Economies become increasingly integrated, capital and
goods cross many borders, and corporations span more
and more countries. Still, economic policies are broadly
determined at national level. This seems especially true for
taxation. While tax planning is often international, tax
policies are national. Research gives clear indications and
evidence for international spillovers of national polices and
is very welcome to guide efforts for European and inter-
national coordination.

Living in a world characterized by a race to the bottom
in (corporate) tax rates, a growing inequality in terms of
income and wealth, and a transition to a sustainable econ-
omy, it is by the interaction of these three factors that we
find the most pressing challenges in the area of interna-
tional taxation. How can we deal with the downwards
pressure on taxes on mobile bases that render our tax
system increasingly regressive? How do we fight climate
change in a globalized economy where increased carbon
taxes might lead to carbon leakage? And how can we ensure
that the transition to a sustainable economy brings along
even the most vulnerable in our societies? Still, in EU tax
policy formulating answers to such questions is necessary
but not always enough. It is also essential to understand the
EU institutional setting and the different pathways avail-
able to enact policies. This article will therefore first
address the key policy questions that lie ahead of us and
conclude with a brief overview of some of the institutional
questions facing EU policy in the area of tax.

| THE GROWING SNOWBALL OF TAX REFORM

In politics one needs patience: progress is often slow,
almost frustratingly so. From migration of workers and
refugees to the sustainability of our welfare state, many of
the issues that were salient when I started as a member of
the Dutch parliament in 2007 still dominate the political
discourse. How different does it feel in the area of taxa-
tion? In 2007 corporate tax evasion was, at least in the
Netherlands, a non-issue. No one knew — or wanted to
know — of the Netherlands’ central place in the interna-
tional industry of tax avoidance. Tax havens were the
places where the rich stalled their money — Switzerland,
Monaco, Barbados — but were not associated with the
anonymous office blocks with letterboxes in Amsterdam
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or Luxemburg. Now, we are on the verge of an interna-
tional agreement that may drastically change the global
corporate tax system and end some of the worst practices of
tax avoidance. Political momentum on taxation has felt like
a snowball rolling off a hill, continuously growing in size
and speed, until halting it becomes all but impossible.

This snowball has been set off by a fruitful cross-ferti-
lization of academia, media and politics. In the latter
category, the European Parliament has taken a leading
role. It started a temporary special committee in 2015,
after the Luxleaks revelations showed that the Luxemburg
tax authorities authorized sweetheart deals with compa-
nies located in their jurisdiction. This was followed by the
‘TAXE2’ temporary committee and the ‘PANA’ inquiry
committee set up after the Panama papers scandal. In each
case media reported on a scandal, with the Parliament
calling on experts to draft a response and provide solutions
to be implemented in EU law. Through the creation of a
permanent subcommittee on tax matters (‘FISC’), the
European Parliament has given this fruitful cooperation
a permanent status.

One year since its creation, I think we can say this has
proven to be a success. We have hosted some fifty aca-
demics, policymakers and practitioners to discuss tax
issues ranging from the OECD tax negotiations to green
from CUM-EX to new the
Parliament should pay attention to. Based on expert

taxation, tax schemes
input we have drafted reports on the EU list of tax havens,
taxation in a digital economy, and harmful tax practices,
and we discussed these also with national parliaments. We
started work on reports calling for a European withhold-
ing tax and analysing national tax reforms. This has, to be
frank, not always been easy. Taxation has proven to be
both politically unifying and divisive. On the need to halt
tax avoidance and evasion, there is a broad consensus in
the parliament. From the extreme-right to the centre to
the far-left, all political groups are in broad agreement to
condemn it and support further EU action in this field.
The discussion becomes much more divisive, however,
when talking about the redistributive potential of tax, or
the potential of taxation to promote sustainable econo-
mies. Whereas the left is keen to discuss more compre-
hensive wealth taxation and higher taxes on carbon
emissions as a way to make our economies both fairer



and more sustainable, the right sees the first as an exclu-
sively national competence, and the second as punitive
measures for middle classes.

In this context, it is essential that members of the
subcommittee have at their disposal accurate data to
form informed opinions and convince each other.
Scientists and experts still carry weight in the European
Parliament and after every expert hearing, I can see opi-
nions from different sides converge. The hearing on new
tax schemes, for example, showed many members that
with an increasingly mobile global workforce, a race to
the bottom in income tax might be upon us, while hear-
ings on the OECD negotiations convinced members of the
need to talk about minimum e¢ffective tax rates. Well
directed energy from experts in the field of taxation can
thus have a real impact on the ideas and vision of politi-
cians. It is for this reason, that I would here like to set out
some of the biggest challenges in the area of taxation that
will shape the work of the FISC subcommittee in the next
year.

2 FIGHTING CLIMATE CHANGE AND INEQUALITY IN
A WORLD OF TAX COMPETITION

I see three main developments that interact to shape the
challenges our societies face in the area of taxation.

The first development is the downwards pressure inher-
ent in international tax competition, which intensifies as
corporate tax bases become more mobile. With the
increasing ability of firms to decide themselves where
they locate their profits, i.e., the increased mobility of
profits, tax rates have only become more important to
attract capital, thereby intensifying the competition in
tax rates. Beer et al." conclude for a meta-analysis that a
1%-point lower corporate tax rate will expand reported
profits by 1 %. Of course, this implies that when other,
neighbouring countries decrease their rate, this directly
affects the tax income of a country. This leads to a con-
figuration that countries are almost forced to decrease
their rates. Indeed, the International Monetary Fund
(IMF)*> showed that statutory rates in the EU have
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decreased from an average of 35% in 1995 to 21% now
while competition with effective tax rates results in a loss
of taxable revenues of on average 1.6% of a country’s
Gross Domestic Product (GDP). The race to the bottom
is not restricted to corporate tax rates. Top rate personal
income taxes in OECD countries have decreased from an
average of 65.7% in 1980 to 41.7% in 2010.> Such
decreases are at least partly a way to attract high-earning
individuals, with some countries even offering reduced
income tax-rates for expats.® With the rise of working
digitally after the covid pandemic, we can expect this
dynamic to strengthen even further.

The second development is the growing inequality in
the
Database,’ the percentage of total income earned by rich-
est 1% in the EU has gone up from 7.5% in 1980 to
11.9% in 2019. This has come at the cost of middle
classes. The OECD finds that, over the past thirty years,
median incomes increased a third less than the average

our societies. According to World Inequality

income of the top decile.® With house prices going up
three times as fast as median income over the last two
decades, middle class purchasing power has all but
stagnated.” Part of the struggle of middle classes is the
result of changing relative tax burdens. Tax avoidance and
tax competition have led to lower (effective) tax rates on
corporate profits, returns on wealth and high labour
income.® These are exactly the types of income that dis-
proportionally accrue to the wealthiest.

The third development is the EUs fight against global
warming. With a legally binding pledge to reduce CO2
emissions with 55% by 2030 and reach climate neutrality
by 2050, it is clear that all EU policy areas need to be
geared towards achieving this aim. Carbon emissions are
still under-priced compared to the negative externalities
they cause and are even subsidized in the EU — often via
tax expenditures — to a tune of between EUR 39 and EUR
200 billion per year.” Most notoriously, kerosene is cur-
rently exempt under the Energy Tax Directive. At the
same time, the EU’s fight against global warming neces-
sitates governmental tax and spend to guarantee sufficient
resources for investments in renewable energy, isolating
buildings and developing new technologies. Indeed, the
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EU’s recovery and resilience facility — which in a large
part finances investments in a sustainable economy — will
be paid in part through new EU Own Resources, includ-
ing a levy on the use of non-reusable plastic, a digital levy
and a revision of the EU’s Emissions Trading System.

3 A PROGRESSIVE TAX SYSTEM

While each of these developments imply significant chal-
lenges on their own, their interaction results in some of
the most politically salient issues our societies currently
face in the area of taxation. Let’s start with the interaction
between the first two developments: the intensified race to
the bottom and growing inequality. As shown above, the
race to the bottom is the most intense for taxes that have
mobile bases such as wealth, top incomes and corporate
profits. These also happen to be the taxes that are
intended to be progressive. As such, the status quo in
the international tax system has an inherent momentum
to decrease rates of progressive taxes, increasing
inequality.

An international agreement to set a minimum tax rate
of 15% on the profits of multinationals does something to
alleviate the race to the bottom for corporate tax rates, yet
it is not enough. Firstly, the introduction of substance
carve-outs mean that competition can continue to take
place with tax rates on profits that are the result of
physical investments in capital and labour, allowing coun-
tries to maintain a low tax on (part of) the profits made by
companies with factories or R&D facilities in their terri-
tory. While such a carve-out can be justified as they do
not concern the highly mobile tax-bases at the origin of
much tax avoidance, it still leaves room for a continued
race to the bottom. Secondly, the agreed minimum of
15% is too low, in comparison to tax rates on other
forms of income. With many countries currently being
above this threshold, we may still see a reduction in global
corporate income tax rates to 15% so as to attract — or at
least not lose — mobile corporate profits. A rate of 15%
will only cement the discrepancy in tax rates between
labour and other sources of income, as most employees
pay income taxes significantly higher than 15%.

It should thus be clear that an OECD agreement would
only be the very beginning of a reversal of the regressive
global tax system. Important questions are thus related to
the next steps to reshape it. How could the OECD agree-
ment be improved upon after its implementation? Could
we create a similar mechanism to coordinate global
income or wealth taxes? Or what other ways exist to create

a fair and progressive tax system in a world dominated by
the race to the bottom? It is the last question where most
creativity is required, but also where most gains can be
achieved. It is possible to create new taxes on immobile
assets that increase the progressivity of our tax system.
Think of higher real estate taxes for large houses and a
land tax (reviving the legacy of Henry George). Similarly,
inheritance taxes could play a bigger role in our tax
systems. In the 60s and early 70s they accounted for an
average of 1% of tax revenue in the OECD. Yet rates have
decreased while thresholds and exemptions increased,
meaning they now account for under 0.4%.'" To create
a more progressive tax system in a world still captive by a
global race to the bottom, we need innovative and well-
researched solutions.

4 PREVENTING CARBON LEAKAGE

The second challenge we face is to address climate change
in a world dominated by the race to the bottom and
mobile companies. It is clear governments need to put a
price on carbon, yet policymakers are confronted with the
risk of ‘carbon leakage’ if they do so. Production in a
country with carbon emission price would, so the argu-
ment goes, shift to countries without a carbon price. In
response, the EU’s Emission Trading Scheme (ETS) gives
free allowances to companies in sectors that face a high
risk of carbon leakage. Since this means that the tax
burden of emitting is imposed more on the less mobile
factors in the economy, this clearly undermines the prin-
ciple of fairness in the fight against climate change. In a
forthcoming the of  European
Environmental Policy (IEEP) calculates that EU industry
internalizes a mere 26% of the external costs of its air
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pollution, while households overinternalize this cost at
127%."" Similarly, the EU’s Energy Taxation Directive
has many exclusions for highly competitive sectors. For
example, it doesn’t impose an excise duty on kerosene so
as to avoid unfair competition between EU carriers and
foreign carriers who would not need to pay this surcharge.

To counter the risk of carbon leakage and widen the
segment of the economy paying a fair carbon price, the
European Commission recently proposed a Carbon Border
Adjustment Mechanism (CBAM), which would levy a
price on carbon-intensive imports equal to the price of
EU emissions rights so as to create a level playing field for
domestic and foreign producers. This would allow for the
end of free allowances, thereby better incentivizing inno-
vation in high emitting industries and installing a higher
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degree of fairness in our economy. Combined with an
expansion of the sectors covered by the ETS and an update
of the Energy Taxation Directive, the Commission propo-
sals would extend the EU-wide carbon pricing from some
22% of EU emissions to over 66% by 2030."?

There are, however, significant obstacles in the way for
its successful implementation. First of all, the industry
lobby is strong in seeking to push for both a CBAM and a
continuation of free allowances. In its proposal, the
Commission has partly given in to industry demands
with a slow phase out of free allowances between 2026
and 2036. It will be up to the European Parliament to
push back on this. Secondly, it is a diplomatically difficult
proposal. Countries from Russia to the US have expressed
strong opposition to this tax, with Kerry warning that a
carbon border tax has ‘serious implications for economies,
and for relationships’” between the EU and US'® EU trad-
ing partners negatively affected by this border tax will
likely take it to the World Trade Organisation. Without a
full equality between the carbon price on domestic and
foreign products, which EU industry is keen to avoid, the
WTO is not at all certain to rule in the EU’s favour.
Thirdly, carbon border levies are inherently limited in
scope. A decrease in demand for, for example, oil from
the EU in response to the introduction of a high carbon
price will lead to a price reduction which will partly be
offset by an increase in demand from other markets. This
form of carbon leakage cannot be addressed by a CBAM.
In addition, a CBAM only addresses foreign carbon emis-
sions when they are imported to the EU. Energy produc-
tion in the US and China, for example, would not be
targeted. This is why McKibbin and Wilcoxen'* find
that border adjustments ‘would reduce leakage of emis-
sions reduction very modestly, and would do little to
protect import-competing industries’. While certainly
better than the status quo and currently the only unilat-
erally available course of action, a CBAM is far from the
optimal outcome.

Realistic better options are still being developed. A
good step in the right direction is developed by
Nordhaus in the form of a ‘climate club’."” He argues in
favour of a group of countries jointly agreeing to put a
minimum price on carbon emissions, granting countries
the freedom to determine how to achieve this, and punish-
ing outsiders with a uniform tariff of 2% on all their
imports. This would incentivise non-members to join
the club and create a global momentum for a carbon
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price for all emissions. While theoretically the better
option, it does upset the current international trade rule-
book for its lack of proportionality and targeting. As such,
a rewriting of global trade rules should be a long-term
project, with a CBAM in the meantime that, as proposed
by the Commission, excludes other countries with carbon
taxes equivalent to the EUs.

5 A SOCIALLY AND ENVIRONMENTALLY

SUSTAINABLE TRANSITION

Combining the two remaining developments, we reach the
third big challenge facing the EU in the area of taxation:
making the transition to a carbon-neutral economy without
it leading to a further growth of inequality. Raising taxes
on carbon quickly leads to higher prices for consumers,
with especially the most vulnerable, for example those
living outside cities and relying on their car for transport,
taking the hit. We have already seen with the giless jaunes
demonstrations that the transition to a sustainable economy
is not sustainable if it is not inclusive, i.e., if not everyone is
brought along in the transition.

We've already seen that households are overcharged for
their air pollution while industry is undercharged. Fixing
this discrepancy through the measures outlined above
would already go a long way in making for a fairer
transition. Similarly, dealing with the unequal tax bur-
dens between labour income and other forms of income
would reduce inequalities and make the transition to a
sustainable economy more palatable. It is thus an illusion
that we can prioritize the fight against climate change
over the creation of a more just society. Only in tandem
can we hope to make the transition to a more sustainable
economy.

However, there are also other possible avenues for a
democratization of the transition. A frequently proposed
option for this is a carbon-tax and dividend. As the
objective of carbon pricing is environmental instead of
fiscal there is an argument for making such taxes revenue
neutral, with revenues being redirected to citizens. The
most direct way of doing so is through a carbon dividend,
paying every citizen an equal premium. In 2019 over
3,500 US economists, including four former Fed Chairs
and 28 Nobel laureates, signed a statement in the Wall
Street Journal calling for such a carbon dividend.'® Indeed
the US Treasury found in 2017 that redistributing a USD
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49/tonne carbon tax directly to citizens would increase the
after-tax income of all but the 30% richest families."’
France’s conseil d'analyse économique found that a differen-
tiated carbon dividend depending on whether a region is
urban or rural could help to ensure everyone in the
bottom half of the income distribution would be better
off, even those relying on private cars for transport.'® Such
research points in the right direction, but is far from
exhaustive. Distributional effects from many environmen-
tal taxes are still uncertain and more targeted ways of
support to citizens could still be found.

6 ENACTING REFORMS

The challenges are numerous yet clear, and with a continu-
ing symbiosis between academia and politics, I am confident
we will be able to formulate new answers to pressing ques-
tions. That leaves, however, the question of implementation.
Taxation policies are notoriously hard to implement at the
EU level, requiring unanimity among Member States to be
implemented. In addition, many of the discussions on taxa-
tion take place behind closed doors, in the somewhat secre-
tive ‘Code of Conduct Group’ of Member States. Not being
able to closely monitor what is being discussed in these
meetings, the Parliament faces difficulties exercising its
role of democratic scrutiny. There are plenty of arguments
to make as to why the focus on ‘sovereignty’ in tax matters
undermines the ability of Member States to act according to
the wishes of their citizens. And what is sovereignty if not
the ability of governments to act upon the wishes of their
citizens? However, even within the current EU constitu-
tional framework, it is possible to find ways to improve EU
tax policy. And in finding these ways, the parliament has
often relied on experts to examine the intricacies of the EU
system, finding ways to push for action in an institutional
setting of unanimity and enforcing our ability to scrutinize
EU-decision making.

An example of valuable research in this field was done by
Nouwen'? who looked into the possible use of Article 116 of
the Treaty on the Functioning of the European Union
(TFEU) to implement taxation policy with qualified major-
ity where a Member States ‘distort{s} the conditions of
competition in the internal market’. Understanding better
when a Commission proposal based on Article 116 will

withstand scrutiny before the European Court of Justice
allows the Parliament to intensify pressure on the
Commission to come forward with a proposal in this direc-
tion. Another example is the research done on the Code of
Conduct Group. Different researchers, from Dourado to
Picciotto and Nouwen have explained to the European
Parliament the workings of this body, and provided input
into the latest report on the reform of the Code of Conduct
group which was adopted in Committee this July. This
greatly helps the Parliament deal with harmful tax practices
in the EU. While not having co-legislative power in this
policy field, well-informed pressure by the European
Parliament can play a decisive role in determining EU action.
A prime example is the EU list of non-cooperative jurisdic-
tions for tax purposes, which was established after long-time
pressure from the Parliament. While initially coming with-
out strong sanctions, this list is now being integrated in other
pieces of legislation. EU funding and certain financial ser-
vices are already restricted to tax havens. Institutional expla-
nations and innovations are thus useful and impactful
contributions to the work of the European Parliament.
Strong cooperation between science and policy is thus
essential to maintain the momentum for tax reform in the
European Union. To create a fairer and more sustainable
economy, the race to the bottom in the most progressive
elements of our tax system should be halted, solutions
should be found to carbon leakage and the transition to a
more sustainable economy should be accompanied with
strong social measures to ensure everyone can find their
place in the economy of the future. Finding accurate
solutions, however, is not sufficient. To reach maximum
impact, a detailed understanding of the EU’s institutional
setting is key, allowing the European Parliament to exer-
cise maximum pressure where it can have the most
impact. The FISC subcommittee is the place where
experts and policy-makers can discuss these questions
and look for answers. We are therefore keen to receive
input and ideas from the research community and as Chair
of the subcommittee I stand ready to put them before my
colleagues in the European Parliament.
Paul Tang
Member of the European Parliament and chair of the
European Parliament’s subcommittee on tax matters.
Email: paul.tang@europarl.curopa.eu.
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