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1. Introduction
The European Community objective of
completing the internal market by 1992 implies the suppression of government-induced
distortions based on origin or residence with
respect to movements of goods, services,
labour and capital. (Note that contrary to,the
movements of goods or services, in the field
of capital movements distortions are usually
directed against exporters).
This note deals with the liberalization of
capital movements and in particular with the
suppression of personal income tax distortions
associated with the movements of capital. It
does not deal with other aspects of capital
movements such as supervision of financial
intermediaries, constraints imposed on the
supply of financial assets, etc., or of tax rates.
Two approaches are considered: the first
focuses on the problems raised by the harmonization of taxes on income from capital; the
second, more ambitious, views the creation of
an internal market as an opportunity for tax
reform designed to promote investment in
Europe.

2. The harmonization of taxes on
income from capital
There are two main problems with the harmonization approach. The first problem is
related to the fact that in most countries

property income is globalized with the other
sources of income (with labour income). Harmonization of ownership taxation would thus
require either de-globalization of ownership
income (this has been partially done in Belgium since 1984) and subsequent harmonization of tax on capital income, or harmonization of direct taxation in general, which obviously is unrealistic in the near future. Problems raised by a lack of harmonization of taxation on property income in an Economic and
Monetary Union are illustrated by the example
of the Belgian witholding tax in the UEBL,
the Belgo-Luxemburg Economic Union (see
e.g. Vuchelen J., 1986).
The second problem has to do with the
definition of the tax base. What should be the
objects of harmonization? What assets? What
incomes? A main objective of harmonization
should be to neutralize geographical distortions of capital movements induced by taxation. According to one view, harmonization
should mainly concern taxes on income of the
assets which are highly mobile, i.e. assets with
low transaction costs. Another view which
adopts a comprehensive portfolio perspective
stresses that inter-country tax differentials
may affect the whole allocation of wealth.
Harmonization of taxation should thus be
much wider and thus not only concern the
more volatile assets. (It could even concern
taxation on labour, which may influence brokerage fees). While this latter view may be excessive, it has the merit of putting ahead the
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general problem of allocation of wealth in an
economy. In this respect, it is worth pointing
out that most EC countries have introduced
fiscal measures intending to influence the level
and allocation of savings in favour of equity
or long-term contracts (pension plans). A
characteristic of these measures is that they
may imply creation of savings as well as diversion of savings. »Savings-diversion» occurs
across assets (e.g. choice between equity,
bonds, real property) and across countries.
Diversion of savings across countries is a kind
of »beggar my neighbour» policy; it results
from the fact that the tax benefits are mainly
provided on the purchase of national assets
(which often is the case). Governments' intentions can be varied: diversion of capital in
favour of resident firms or for themselves. In
the case of an integrated common market such
measures should be prohibited. As always
with competitive tax incentives the net effect
of the measures introduced in the 1980s in
Europe in favour of financial assets is uncertain. They may have involved some diversion
of savings within the EC as well as excessive
tax expenditures. The evolution of savings in
most countries does not, however, suggest that
they increased the level of savings. In most
countries a reallocation of wealth occured at
the expense of real property.
Another problem related to the definition
of the tax base is the choice of an appropriate
definition of income. Harmonization of taxes
on property income will require a harmonization of the definition of income in the
Community. An essential problem is whether
or not to include capital gains in the definition of income. If so, should they be realized
or not realized, nominal or real, i.e. after
discounting for inflation? It is clear that in the
context of a pre-monetary union, where inflation differentials persist and where exchange
rates tend to overshoot for some time, a harmonized tax on nominal capital income is
distortionary as, for example, the inflation
premium is taxed.

3. A case for a tax reform introducing
an expenditure tax in Europe?
Several recent papers have stressed the
problem of productive capital adequacy in

Europe (see e.g. Modigliani, 1986). It is today
increasingly recognized that there is a need to
encourage savings (we suppose that this diagnosis is correct). Concrete measures have,
however, been taken on a country I asset specific basis and have not been the object of a
general concerted revision of taxation systems.
A great number of academics and tax experts
recommend, given our structural problems, a
shift from the present tax system which is
based on income (IT) - however defined to a system based on expenditure (ET) .
Since the expenditure tax has been widely
discussed, we will confine the discussion to the
main aspects of the proposal. The interesting
point is that in many EEC countries the philosophy of an expenditure tax is being implicitly and partially introduced.
Most personal income tax systems provide
incentives to encourage some forms of household saving such as saving accounts, pension
plans, life insurance, bonds, equities or real
estate. The structure of tax reliefs with respect
to these different saving mechanisms has been
built up over a number of years in pursuit of
a variety of policy goals. This evolution has
led to an extraordinarily complicated and inconsistent set of rules creating many distortions. These selective measures affect essentially the allocation of savings rather than the
level of savings.
The alternative systematic approach to the
existing taxation of capital income is the
personal expenditure tax proposal. A great
number of studies have been carried out on
this alternative. However, all these proposals
for European countries are considered within
the framework of national interests, national
necessities, without any regard to the European integration process. But, the closer and
freer the international economic and financial
relationships, the more important it is for
national authorities not to stray too far away
from the general fiscal systems by themselves
and to take into account the international
aspects of their tax policies.
The introduction of a personal expenditure
tax in one country while the rest of the EEC
has an income tax regime would indeed have
some particular effects on movements of
capital or even of people between this country
and the rest of the Community. (Since we wish
to stress the effects of the differences in tax
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structures, we neglect other differences, especially in earnings or in tax rates).
Migration of persons between the ET country and the IT countries may actually be influenced by the mere difference in the tax
structures. There will indeed be a tax incentive for people to migrate from the rest of the
EEC to the ET country as long as they work
and save out of their earnings. Instead, there
will be a tax incentive to emigrate from the
ET country to the others for those who wish
to live on capital they have inherited or saved
(especially retired people).
The difference of tax structure between the
EEC countries also produces distortions in the
capital movements. The main problem is with
the treatment of foreign investment. Should
the country with an expenditure tax system
give relief on the cost of acquiring overseas
investments? If not, it would create a new
distortion in the mobility of capital favouring
national investments. If so, should it also give
a double taxation relief with regard to the income tax levied abroad on the yield of such
investments? But if it gives both reliefs, it
would in fact be giving a tax subsidy on investment abroad. So, one or the other relief
has to be rejected. However, this situation
will, in turn, give an incentive for the ET
country's savings to be invested at home
rather than abroad. This distortion in the
European capital market would come not
from any tax discrimination by the ET country, but from the simple difference in the tax
structure between the EEC countries.

4. Some concluding remarks on the
introduction of an expenditure tax
at the Ee level
Administrative problems related to the introduction of a personal expenditure tax in
Europe would be formidable. However, the
coordinated introduction of some form of
»creeping» expenditure tax is possible if one
follows some basic principles:
agreeing on a definition of income, more
specifically, on a taxation base;
agreeing on the assets which can benefit
from tax deductibility;
agreeing not to discriminate on the basis
of nationality for these assets;
agreeing on a common supervisory scheme.
These would eliminate distortions related to
tax structures but not those related to the
levels of taxation. For example, it may still be
tempting for individuals to change residence
in order to minimize taxation over the life
cycle. This would, however, be a minor problem, given the high transaction costs related
to mobility of persons.
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