses are rather intricate and hard to
retrace in practice, thus inviting to manipulations. In particular, this refers to cars and vans
available for private use, traveling and subsistence expenses, entertaining expenses, remunera-
tions and withdrawals in non-cash form, and beneficial employment contracts, loan arrange-
ments or other transactions with spouses, relatives, partners, shareholders, or other related
parties. All in all, considerable amounts might be involved here. For instance, there are 5 mil-
lion company cars registered in Germany, of which 3 million are available for private use.
Similar to the issues of transfer pricing and thin capitalization discussed in the preceding sec-

tion, there might be some leeway to manipulate the respective business transactions for tax
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saving. However, it is hard to quantify the impact of these issues to the corporate tax base due

to the lack of reliable data.

In the case of firms liable to the corporate income tax, the contractual compensation of man-
agers is deductible from the tax base even if the managers are shareholders of the firm, which
is often the case for SMEs. The compensation of owner-managers is taxed as wage income by
the personal income tax, as far it is deemed as appropriate. Since the payroll information col-
lected in business surveys and national accounts also include these compensations, insofar the
corporate income in national accounts should not diverge from the corporations’ taxable in-

come.*®

Another relevant issue in this field could be lax tax enforcement. There are rising complaints
that fiscal authorities in Germany increasingly fail to enforce the tax law effectively due to
shortage of staff and organizational deficits (Bundesrechnungshof, 2006). This is particular
true with respect to the complex tax law and assessment procedures in the field of business
taxation. In this context, disincentives of the German fiscal federalism might also play a sig-
nificant role. In Germany, the administration of direct taxes is the matter of the state govern-
ments (“Lander”), although the lager part of the tax revenue is transferred to the federal state
and the municipalities. Together with highly redistributive fiscal equalization schemes this
generates clear disincentives for the state governments to fully utilize the tax base (Plachta,
2008: 80).

Similar to the impact of tax avoidance strategies of multinational firms discussed above, the
issues discussed here could only insofar contribute to explain the measured gap between taxa-
ble corporate income and macroeconomic corporate income as the latter is not impaired in the
same way. In the case of manipulated business expenses mentioned above, national accounts
might factor these items into private consumption, which would correspondingly increase
macroeconomic corporate income. In other cases, for instance with hidden private use of
company cars, the business surveys and thus the national accounts might be blurred as well,

since the respective numbers are drawn from the firms’ bookkeeping.

B3 Actually, the aggregate wage income of national accounts exceeds the wage income reported in the personal
income tax statistics by 2.3 percent in 2007. This difference can be well explained by tax-free or lump-sum
taxed wages of short-time employment, draftees, etc., which are not registered individually by the tax author-
ities.
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4.5 Decreasing Effective Tax Rates Due to the Decline in Inflation

Thanks to the Bundesbank’s notorious monetary policy of providing a stable currency, the
inflation rates in Germany have been significantly lower compared to other OECD countries
over the last decades (Table 10). Moreover, as in most other countries, inflation rates marked-
ly declined since the seventies, according to the changes in monetary and macroeconomic
policy. With respect to the issues of business taxation discussed here, the relevant implication
is that lower inflation rates increase the real value of capital allowances, and reduce the taxa-
tion of mere “paper profits” from inflation, respectively. Notably, German tax law conse-
quently applies the “nominal value principle”. There are no adjustments for inflation, neither
for depreciation allowances, nor for the valuation of other assets, provisions, capital gains, or

loss-carryforwards.

Table 10 Price indices in international comparison, 1971-2010
yearly average changes in percent

1971- | 1976- | 1981- | 1986- | 1991- | 1996- | 2001- | 2006-
1975 1980 1985 1990 1995 2000 2005 2010

Deflator gross domestic product

Germany 6.3 3.9 3.1 2.4 3.2 0.2 1.1 1.0
OECD Europe 8.1 8.0 6.7 4.2 3.4 2.2 35 2.7
OECD Total 8.4 7.2 5.0 3.4 25 3.6 2.6 2.0
Difference Germany-OECD Europe -1.8 -4.1 -35 -1.8 -0.2 -2.0 -2.4 -1.8
Difference Germany-OECD Total -2.1 -3.3 -1.9 -0.9 0.7 -34 -15 -1.0
Consumer price index, all items
Germany 6.1 4.0 3.9 1.4 3.6 1.3 15 1.6
OECD Europe 10.0 12.7 10.2 6.6 8.1 6.4 35 25
G7 8.3 9.1 6.1 35 3.0 1.9 19 18
OECD Total 8.9 10.8 9.5 7.4 5.4 4.4 2.7 2.2
Difference Germany-OECD Europe -3.9 -8.7 -6.3 -5.2 -4.6 -5.2 -2.0 -0.9
Difference Germany-OECD Total -2.8 -6.8 -5.7 -6.0 -1.8 -31 -1.2 -0.6

Sources: OECD, National Accounts Statistics, Main Economic Indicators; own calculations.

While the average inflation rates in Germany ranged around 2 to 3 percent over the eighties
up to the mid-nineties, measured by the GDP deflator of national accounts, they decreased to
around 1 percent over the last decade. Even if we take into account a downward distortion due
to the macroeconomic stagnation of the years 2001-05, Germany’s inflation rates decreased
by at least 1 percentage point compared to the level of the eighties and the first half of the
nineties, and much stronger compared to the seventies. In relation to the OECD average infla-
tion rate, the inflation rates in Germany have been lower by 1.0 to 1.5 percent over the last
decade, measured by the GDP deflator. In the seventies and early eighties, the difference was

much higher.
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Neither the retrenchment in inflation over time nor the backlog in inflation compared to other
countries could explain the level of tax base erosion in Germany discussed in the previous
sections. However, this might explain, ceteris paribus, a significant decrease in real tax base
and effective tax rates over time or compared to other countries. For a rough estimation of the
effects involved, we simply rely on the corporations’ net fixed capital stock at current pur-
chasers’ prices (i.e., at replacements cost) from German national accounts. This figure
amounts to Euro 2,400 billion in 2004. That means that a decrease in the inflation rate by 1
percentage point would reduce the taxation of “paper profits” by Euro 24 billion per year,
which equates to more than 1 percent of GDP, or 7.4 percent of the modified corporate in-
come calculated above (see Section 3.2, Table 3). The effective tax rate for 2004 (see Table 3)

would decrease by 1.3 percentage points.

5 Summary and Conclusions

Business income in Germany was taxed at relative high statutory tax rates over the last dec-
ades, at least up to 2007. Measures of effective tax rates, derived from simulation models
following the approaches of King and Fullerton (1984) and Devereux and Griffith (1999,
2003), also indicate rather high levels of business taxation in Germany compared to other
countries. At the same time, there was a rising presumption in tax policy that business taxa-
tion revenue lags behind economic performance and business income growth. Tax expendi-
tures, European and international tax competition, and the effects of tax reform seem to im-
pair business tax revenue. However, there is scarce empirical evidence on the economic issues

involved.

For the first time for Germany we present comprehensive measures of the entire business
taxation revenue and the tax base accrued in single tax years. We use representative data from
the business tax statistics that collect the relevant information from the tax returns. For the
personal income tax we estimate the portion of the tax liability falling on business income.
Using detailed data form the income tax statistics we allocate the individual tax liability ac-

cording to the share of business income in total income.

We compare the tax revenue and tax base reported in the business tax statistics with the mac-
roeconomic income aggregates measured in the national accounts statistics. Based on a simi-
lar concept of the European Commission (2013), we derive a corporate income aggregate that
approximates the actual taxable income as close as possible. Dividing the tax revenue by the
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macroeconomic corporate income aggregate, we calculate macroeconomic implicit tax rates

on corporate income.

We find that the implicit tax rates on corporate income falling considerably short of statutory
tax rates, as well as of effective tax rates discussed in the literature. Our estimations suggest
that the average implicit tax rate on German corporate income was around 21 percent since
2001. A detailed comparison of the corporate income measured in national accounts with the
corporate tax base reported in the tax statistics reveals a considerable gap that amounts to
4 percent of GDP and more in 2004. The gap has increased over the years up to 2007. For
2008, there is a marked decline due to the broadening of the tax base involved by the 2008
reform of business taxation back, but the gap still amounts to Euro 90 billion or 3.7 percent of
GDP. With respect to the precise level of corporate tax base erosion in Germany these results
should be treated with caution, due to some potential estimation risks of the entrepreneurial
income aggregates of German national accounts. However, the high weight of losses reported
in tax statistics emphasizes the presumptive tax base erosion. There are many firms running
tax losses, the ratio of running losses over positive income is rather high. From 1992 to 2008,
the stock of corporate income tax loss carryforwards increased by more than 340 percent to
Euro 568 billion, which equates to 23 percent of GDP, or 3 times the positive adjusted gross
income of that year. Real estate industry, hotels and restaurants, and business services show a
higher importance of corporate tax losses. The broadening of the tax base involved by the
2008 reform of business taxation seems to have markedly reduced the gap between overall

and taxable corporate income.

Due to the lack of reliable data from tax and financial accounting it is hard to give precise
reasons for the presumptive tax base erosion and the high tax losses. International tax avoid-
ance might be a cause, as anecdotal evidence and several empirical studies suggest. This is
plausible in light of the high statutory tax rates in Germany and the advance in economic in-
ternationalization. However, cautious evidence from foreign trade and payments statistics
indicates that this arguably explains only a minor part of the gap. Presumably, the opportuni-
ties to create hidden reserves, given by the income determination provisions in combination
with tax-preferred treatment of capital gains, tax-saving strategies of small and medium-sized
firms with respect to hidden private expenses, and lax tax enforcement could explain a con-
siderable part of the tax base erosion. However, there is no information system in Germany

that includes representative and sufficient detailed data from tax or financial accounting.
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In order to shed more light on these implications, detailed accounting information should be
collected from the firms’ tax assessment, which is on the way in Germany. Currently, the tax
assessment procedures in Germany collect only those items from tax accounting that are im-
mediately necessary to determine the tax liability. As of 2012, firms are obliged to transfer
electronically various items of the tax accounting to the fiscal authorities. This information
should be utilized for tax statistics and academic research (see Bach et al., 2008, Luh, 1996).
This is a standard practice in other countries and would, by the way, substantially improve the

information base for a direct calculation of corporate income in national accounts.™

14 See, e.g., Office for National Statistics UK (2000: 100), Statistics Netherlands, National Accounts Depart-
ment (2008: 210), Statistics Sweden (2008: 125), or U.S. Department of Commerce, Bureau of Economic
Analysis (2009: 3-13).
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