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PRELIMINARY NOTE

The contractor (hereafter the “Contractor”) is DBB Law (Demolin - Brulard Barthelemy), a law firm with offices in Brussels, Mons, and Soignies, Belgium and
Paris, France
This report (hereafter the “Report”) is based on contributions made in the form of
specific reports from all members of the team described below (hereafter the
“Team”). The contents of this Report are the sole responsibility of the Team Leader
and can in no way be taken to reflect the views of the European Commission or of
those who collaborated or participated in this Report since their participation,
limited to specific portions of the Report, was reviewed and re-written to form the
Report. In particular, David Wasserman and Frédéric Leplat contributed extensively
both to the Report and to the research that led to it. Emilie Dessens managed the
implementation of the research and the various reports.

Isabelle Tinel made an

invaluable contribution by convincing many contributors to participate and reporting
on their contributions.
The Report is based on many documents and contributions, most of which were too
large to include, even as annexes. The relevant documents were transmitted to the
European Commission.
The terms beginning with capital letters that are not defined in this Report are
defined by reference to the offer and the contract as approved by the European
Commission (“Offer” and “Contract” respectively).

The expressions “Business

Owners” and “Tax Advisers” (i.e. tax consultants or advisers) shall begin with capital
letters only when referring to the business owners and tax advisers that participated
in the surveys (hereafter “Business Owners Survey”, “Tax Advisers Survey”, or the
“Survey”) conducted to implement this project (hereafter the “Project”). “Business
Owners” and “Tax Advisers” together are the “Target Group” or “Participants”.
Companies, businesses, firms, corporations1 or business entities2 are generally
referred to using the expression “undertakings”.
1

When the word “corporation” is used it refers to the specific situation of undertakings that
are neither sole traders, partnerships nor pass-through entities for tax purposes.
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The Report contains a number of technical terms that have been defined in a
glossary attached hereto as Annex 3.
As Team Leader, I wish to thank the members of the Team, researchers, contact
points and other contributors for their dedication to this Project and the quality of
their input.
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FINAL REPORT

CONTEXT
This Project concerns the “Study on Effects of Tax Systems on the Retention of
Earnings and the Increase of Own Equity” (hereafter the “Study”).
The context of the Project is SME health, competitiveness and growth. These are
currently hindered by the weak own equity bases of many companies in Europe, and
the difficulties SMEs face in gaining access to finance. Many ways to resolve this
situation have been debated and various solutions have been proposed. Most SMEs
focus on how to deal with Basel II in order to obtain financing through loans (which
actually decrease own equity), or on how to promote risk capital investment in the
EU. However, little has been done in terms of SME financing through retention of
earnings, which in tandem with equity financing contributes to increasing own
equity3. This is probably because SME financing through retention of earnings is first
and foremost linked to taxation.
The reason why own equity is important for companies is that it fosters growth and
limits the effects of recessions. It is clearly a more important factor for young and
innovative companies as they have limited access to capital markets and debt
financing because they lack a credit record, tend to be small and have limited
assets. They also combine an initial lack of self-financing capacity with huge initial
expenses, which in the absence of strong own equity will endanger their survival and
constrain growth4.
In order to foster increases in own equity - the net worth of companies - through
financing, two main instruments can be used. The first is external through equity
financing – paid-in capital and additional paid-in capital. The second is internal,
through retained earnings financing. Sufficient equity financing should be promoted
at the creation of a company to cover expenses and ensure sustainability. Retained
3

In this Study, retained earnings are differentiated from equity financing to increase clarity.
The Study assumes that promoting own equity is beneficial. It does not purport to discuss
the issues surrounding all the potential effects of high own equity levels in SMEs. The Study
also assumes that in a number of Target Countries undertakings operate on own equity that is
too low. It does not however seek to define what are low own equity levels.

4
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earnings should be promoted as a vehicle for self-financing. Debt financing, on the
other hand, will increase liabilities and decrease the net worth of a company.
Beyond its functional role as a source of capital, retention of earnings is a decision
that reflects market conditions, business strategy, valuation sensitivity and
opportunity. From an existing shareholder standpoint, undertakings that distribute
all their profits to shareholders are usually seen as slow-growing, with few
opportunities for growth. Undertakings that reinvest all profits are considered to be
in a growth phase, where reinvestment is used to fuel growth and generate more
return. In a growing market, the ability of a business to grow will most often depend
on its earnings retention rate. From an investor’s standpoint a business that has
significant own equity will have less value than a business that has low own equity.
In effect, low equity indicates a higher expectation of return on capital than
significant own equity. Thus, if a business wishes to attract new investors, it may
want to lower own equity in order to show that the earnings per share ratio of the
business is attractive.

In this case the business owner might wish to use debt

financing so that any growth in earnings is spread among the same number of
shareholders. In cases of limited earnings growth, the business owner might even
want to reduce own equity to keep valuation constant. Finally, low own equity is
generally a sign of growth, as capital is outpaced by earnings growth. Thus, equity
plays an important part in business valuation. To ensure that the valuation aspect of
own equity is taken into account; changes in regulations should concern all
undertakings.
It appears that promoting and facilitating retention of earnings in SMEs would
provide solutions to a number of obstacles facing legislators, governments, banks,
venture capitalists and SMEs. Effectively, a stronger own equity base not only opens
the door to investment, increased resilience, growth, and employment, but also to
credit and capital in general. Basically it can start a virtuous circle.
Strengthening of the SME equity base through own equity, and more precisely
retention of earnings, is related to taxation5. It is also related to the perception SME
owners have of what is most advantageous to them and to the company in terms of
5

As stated many policy instruments that can impact undertakings’ financial structure may
exist. Instruments such as the development of financial markets, venture capital financing,
SME financing, research and development financing and so on exist and their respective merit
is not debated in this Study. Taxation is the instrument that is analysed here. This paper
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(i)

the type of taxation,

(ii)

the way taxation is administered,

(iii)

the risks of doing business, and

(iv)

the rewards for doing business.

Some tax systems will be incentive based, whilst others will be “sanction” based.
This distinction will have an impact on perceptions of how taxation influences
business practices. Some legal systems will make it easy to pierce the corporate veil
in case of liability, while others will not. This will also have an impact on the risk
associated with retaining earnings within a company. Some countries will reward
entrepreneurs by limiting double taxation.

As a result, promoting retention of

earnings is not just about determining corporate tax rates and cost of capital, it is
also about analyzing other indicators that may have an impact on the business
owner.

These indicators include treatment of debt financing, access to venture

capital, taxation of salaries, business risks and tax treatment of private investment
income and capital gains.

OBJECTIVES
The European Commission (“Beneficiary”) defines the General Objective of the
Project as follows.
“The overall aim of the study is to identify and recognise those elements and tax
provisions in tax systems which -based on the understanding of owners of SMEs have
an important impact on their decision regarding the retention of earnings. In order
to get a better understanding on how tax systems affect this decision the study shall
provide a description and analysis of the business owners` situation based on their
understanding and perception of the relevant tax provisions. The study shall
identify the major tax obstacles for the retention of earnings in the different tax
systems and collect possible solutions to promote retained earnings in order to
strengthen the capital base of enterprises, especially small enterprises.”

does not discuss whether taxation is a good tool to impact undertakings’ decisions or whether
there are better tools.
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In summary, the general objective of the Project is the determination of those tax
provisions Business Owners perceive as having an effect on their decisions to retain
earnings (“General Objective”)6.
The Project involves presenting and analyzing not only tax systems in 19 countries
(“Target Countries” or “Target Country”) but also examination of the perceptions
that undertakings have of these tax systems and why
(i)

some undertakings will focus more on current returns to shareholders
(distribution of profits) and others on long-term capital gains or the
growth in value of the business (retention of earnings),

(ii)

some undertakings will use a variety of financing instruments rather than
retention of earnings, and

(iii)

to what extent taxation is neutral in reality and in the mind of the
business owner.

In order to implement the General Objective, specific objectives have been defined
(“Specific Objectives”). The Project’s specific objectives are described below.
1/Summarizing the equity structure of undertakings (including large undertakings)
over a number of years
2/ Analyzing different tax systems and their evolution over time
3/ Identifying the correlation, if any, between tax systems/regulations and equity
structures of SMEs
4/ Presenting Business Owner perceptions of tax provisions and their influence on
decisions to retain earnings
5/ Presenting the views of those who advise Business Owners as to Business Owner
perceptions of tax provisions and their influence on their decisions to retain earnings
6/ Evaluating Business Owner perception and effective decision-making in light of
the reality of equity structures in target countries

6

The Project does not identify whether it is specifically concerned with SMEs in their preseed or seed-phases even though these SMEs may or may not have profits to retain. Some
SMEs typically never make profits because all potential profits are systematically distributed
through wages. If the wages did not exist or were of a lower level, there would be profits.
Thus, the Project seeks to determine the perception and understanding of business owners of
the tax impact on their decision making processes and does not specifically seek to survey
SMEs that are profitable.
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7/ Identifying tax obstacles to increased retention of earnings in different tax
systems
8/ Recommending solutions that will have an impact on Business Owners’ decisions
to retain earnings and increase own equity.

In order to study the effects of tax systems on the retention of earnings and the
increase of own equity, two approaches have been chosen. The first includes an
analysis of the actual evolution of retention of earnings as a result of tax changes, as
far as this is possible. The second entails a determination of how SMEs perceive and
understand tax, and how that perception and understanding drives their decision
making processes.

The methodology outlined below seeks to implement both

approaches.

SCOPE
The Project is focused on one main topic: taxation and its impact on business
owners’ decisions to retain earnings. To evaluate its impact three indicators are
used; taxation itself and its aims; business owner understanding and perception of
taxation; the evolution of equity situations among undertakings in the 19 Target
Countries as a possible sign of taxation influencing undertakings. The relationships
between tax rules and equity situations, and between tax rules and perceptions of
them, may be tenuous. This Project does not purport to create a theory of such
relationships, or to precisely identify correlations between these indicators.

It

merely attempts to capture and reveal, through observation, general trends or
specific examples of these relationships at work.
Further, because taxation is the focus of the Project, the emphasis on taxation’s
impact centres on how tax policy is likely to contribute to increasing own equity
through retained earnings, as opposed to debt financing.

This is stated in the

Contract:
“Studies indicate that, from an isolated tax point of view, debt financing of
business assets is more favourable than to finance by retained earnings or new
equity in Europe. While these academic studies try to capture the overall effects of
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tax systems e.g. in the form of “effective tax rates and cost of capital” the question
remains to what extent such indicators are valid to understand the decisions of
business owners (especially of small businesses) that will usually not calculate and
use such data”.
As a result, the scope of the Project does not go beyond taxation as an instrument to
promote own equity through retention of earnings or business owner additional
capital investment. In particular, the scope of the Project excludes the study of
instruments such as Basel II because they do not pertain to tax systems. It should
also be noted that the covered period under this Project preceeds Basel II. Basel II is
implemented as of this year in most Member States. The impact of Basel II will have
to be evaluated over the next five to ten years and again it would not be about the
impact of tax systems.
Further, a number of factors will affect the ability of a company to face and survive
a downturn.

Even when taking own equity alone into consideration, local laws

(banking laws, tax laws, bankruptcy laws, labour laws), and in addition company
history, size and activity will all be determinants of the level of own equity needed
in case of a downturn. Then there are factors that affect levels of own equity itself.
They are many: credit availability, investment projects, company laws, shareholder
pressure, corporate governance, to name just a few.

Finally, own equity is not

restricted to retention of earnings or private investment. It also takes the form of
additional capital investments by third parties.

None of these factors are

examinable within the scope of this Project. Some are identified as important and
likely to affect the impact of otherwise sound tax measures, but no extensive
analytical presentation of such areas is proposed here.

METHODOLOGY
The methodology (hereafter the “Methodology”) to implement the Project involves
the implementation of a number of modules.
The main task of the Report consists of describing the effects of tax systems and
regulations on decisions by business owners to retain earnings or distribute profits.
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The main task will be implemented through performance of the following specific
tasks or modules.

Module 1/ The equity situation and equity structure of SMEs in the Target
Countries
Using accessible databases a summary of the equity situation and equity structure of
SMEs in the Target Countries was prepared.
Further relevant statistical information for the Target Countries was compiled in a
uniform manner. This included the following variables for:
-

the years 2002-2005,

-

micro/small and medium-sized undertakings individually and together, and

-

activities such as manufacturing, distributive trades and services - “Business
Activity”.

A description and interpretation of such statistical information is provided
throughout the Report. This includes the following ratios and comparisons:
•

Equity ratios and equity structures of SMEs in the Target Countries and
changes in the defined period.

•

Equity ratios and structures of SMEs depending on their size and sector of
business activity, for the defined period.

•

Comparison of equity ratios and equity structures of SMEs with those of large
enterprises in the defined period.

Module 2/ The tax systems and regulations in the Target Countries
An analysis was performed of the main tax provisions in each Target Country as of
January 1, 2006, with a view to determining to what extent such provisions have
direct or indirect impacts on the retention of earnings.
For each of the 19 Target Countries this includes a detailed description, with
references to specific regulations or decisions where necessary: For each country we
detail;
-

corporate income tax,

-

income tax,
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-

capital gains tax, and

-

other relevant taxes.

Detail is provided for structures subject to substantially untypical regimes such as:
-

sole traders,

-

corporations, and

-

Partnerships.

When implementing this module, a previous study, “Company Taxation in the
internal market COM (2001) 582 final” undertaken in 2001 was taken into
consideration. Any substantial changes or planned changes that occurred in the field
after January 1, 2006 are also presented and the current situation described.

Module 3/ The perception and understanding of the business owner of
taxation and how it affects his/her decision on retention of earnings
In order to evaluate the understanding and perception of business owners of how tax
provisions influence their own decisions on distribution of profits or retention of
earnings, surveys were organized using very detailed questionnaires (hereafter
“Questionnaire”. The Questionnaires were submitted to Business Owners of SMEs,
tax consultants, business organizations and accountants (Tax Advisers).
A total of forty questionnaires per Target Country were submitted to the Target
Group.
To ensure that the Study was complete, short, precise questionnaires were
submitted to professional groups and experts in fields related to the subject matter
of the Project.

Implementation of the Modules
The undertakings for consideration under the Modules are the Target Countries.
The results derived from the Modules provided sufficient information for the team of
experts working on this Project to prepare a Final Report which fulfils the Objectives
of the Project.
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STRUCTURE
This Report is divided into four main Parts.

Part 1 presents the findings of the

research organized under Modules 1, 2 and 3 through an extensive analytical study of
each Module and their interactions.

Part 2 includes the study performed under

Module 2 and presents the various tax systems of the 19 Target Countries. This Part
should be read in conjunction with the Country Reports to this Report and attached
as annexes.
Part 3 provides a summary and description of equity structure in the 19 Target
Countries, as detailed under Module 1. This description is mainly organized through
the presentation of tables and charts. Part 4 provides the results of the Business
Owner and Tax Adviser Surveys organized under this Project. This should be read in
conjunction with Annexes 24 and 25, which include the statistics on all Business
Owner Survey and Tax Adviser Survey answers. Part 4 also includes the results of a
specific survey organized with highly experienced and recognized professionals on
the topics of taxation and levels of retained earnings.
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EXECUTIVE SUMMARY

Objective
This Project aims to identify tax measures that have an important impact on SME
business owners’ decisions on the retention of earnings, and are perceived as having
such an impact by business owners themselves.
The aim of this identification is on one hand to highlight tax obstacles to increases in
own equity, and on the other to highlight those tax measures which promote the
retention of earnings. In addition this Project offers a number of potential solutions
to promote the retention of earnings through taxation.

Method used to attain the objective
To attain these objectives, choices have been made based on the roadmap provided
by the European Commission. Three main subject areas were researched, analysed
and compared to try to determine the tax measures, if any, that can be seen to
influence business owners and may lead to greater retention of earnings by
undertakings.
The subject areas studied are taxation, business owner perceptions of taxation and
the equity structures of undertakings in 19 countries. These are the Target Countries
- Austria, the Czech Republic, Denmark, Estonia, Finland, France, Ireland, Italy,
Lithuania, Luxembourg, the Netherlands, Norway, Poland, Portugal, Romania,
Slovenia, Slovakia, Spain, and Sweden7.
These subject areas are among a number of indicators of the degree to which
taxation may affect undertakings.

The aim here is not to provide theories of

business perception or tax effectiveness but merely to identify, through the
observation of some practical and specific examples, those fiscal measures which
7

The Target Countries were chosen based on the countries that expressed a wish to the
European Commission to be included in this Study.
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have had the desired effect on, and are perceived as tax incentives for the
promotion of retention of earnings.
The study of taxation and equity structures of undertakings included focuses on the
years 2002 to 2005. Current taxation measures and most recent fiscal changes are
taken into account, but to a lesser extent.
Each tax system is presented in great detail.

Experts from the MAZARS network

representing the 19 Target Countries prepared a report for each tax system, its
evolution over the years, and on different measures that can directly or indirectly
affect a business owner’s decision on retaining earnings.

This implied for each

country (i) a general description of the tax system, (ii) a comparison between tax
treatment of retained earnings and distribution of profits and wages, (iii) a
comparison between the tax implications of debt financing versus equity financing,
and (iv) an evaluation of whether business income is preferable to private income for
tax purposes.
The description of equity structure and tax status of undertakings in the 19 Target
Countries was organized through the use of a database, AMADEUS, which provides
financial information on 9,000,000 undertakings in 34 countries, including SMEs. The
19 Target Countries are included in the 34 countries covered by AMADEUS.

Our

description of the equity structure takes into consideration differences in size –
micro,

small,

medium-sized

and

large

undertakings,

manufacturing, distributive trades and services,

business

activity

–

and time, with the years 2002,

2003, 2004 and 2005 covered.
The

identification

of

business

owner

implementation of a number of surveys.

perception

was

organized

through

First, a Survey of business owners was

conducted. Approximately thirty Business Owners from each of the 19 Target
Countries participated in the Survey.

Second, a Survey of Tax Advisers was

conducted to confirm or provide further insights into business owner perception.
This Survey involved approximately ten participants from each of the 19 Target
Countries.
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Summary of Findings
The econometric analysis undertaken by this Study does not establish that tax
measures have an important impact on business owner perception and decisions to
distribute or retain earnings.
However, the econometric analysis is a general one conducted through regression
analysis over the 19 Target Countries. Its results are useful in that one can conclude
from the analysis of them that over a region or an economic zone, tax obstacles or
tax incentives may cancel themselves out.
An observation focusing on each of the Target Countries highlights a more complex
set of perceptions and leads to very different conclusions.
There are in fact tax measures that promote the retention of earnings. This can be
observed both through the analysis of company structures over time and through the
responses provided by Business Owners to the Survey that was conducted under this
Study.
The key features of a tax system that will positively impact the retention of earnings
are as follows:
- clear, simple regulations are essential to the understanding of business owners
of how tax may be used to their advantage,
-

regulations that incorporate clear aims untainted by complex sets of
conditions and exclusions or counterproductive measures,

-

corporate tax rates that are low and substantially lower than tax rates on
personal income,

- availability of deferral of corporate tax options,
- dividends tax rates that are substantially higher than capital gains tax rates,
-

tax rates that are generally low, so as to increase the tax base and deter
avoidance and evasion schemes, and encourage entrepreneurship by
rewarding risks taken and hard work.

As shown above, emphasis is placed on clarity and simplicity because of the nature
of this Study. Business Owner perception of taxation is paramount to the assessment
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of the tax impact on decisions to retain earnings or not. Many Business Owners find
it impossible to understand tax rules. Few can afford a tax adviser. It is only in
countries with simplified tax systems that understanding is clear and perceptions are
in line with the tax system in place. In some countries tax advisers themselves fail
to accurately evaluate whether the system promotes or condemns retention of
earnings. It seems incredible that levels of complexity have been achieved which
even puzzle taxation specialists, especially when such complexity is unwarranted and
unnecessary.
Those Business Owners who account for tax in their decisions to retain earnings are
also those who understand the tax rules, and those measures within a tax system
clearly aimed at promoting the retention of earnings.
Further, neutral tax systems are not neutral on decisions to retain earnings or to
distribute profits8. The Study shows that in a neutral system, Business Owners
choose to distribute profits rather than retain them. There are many reasons for
this, including the desire to reap the fruits of one’s labour or to pay for living
expenses but principally to manage or mitigate financial risks. Thus a neutral system
constitutes an obstacle to the retention of earnings. Tax measures that aim to foster
increases in the SME retention of earnings cannot be half-measures if a discernible
impact is to be perceived.
Finally, and to address very precisely a fundamental aspect of any study which aims
to determine which measures will increase equity financing over debt financing, one
should point to tax systems that have developed the notional interest concept to
counter the effect of deductibility on loan interests and rebalance the incentive
toward equity financing.

8

For the purposes of this Report and Study a neutral tax system is a system that promotes
neither retention of earnings nor distribution of profits. The Survey results show that in a
neutral system business owners tend to distribute. Only a system that is not neutral and is
biased in favour of retention of earnings will in effect be a “neutral” system. Thus, the
benchmark here should probably be tax systems that at the least slightly promote the
retention of earnings.
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Taxation: its aims and its treatment of SME financing choices
In this Study tax systems are described in detail and analysed. The countries that
have clear measures aimed at favouring retention of earnings or distribution of
profits are identified. Also examined are those tax systems which are lacking such
measures, and those which have adopted a mixture of measures with no clear aim in
favour of either distribution or retention.
Few countries clearly and systematically promote the retention of earnings. Only
Estonia, Ireland, Lithuania, Slovenia and Sweden have implemented policies over the
last few years specifically aimed at the retention of earnings. Recent changes such
as those implemented by Norway also promote the retention of earnings, but these
are not taken into account here because they could also be perceived as favouring
distribution. The new Norwegian tax on dividends announced in 2004 and
implemented in 2006 will have caused massive distributions in the years preceding its
enforcement.
The Netherlands, Romania, Spain and France are considered as biased towards debt
financing.
The remaining national tax systems are neutral either because there are no specific
measures that favour either form of financing, or because when measures do exist,
they are cancelled out by other provisions favouring debt financing or outright
distribution of profits.
Measures promoting the retention of earnings and those constituting obstacles to the
retention of earnings are outlined below. In general, low corporate taxes and the
possibility of deferring payment of corporate taxes combined with relatively higher
dividends/wages taxes will attain the objective. It is important to note that both
the level of taxation and differences in tax rates have an impact. On paper, a high
corporate tax combined with very high taxes on distribution will promote retention
of earnings. However in reality, the combination will produce a disappointing result
because this also leads to less entrepreneurship spirit, greater black market and
capital flight toward friendlier tax systems.
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Measures which promote the retention of earnings.
Measures taken to promote the retention of earnings are in fact few. They
are presented hereunder.
• Low corporate tax rates (especially if lower than the tax rate on
private income)
The graph below presents a comparison between the corporate tax rates and
the total effective tax rates on dividends for each Target Country. The total
effective tax rate on dividends is the result of the combined nominal
dividends rate plus the corporate tax rate on earnings.
Graph 1: Corporate tax rates and total effective tax on dividends9

ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Corporate Tax Rate
**Total Effective Tax Rate on Dividends10
Sources: Country Reports11
9

Note that in the graph, Estonia shows a zero Corporate Tax Rate. This should be clarified.
Although Estonia does not apply any dividend tax but merely corporate tax that is triggered
by distribution we decided for illustration purposes to categorize this corporate tax in the
category of the distribution taxes and thus indicate a zero Corporate Tax Rate. Our decision
was based on the fact that the present report focuses on measures that favour retention of
earnings. Although it is obvious that Estonia applies a corporate tax and not a dividend tax,
we considered that in view of this report this corporate tax had the effect of a distribution
tax when influencing a business owner as to whether to retain earnings or distribute profits.
Note also that the graph presents a picture that is only partially correct because it
summarizes systems in order to compare them. For a complete picture of the different tax
systems and the exemptions, exceptions and mitigating measures that they include, one
should review the Country Reports provided under the Annexes hereto.
10
The total effective tax rate on dividends is the result of the combined nominal dividends
rate plus corporate tax on earnings
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The graph below shows the Total Effective Tax rate on Dividends and theTax
rate on Wages.
Graph 2: Total effective tax rate on dividends and tax rate on wages12

ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Total Effective Tax Rate on Dividends
Sources: Country Reports13

Low corporate tax rates encourage business owners to retain earnings. This is
confirmed by Business Owners themselves and by the equity structures of
undertakings in countries that have adopted these tax rates. This is amplified
if the corporate tax rate is lower than the tax rate on private income. In that
case it is more tax efficient for the business owner to retain earnings if
distribution is aimed at generating private income. In a comparison between
business income and private income, dividends tax does not play a significant
role since tax payment occurs automatically upon distribution. The situation

11

The Mazars Country Reports were the main source. This was completed or checked against
other sources such as Ernst & Young World Corporate Tax Guides, Deloitte Touche Tohmatsu
- The Economist Intelligence Unit International Tax and Business Guide and Snapshots Series,
KPMG’s corporate tax rates surveys and Price Waterhouse Coopers Invest In and Business
Guides To series.
12
The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto.
13
See footnote 11.
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in Ireland illustrates this, with lower business income taxes than private
income taxes.

In Ireland, business owners tend to keep earnings in their

undertakings as savings, since it is the most tax efficient way to manage
these.
Obviously, modifying general corporate tax rates for the sole purpose of
encouraging business owners to retain earnings in their undertakings may not
be justified. Other measures may be more appropriate. However, in addition
to the analysis presented above, there are also arguments that favour
generally lower corporate tax levels based on entrepreneurship, a strong work
ethic and risk encouragement and reward, and on the consistent observation
that countries with lower corporate tax rates generate higher tax revenues.

• Deferral of Corporate Tax
Deferral of corporate tax means that tax liability occurs upon distribution of
profits. This system is applied in Estonia. This country has one of the lowest
debt to equity ratios.

Business Owners confirm that the measure does

promote retention of earnings.

However, it is quite difficult for other

European countries to apply the system since it would imply a complete
modification of their tax bases. In fact even Estonia may have difficulties in
maintaining the system due to its obligation to conform to European Union
legislation, and in particular to the Parent-Subsidiary Directive14, unless of
course following this study the European Union itself becomes a proponent of
the current Estonian system15. In the meantime, Estonia is likely to maintain
its tax system whilst ensuring that clarifications or adaptations are made to
comply with the Parent-Subsidiary Directive16.
14

On the one hand Article 5(1) of the Parent-Subsidiary Directive 90/435/EEC of 23 July 1990
(Official Journal L 225, 20/08/1990 P. 0006 – 0009) as amended prohibits the application of
withholding taxes on distributed profits by a subsidiary located in one Member State to a
parent located in another Member State. On the other hand the Estonian Income Tax Act of
January 1, 2000 taxes distribution of profits but not retention of earnings. Specifically,
dividends paid to non-resident corporate shareholders are subject to an additional
withholding tax. As a result, the Accession Treaty of 16 April, 2003 (Under Annex VI referred
to in Article 24 of the Act concerning the conditions of accession) grants Estonia derogation
from the application to it of Article 5(1) of the Parent-Subsidiary Directive until 31st
December 2008.
15
Estonia Proposes Amendment to EU Parent-Subsidiary Directive, Tax Notes International,
2005, VOL 37; Numb 2, p. 145.
16
In July 2007 changes to the current system were adopted to take effect as of 2009. Among
these, the new system will include the payment of corporate income tax on an annual basis,
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Estonia could also modify its system and maintain the appeal of retained
earnings by adopting a system similar to Sweden’s, which involves simply
postponing corporate taxation as long as a company maintains profits in an
intangible reserve.
Such a system is applied successfully by Sweden, where undertakings are
allowed to delay taxation on 25 per cent of their earnings for a maximum of
six years, as long as they maintain this profit in what the Swedes call a “tax
allocation reserve”. This system should motivate Swedish undertakings to
constantly retain 125 per cent of their average profit from the last five years
as own equity. Business Owners in Sweden have confirmed that they do take
this into account when deciding whether to retain earnings or distribute
profits.

However the equity structure of Swedish undertakings does not

confirm the significance of the measure. It may be that to have an effect the
measure would need more stamina. Half measures do not appear to produce
results in terms of the equity structure of undertakings across the board.
The advantage of this system is that there is no taxation on distribution. A
company is taxed on the basis of a classical tax base and only benefits from a
delay that is conditional on maintaining the intangible reserve. The mere fact
that the company cannot distribute profits while maintaining them in the
intangible reserve does not make it a tax on distribution.
Such a system clearly favours the retention of earnings in a company, while
only implying a minimal financial cost for the national exchequer because the
payment of taxes is delayed. At least part of this financial cost due to the
delayed payment of taxes is compensated for by the fact that such a measure
will dramatically reduce losses in tax revenue, including VAT revenue which
results from bankruptcies.
However, such a system implies important tax latencies (i.e. postponed or
future liabilities to pay tax). Any country that wishes to apply the system
should be very cautious not to allow schemes that would enable the
allowing for the non-taxation of retained earnings.
For more information see
http://www.ap3.ee/Default2.aspx?ArticleID=5f0652c3-0409-4f94-b553-28f323659628
(in
Estonian) and see Annex 8 - Report on Estonia.
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acquisition of undertakings with large tax latencies for the sole purpose of
“emptying” them of their retained earnings. This note of caution is based on
experience. Tax administrations have in the past had to deal with similar
schemes in other European countries17. These involved massive acquisitions
of undertakings with tax latencies that were never paid. Shares without real
value were bought at a price by undertakings located in tax havens which
then transferred the cash out of the country evading the payment of tax due.
Loans were granted to undertakings abroad which vanished. In some cases,
the money simply disappeared with the new owners. Worst of all, original
owners of such undertakings are often unaware of the intentions of these
buyers.
In large measure Estonia, by way of an example, successfully counters such
tax latency schemes, since capital gains there are taxed at the same rate (22
per cent) as the consolidated rate of corporate tax (22 per cent).
In other words, if capital gains tax is equal to or higher than the consolidated
tax rate of corporate and dividends tax, then the price of a company will
necessarily include the price of any tax latency, and there would be no
incentive to use the fraudulent mechanism described above.

• Dividends tax rate > capital gain tax rate
A tax system that imposes a higher tax rate on dividends than on capital gains
certainly encourages business owners to retain earnings in their undertakings
in anticipation of a future capital gain, as opposed to paying higher dividends
taxes.
The graph below presents a comparison between dividends tax rates and the
capital gains tax rates before reductions and exemptions.

17

See Belgium case at
See also Alain
www.levif.be/articles/index.jsp?articleID=1415&sectionID=2&siteID=38.
Huyghe, Arne Gutermann and Benoît Philippart de Foy, Selling Cash Companies, European
Legal Developments Bulleting, Winter 2007, Volume 19 no 1, Baker & Mc Kenzie at
www.bakernet.com/NR/rdonlyres/7FA2FC8A-B967-4BEA-9BC45C46067F52A4/0/ELDBWinterJan07.pdf
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Graph3: Tax rate on dividends and capital gains tax rate18

ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Tax Rate on Dividends
**Capital Gains Tax Rate (reductions and exemptions are not reproduced)
Sources: Country Reports19

Although the graph does not reflect it, Slovenia’s tax legislation contains a
strong incentive in favour of retention of earnings, since the capital gains tax
is decreased by 5 per cent for each 5 year period the shares are detained by
the seller.
The Czech Republic, Slovenia (20 per cent but thanks to a reduction of the
rate of 5 per cent for each 5 year period of detention people can anticipate a
0 per cent level over time) and Lithuania (15 per cent but thanks to
exemptions, when assets are held three years the capital gain is not taxed),
have no or low capital gains taxes20. They do have some of the lowest equity
ratios in the 19 Target Countries. However, it is of interest that among
Slovenian and Czech business owners taxation is neutral.
In order for such a measure to be successful it is imperative that the lower
capital gains tax does not apply to share repurchase schemes by the company,
18

The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto. Note that in this summary Slovakia has a
TRD of 0 per cent and the Czech Republic has a CGTR of 0 per cent.
19
See footnote 11.
20
See Country Report – Lithuania at page 34 question 28.
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nor to internal capital gain schemes in which the business owner sells his
shares to a holding company he or she owns. Obviously, if the lower capital
gains tax applies to such situations, business owners will be able to distribute
profits immediately while benefiting from the lower rate.
Measures that appear to promote the retention of earnings
Some measures may be seen as promoting retention of earnings but they can
also produce a backlash. High taxes on all forms of distribution may promote
retention of earnings in an abstract sense. However, business owners need to
be able to reap the rewards of their work. Studies have shown that high tax
rates generate less entrepreneurial enthusiasm and more black-market
activity21. These result in lower tax revenue and less own equity.

• High Dividends Tax Rate/Double taxation - High Wages Tax Rate
The graph below presents a comparison between the total effective tax rate
on dividends and tax rates on wages.

The tax rate on wages chosen

corresponds to the highest rate in each country. The total effective tax rate
on dividends is the result of the combined nominal dividends rate plus
corporate tax on earnings.

21

Jude Wanniski, "Taxes, Revenues, and the `Laffer Curve,'" The Public Interest, Winter
1978. Louis Lévy-Garboua & David Masclet & Claude Montmarquette, 2005. "A microfoundation for the Laffer curve in a real effort experiment," Cahiers de la Maison des
Sciences Economiques bla05071, Université Panthéon-Sorbonne (Paris 1). Sillamaa, M. A.,
1999. "How work effort responds to wage taxation: An experimental test of a zero top
marginal tax rate," Journal of Public Economics, Elsevier, vol. 73(1), pages 125-134, July.
Jon Gruber & Emmanuel Saez, 2000. "The Elasticity of Taxable Income: Evidence and
Implications," NBER Working Papers 7512, National Bureau of Economic Research, Inc.
Swenson, Charles W., 1988. "Taxpayer behavior in response to taxation: An experimental
analysis," Journal of Accounting and Public Policy, Elsevier, vol. 7(1), pages 1-28. Andrai
Grecu, “Flat Tax – The British Case”, Adam smith Institute, London, 2004.
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Graph 4: Total effective tax rate on dividends and tax rate on wages22

Sources: Country Reports23
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Total Effective Tax Rate on Dividends

The higher the rates that apply to distributing profit from a company to the
business owner, the greater the incentive for the business owner to retain
earnings in the company. (It should be noted that to produce this incentive
effect high tax rates need to hit both dividends and wages). In countries
where taxes are high across the board24, equity ratios are not particularly
encouraging and Business Owners do indeed see that taxation promotes
retention of earnings, but in the majority of cases state that they do not take
taxes into account when deciding whether to retain or distribute25.

• Tax rate on private income and tax rate on business income
The graph below shows the Tax Rate on Dividends26, Total Effective Tax rate
on Dividends and the Tax rate on Wages.

22

The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto.
23
See footnote 11.
24
See Part 2 of this Report for the presentation of the different tax systems. See also the
Country Reports presented in Annexes 5 to 23
25
See Part 4 of this Report
26
Although private income covers more than dividends, we considered that this graph reflects
the difference in taxation between private income and business income, since a natural
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Graph 5: Tax rate on dividends, total effective tax rate on dividends and
tax rate on wages27

Sources: Country Reports28
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Tax Rate on Dividends
**Total Effective Tax Rate on Dividends

As shown by this graph, private income is often taxed at a lower rate than
business income. This difference in tax rate encourages business owners to
distribute the profits in order to enable them to make private investments.

Measures that should promote the retention of earnings

• Reduced Corporate Tax Rate for SMEs subject to various conditions

person can always invest in a company located in a country that applies no or very low
corporate tax. In any case it reflects the fact that private income is in general taxed at a
lower rate than business income.
27

The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto. Note that in this summary Slovakia has
a TRD of 0 per cent.
28
See footnote 11
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More and more countries are introducing a reduced tax rate for SMEs. These
reduced tax rates are usually subject to certain conditions in order to ensure
that they benefit SMEs only. There is no indication that these measures have
a significant effect.

They are often complex and seldom sufficiently

understood.

• Thin capitalization rules
Some tax regulations contain a rule by which the deductibility of interest is
only allowed on loans depending on the debt to equity levels of the company.
These rules are commonly known as “thin capitalization rules”.
In one case of the thin capitalization spectrum, the rule applied in Romania
places interest deductibility limitations on all loans. In another case,
represented by Spain, the thin capitalization rule targets loans between
related parties29.
General thin capitalization rules encourage business owners to increase own
equity and to be wary of taking on excessive debt30.

Specific thin

capitalization rules sanction massive financing through loans granted by
related parties instead of increases in own equity. Ultimately, these are not
sound methods to promote the retention of earnings for the following
reasons:


general thin capitalization rules

The application of such a rule can hinder growth and is inappropriate
in some sectors of business activity, for example real estate, which
requires massive debt financing in order to function. In many sectors,
such debt financing allows projects to develop and is economically
sound, as long as there is collateral to guarantee the debt. In such

29

It should be noted that the Spanish thin capitalisation rule applies only to direct and
indirect loans between related parties non-resident in the EU. Indirect loans should be
understood as those granted by third parties but guaranteed by related parties.
30
It should be noted that in Spain the thin capitalization rule is flexible in that the maximum
existing coefficient (3 to 1) allowed by regulations (safe harbour) can be adapted following
an ex ante request made by the undertaking and requiring the application of a different
coefficient based on the indebtedness levels as those existing among third parties according
to the arm’s length principle.
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cases, again using real estate development as an example, projects
that would otherwise be economically sound in the absence of a
general thin capitalization rule would not be feasible or cost
effective. Alternatively, they will cost more in the long run if a
general thin capitalization rule limits the deductibility of interest
costs.

One solution may be to define a different method of

calculation of thin capitalization, which would to a certain extent
take assets into account.

But here again, adding conditions to

measures attenuates their effect, business owners failing to
understand them or not having the time to fully analyze them in
order to benefit from the incentive that they contain.
 specific thin capitalization rules
Since such a rule applies only to loans granted by related parties, it
is not effective because it leads to financing by third parties (perhaps
based on a related party’s pledge).

Corporate law measures that should promote the retention of earnings
Regulations in most countries include rules rendering it mandatory for
undertakings to create a legal reserve by retention of a certain percentage of
their profit from five to twenty per cent, until the legal reserve reaches a
certain percentage of the capital, from ten to twenty per cent.
These rules obviously increase own equity until it reaches 110 per cent or 120
per cent of the invested capital.
On first impression, the implementation of a mandatory increased legal
reserve seems to be the most effective rule favouring increases in own
equity, but this may in turn hinder company creations.
Nevertheless, increasing the level of a mandatory reserve in a particular
country may discourage investors from investing in that country, and in
consequence hinder growth. To be effective such a measure would have to
apply throughout the European Union. Furthermore, we fear that the market
would adapt to such a rule by reducing the capital of undertakings to a
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minimum and debt financing to a maximum in anticipation of mandatory
retention. This could in fact create a situation where undertakings decrease
their own equity. In order to counterbalance this possibility, rules on
minimum levels of initial paid-in capital may be required.
Therefore we would not recommend increasing levels of mandatory legal
reserves in order to increase own equity.
Tax measures that discourage the retention of earnings
Through a process of elimination it becomes clear that regulatory mechanisms
which contradict the measures described above as promoting the retention of
earnings, or which are unclear or too complex, will deter the retention of
earnings.

Even measures that are considered neutral will promote

distribution, because business owners will distribute by default. The Business
Owner Survey shows that business owners in a neutral system prefer to
distribute. Various factors explain this, such as the need to pay for private
endeavours or to transfer wealth out of the business to limit its exposure to
risk. After all, corporate entities are also about limiting liability. If all of a
business owner’s wealth is located or locked within a corporation, the whole
exercise of incorporating becomes redundant. Consequently, to promote
retention of earnings tax measures need to be clear and relatively strong.
Corporate law measures that discourage the retention of earnings
Portuguese corporate law promotes the distribution of profits. The aim of the
law is to protect the interests of minority shareholders. Too often majority
shareholders who are also the executives or managers of SMEs resist dividend
distribution and employ other forms of distribution, largely for their own
benefit. Elsewhere earnings may be used to pursue a majority shareholder’s
expansionist ambitions at the cost of other shareholders. Examples of such
behaviour are not difficult to find. They are symptomatic of a general trend
that follows recent corporate scandals over the collapse of Enron and others.
Nowadays undertakings having dividend policies are perceived as healthy and
wealthy.
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Knowing that a country has implemented tax measures one way or another
may not be sufficient to draw conclusions as to the actual success or effect of
such measures.

This has to be combined with other research to help

determine, if possible, how tax measures are perceived by a range of business
owners, whether they impact their decisions on financial structure, and the
extent to which such measures are effective in their aims.

Business Owner Perceptions of taxation
The Business Owner Surveys provide revealing information on the perceptions that
business owners have of taxation and its aims. Interestingly, for Business Owners
taxation is not neutral in respect to the retention of earnings.

It is true that

identification of a tax system as neutral or in favour of a behaviour or another is a
difficult exercise. Tax Advisers themselves do not agree on this. Tax systems are
very complex and particular difficulty lies in defining any measure of neutrality. A
tax adviser on local taxation has no real gauge of neutrality.

In this Study, the

measure of neutrality is established by comparisons between tax systems. Even then,
some countries exhibit features so challenging to understand that neutrality stems
from complexity rather than from substance.
Moreover, the importance granted to taxation in countries that have taken strong
measures in favour of earnings retention shows the importance that it can assume in
shaping business owners’ decisions.
However, most Business Owners consider that taxation promotes the retention of
earnings. This thinking is the fruit of misconceptions about tax, which derive from
the existence of the double taxation system which prevails in most countries, and
the belief that double taxation is aimed at preventing distribution. This perception
is understandable and hardly surprising.

Distribution is seen as being penalized

because the business owner feels that he or she has already been taxed once at the
corporate level, and is taxed again at the individual level. However, arguing that
double taxation promotes the retention of earnings is a misconception, at least
within the context of this Study.

Double taxation does not favour retention of

earnings. In a double taxation system dividends tax will eventually be paid not only
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on profit but also on income generated by retained earnings.

Thus the double

taxation system is in this respect neutral.
As a result of this misconception and other considerations such as the need to
retrieve some income for living expenses, for example, most Business Owners do not
take taxes into account when deciding whether to distribute profits or retain
earnings. Most Business Owners prefer to distribute their profits. This leads to the
conclusion that neutrality is not sufficient to promote retention of earnings.
In the same vein, and in confirmation of this factor, Business Owners who took taxes
into consideration when determining whether or not to retain earnings were all,
apart from the Poles, from countries that have implemented very clear and specific
measures aimed at favouring retention of earnings.
These countries also show that they have the best debt to equity ratios.
Moreover, the significance of what

Business Owners considerto be the most

important non-tax related factor affecting their decision to distribute profits or
retain earnings should be highlighted as in itself an indicator of the tax impact on
the retention of earnings. The most important non-tax factor was the financing of
other business activities. A tax system cannot be said to favour retention of earnings
when Business Owners state that they decide to distribute profits and use the
proceeds in other business activities.

If the tax system favoured retention of

earnings, they would obviously invest through their own undertaking.
As a result one may conclude that taxation can have an important impact on business
owner decisions as to whether to retain earnings or to distribute profits because
taxation will impact the choice between investing in other business activities through
the undertaking itself or as a private investment.

Equity situation and structure
The company equity situation in the 19 Target Countries over the period 2002 to
2005 was obtained through the AMADEUS database. A number of databases were
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available but none provided the information sought for the 19 Target Countries
better than AMADEUS.
The main measure used to determine the equity situation is the debt to equity ratio.
Although not the only ratio available, it is the only one which highlights the
importance of equity and debt financing in SMEs and provides reliable information
for the 19 Target Countries.

This Project is about the very issue of why debt

financing is preferred to equity financing. It focuses on how business owners, if they
take tax into consideration at all, proceed to choose one form of financing over
another, bearing in mind that they may not have access to data on effective tax
rates and cost of capital.
The results obtained from the database show that there are important differences
between countries in the equity structure and status of SMEs. The figures which
follow show this and express the SME debt to equity ratios for the Target Countries in
2005.
The Czech Republic31 (0,67 in 2005), Estonia (1,34 in 2005) , Finland (1,37 in 2005),
Lithuania (1,58 in 2005),

Luxembourg32 (0,88 in 2005), Poland (1,03 in 2005),

Slovakia (0,99 in 2005) and Slovenia (1,33 in 2005) are better positioned in terms of
debt to equity ratios.
Austria (1,95 in 2005), Ireland (1,77 in 2005) and Sweden (1,80 in 2005) show average
numbers.
Finally, Denmark (2,06 in 2005), France (4,84 in 2005), Italy (2,11 in 2005), the
Netherlands (2,93 in 2005), Norway (2,41 in 2005), Portugal (2,08 in 2005), Romania
(21,9233 in 2005) and Spain (2,19 in 2005) have the highest ratios.
The above classification is generally confirmed over the last few years34.

31

The low ratio from the Czech Republic stems from negative ratios noted for micro
undertakings which may underline negative equity altogether. Thus the ratios for this
country should be analyzed since in fact a negative ratio is quite worrying.
32
Data on micro undertakings in Luxembourg is generally missing.
33
2,18 when excluding micro undertakings. Data on micro undertakings for this country is
extraordinarily high.
34
See Part 1 of this Report
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Further, most debt to equity ratios though follow a downward trend, except for
micro enterprises pulled upwards by Romania’s ratios, which appear extraordinarily
high. It should be noted that the objective of the Study is not to define the levels at
which specific ratios are considered positive or negative, but merely to try to
describe the equity structures of undertakings in the 19 Target Countries.
Important differences are noticeable also between sectors and sizes of undertakings.
Thus the average for one country in respect to SMEs may not provide sufficient
information, and an analysis based on business size, sector of activity, stage of
development and other exogenous factors may be required in order to assess the
risks in case of recession.
The analysis of sectors shows that there are significant differences between sectors,
with some more investment hungry than others. Thus, countries such as Italy have a
very developed services sector.

This sector has been investment hungry in

comparison to other sectors. The relatively high debt to equity ratios that Italian
SMEs exert are as much the consequence of sector specialization as of taxation. The
same can be said for Finland, Slovenia and Ireland whose services sectors are
developing faster than other sectors studied, and requiring capital investments that
are pulling up ratios. In Poland, Slovakia and Lithuania the manufacturing sector
remains very important but generates lower investments. This may explain very low
debt to equity ratios.
Company size is also an important factor. There are substantial variations between
micro enterprises and small and medium sized undertakings.

However, although

there are important differences in the debt equity ratios between small and medium
sized undertakings and large undertakings, their evolution appears to follow a
parallel downward trend. The graph below shows this. If taxation is a factor, then
the parallel in the debt to equity ratio evolution of the two types of undertakings
confirms it, or confirms that unless the observation is coincidental, only a variable
that is broad in scope and consistent could foster this result. This also suggests that
SME specific measures are not producing the anticipated results.
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Graph 6: Average debt to equity ratio for the Target Countries over the same
period and comparison based on undertaking size

SOURCE: AMADEUS

*19 A SM = Average debt to equity ratio for small and medium size undertakings excluding micro in the
19 Target Countries
**19 A SME = Average debt to equity ratio for micro, small and medium size undertakings in the 19
Target Countries
***19 A L = Average debt to equity ratio for large undertakings in the 19 Target Countries

However, it should be understood that although own equity is important, too much
own equity may not be a sign of dynamism or performance in undertakings35.
Further, high own equity averages from one country to another do not, for example,
indicate that the former’s undertakings will fare better in case of a recession. High
own equity may surely help. However, it has been shown that the levels of own
equity needed to face a downturn will vary from one country to another. They will
also depend on undertaking size, activity and stage of development, but additionally
on a number of other factors such as the importance and structure of assets,
financing practices in each country, relationships between firms and banks, tax
systems, guarantees offered to the lenders, provisions (for example for pensions),
insolvency rules, and so on.
In this Project this issue was not specifically addressed and the Team generally
considered that high equity levels were better than lower ones.

35

Nickel S., Nicolitsas D., Dryden N. (1997), "What Makes Firms Perform Well ?", European
Economic Review, 41(3): 783-796.
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Analysis of the Target Countries that show clear results
The countries that presented the best examples of tax measures aimed at promoting
the retention of earnings are outlined below.

Estonia: promoting own equity through deferral of corporate tax
Estonian tax law enables undertakings to defer taxation on their profits by
retaining them within the company. This measure has a very strong effect on
retention of earnings. For this country, the Business Owners Survey shows that
not only do Business Owners take taxes into consideration in their decisions to
retain earnings or distribute profits, but they also consider that their tax
system promotes the retention of earnings.

Debt to equity ratios for SMEs in

Estonia are significantly lower than the average debt to equity ratios for the
19 Target Countries. All this confirms the positive effect of the measure as
exemplified in the graph below.
Graph 7: Average SME debt to equity ratio for Estonia over the period
2002 to 2005 compared with the average SME debt to equity ratio for the
Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Estonia
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

Estonian Business Owners acknowledge this, as shown in the pie chart below.
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Pie Chart 1: Answer to Question 11 in the Business Owners Survey for
Estonia: Taking only taxes into consideration, is it more advantageous
for you as business owner to retain or to distribute earnings?

Ireland: promoting own equity using a combination of low corporate tax rates
and a capital gains tax that is lower than the dividends tax rate.
Ireland promotes the retention of earnings by applying a very low corporate
tax rate combined with a relatively high dividends tax rate.
This incentive is amplified by low effective capital gains tax, thanks to
exemptions which, compared to high dividends tax rates, encourage Business
Owners to retain earnings.
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This is confirmed by the Surveys36, but not necessarily by debt to equity ratios
over the years, which are average, although below the 2 mark as shown in the
graph below.
It should be noted that there are also certain disincentives to the retention of
earnings built into the Irish tax system - closely held companies need to
distribute their passive (i.e. non-trading) income within a particular time
period, in order to avoid a surcharge on that income. The purpose of the
legislation is to prevent these companies accumulating profits that generate
passive income in order to avoid income tax at higher rates in the hands of
shareholders.

Graph 8: Average SME debt to equity ratio for Ireland over the period
2002 to 2005 compared with the average SME debt to equity ratio for the
Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Ireland
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

The debt to equity ratio is the result of other factors, and not simply
taxation. It is possible that economic growth may have generated financing
imperatives of such proportions that debt financing was needed. One also
36

59 per cent of Business Owners and 70 per cent of Tax Advisers consider that, taking only
taxes into consideration, it is more advantageous to retain earnings.
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notes that the debt to equity ratio has been steadily dropping since 2003.
This coincides with the drop in the corporate tax rate from 26 per cent to
12.5 per cent.

Since 2004 it has been below the average for the 18 Target

Countries (excluding Romania which presents an extraordinarily high ratio for
micro enterprises).
Irish Business Owners tend to agree with this analysis, as shown in Pie Chart
below.
However, it is surprising that 41 per cent of Irish Business Owners believe that
distribution is favoured by tax regulation. This could be an example of
general misconceptions about the effect of double taxation referred to
previously.
Pie Chart 2: Answer to Question 11 in the Business Owners Survey for
Ireland: Taking only taxes into consideration, is it more advantageous
for you as business owner to retain or to distribute earnings?
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Slovenia: promoting retention of earnings through a capital gains tax that is
lower than the dividends tax rate and a dividends tax rate that decreases
every five years.
The fact that the capital gains tax rate decreases by 5 per cent for each
period of retention encourages Business Owners to retain earnings in their
undertakings. This allows the realisation of a tax free profit if the shares are
held for at least 20 years prior to sale.
Moreover, the fact that Slovenia has announced that it will decrease
dividends tax by 5 per cent every 5 years until it reaches 0 per cent motivates
business owners to wait until the rate is decreased.
The presence of incentives favouring retention of earnings is confirmed by
low debt to equity ratios for Slovenia over the relevant years, as highlighted
in the graph below.

Graph 9: Average SME debt to equity ratio for Slovenia over the period
2002 to 2005 compared with the average SME debt to equity ratio for the
Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Slovenia
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

However, Slovenian Business Owners consider that their tax system is neutral.
This may be attributed to the fact that as the dividends tax will also
effectively disappear in the long term, the incentive to distribute will
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therefore become significant in the future. In the meantime it is also true
that to benefit from this long term advantage, business owners will tend to
retain current earnings so as to distribute them when the dividends tax rate is
down to 0 per cent.
A constant reduction in the tax rate applicable to dividends creates a belief
that the promotion of retention of earnings embedded in various measures is
neutralized.
The pie chart below shows that 60 per cent of Slovenian Business Owners
consider that their tax system neither promotes the retention of earnings nor
their distribution.

Pie Chart 3: Answer to Question 11 in the Business Owners Survey for
Slovenia: Taking only taxes into consideration, is it more advantageous
for you as business owner to retain or to distribute earnings?
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In any case, it can be assumed that current taxation policy does have a
positive impact on the retention of earnings but that the specific dividends
tax policy will counterbalance this over the long term. As shown by the debt
to equity ratio for 2005, which marked the first drop in dividends tax rate
when compared to 2003 and 2004, debt to equity ratios although low are on
the increase. Some business owners will take advantage of the 5 per cent
decrease and distribute dividends now at least for part of their profits,
instead of waiting and risking a further change in the law.

Sweden: measures that promote own equity to counterbalance other
measures that foster distribution and debt financing
Swedish tax law enables undertakings to defer taxation on 25 per cent of
their profits for a period of six years. This measure should have an effect on
retention of earnings. However, relatively high corporate taxes have limited
this effect as interest deductibility remains a leveraging tool for financing and
private income is taxed at lower rates.

Thus, if the deferral mechanism

favours retention of earnings, first it only concerns 25 per cent of earnings37,
and second its effects are neutralized by other tax measures.
The resulting debt to equity levels are average, as shown in the graph below.
This does not mean that the Swedish measure has had no impact.

First,

equity structure switched suddenly from a downward to an upward trend in
2005, probably as a result of new measures that transformed the deferral tool
into a loan bearing interest mechanism for the government.

Second, the

measure has enabled Sweden to benefit from a debt to equity ratio that is
average when, without such a measure, the ratio might have been much
higher.

37

which also has been modified to carry a model revenue upon which tax is levied (comment
from Sweden)
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Graph 10: Average SME debt to equity ratio for Sweden over the period
2002 to 2005 compared with the average SME debt to equity ratio for the
Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Sweden
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

The pie chart below shows that Business Owners in Sweden consider that
their system favours retention of earnings.
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Pie Chart 4: Answer to Question 11 in the Business Owners Survey for
Sweden: Taking only taxes into consideration, is it more advantageous
for you as business owner to retain or to distribute earnings?

Other tax measures aimed at promoting retention of earnings.
Apart from the measures analysed above and also included in the Country Reports
attached to this Final Report, still other measures may foster positive results in
terms of promoting the retention of earnings. They are outlined below.

Reduced Corporate Tax Rate for SME conditional on retention of earnings
during a minimum period of time.

If a country wishes to encourage business owners of SMEs to retain earnings in
their undertakings, it could make entitlement to a reduced tax rate
conditional on profits being retained in a company for a specified period of
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time. The reduction in tax rate would need to be large enough to foster
significant results.
This measure has the advantage of not being at all costly for countries38
already applying a reduced rate on the profits of SME profits.

Notional or deemed interest
To meet the objective of the Study which is also to examine the promotion of
retention of earnings and equity financing as opposed to debt financing,
eliminating fiscal discrimination between debt and equity financing may
provide a good solution. Corporate tax systems discriminate in favour of debt
financing since they allow the deduction of interest, but do not take into
account the cost of capital in cases of equity financing. This discrimination or
commonly known as the “interest tax shield” encourages debt financing since
it has an impact on the weighted average cost of capital (“WACC”). Absent
an interest tax shield the overall cost of capital for a company would be
unaffected by its capital structure39. Consequently, business owners would
benefit directly from choosing to equity finance their company using their
savings rather than doing so using outside debt instruments.
The Capital Asset Pricing Model (“CAPM”) established in the 1970’s shows that
the return on capital is the sum of two elements, these being: the price of
time (equal to the interest obtained without risk) plus the price of risk.
The discriminatory distinction discussed above consists of the fact that both
these elements are taxed in the same manner (consolidated rate obtained by
combining corporate tax rate and dividends tax rate), although debt financing
would reduce the taxes the business owner ultimately pays on the profit,
since the price of time in debt financing is then exempted from corporate
tax. (Interest is tax deductible).
38

See question 3 of the Country Reports (France, Lithuania, Portugal, Romania, Spain and
Ireland).
39
The result of this would mean that the total value of the firms securities would come closer
to the ideal world described by Modigliani and Miller in their theory on capital structure and
be governed by the earnings power of the underlying company assets regardless of the
financing instruments chosen. See Modigliani, F., Miller, M.H., 1958, The Cost of Capital,
Corporation Finance and the Theory of Investment, American Economic Review, 48, pp. 261297.
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It is possible to eliminate this discrimination by allowing deduction of a
fictitious amount from the tax base that is equal to the time price for own
equity, which is the interest without risk that would otherwise have been
obtained on the own equity in alternative investments.
The benefits of such a measure are twofold; first, it limits the application of
corporate tax to the price of risk, which diminishes the price of own equity
and therefore makes it more attractive to retain earnings. Second, it
eliminates the difference in the tax regime between debt and equity
financing, thus favouring the less cumbersome method of equity financing.
In consequence, the implementation of notional interest deductibility on
capital in the EU would level differences in corporate taxes, eliminate
arbitrage schemes between countries that have high and low rates, and
contribute to proportionally less fiscal competition in the EU.
Indeed, some countries enjoy tax regimes that foster own equity whilst others
promote debt financing.

For undertakings that function in a number of

countries, it is more advantageous to increase own equity where it is
advantageous, for example in Ireland, and lower it in countries such as
Sweden where debt financing is cheaper.
To illustrate, the cost of equity financing in Ireland will be 12.5 per cent,
while it will be 38 per cent in Sweden. Given such factors, a company with
branches in Ireland and Sweden would want to increase own equity in Ireland
where the costs are low, and increase debt in Sweden where costs are high.
But if both countries applied the notional interest deductibility the cost of
capital in each would be rebalanced independently of their applied tax rates.
Moreover, notional interest deduction promotes growth and employment. It
allows for projects to attract investment because the business plan can
initially remunerate investment.

Furthermore, under this system, investors

taxed at a lesser rate when settling for interest without risk are treated on an
equal footing with investors who take risks.

Page 56 / 486

If one assumes that currently in all Target Countries the tax rate applied to
interest is equal to the tax rate applied on dividends, for an investment in a
company to be worthwhile it is necessary that:
-

the projected profit of the company over 100 is greater than the interest rate
obtained without risk divided by 100 minus the corporate tax rate.
In order for the same investment to be worthwhile in a country that applies
notional interest deduction it is only sufficient that:

-

the projected profit of the company is greater than the interest rate obtained
without risk.
Consequently, applying notional interest deductions will promote investment
and

therefore

growth

and

employment,

which

should

substantially

compensate for the cost of the measure. Unfortunately there are no figures
available regarding such cost. Belgium appears to be the only country that
applies this system, and it has done so only since 1st January, 2006. Although
Belgium did budget expenditure for the measure, the result is irrelevant since
(i) Belgian budgeting rules do not take the return on cost into consideration
and (ii) the manner in which the cost was calculated was much criticised as
providing undue justification for the measure.
In essence it is not possible to calculate the cost of the measure, since it is
only possible to compare the cost of the deduction with a hypothetical
application, which can never completely reflect the true position achieved in
the absence of the measure. Nevertheless, the measure has benefited
investments in Belgium. This of course is at least partly, but only partly due
to the absence of similar measures in other European countries.
A country that wishes to apply notional interest deduction should be careful
not to include own equity in the measure, as it provides tax free income on
the basis on which the deductible notional interest is calculated.
If a country allows notional interest to be calculated on own assets used to
acquire a shareholding from which the dividends are tax free, it would allow
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business owners to create chains of undertakings and enjoy deduction of
notional interest as many times as the number of undertakings in the chain,
thereby avoiding any and all corporate tax.

Conclusions and combined analysis
The Study has enabled the observation and analysis of Business Owners’ perceptions,
the status of equity structures and of tax systems in the 19 Target Countries.
Specific examples show that taxation can have an impact on business owner
perception and equity structure situations. However, the impact is not always as
marked as it should be and the general analysis of all 19 Target Countries is
inconclusive.
It is thus not possible to determine conclusively whether tax regulations generally
have a significant impact on equity structure or the perceptions of business owners,
for a number of reasons.

First, the Surveys conducted were organized this year

(2007), and Business Owner responses are necessarily based mainly on their current
understanding of taxation. Second, even if coincidences exist between the equity
structure results and the implementation of specific tax policies, many other
factors40 affect equity structure, as shown in the analysis conducted in this Report.
However, clear, unconditional and specific measures aimed at the retention of
earnings do have an impact, both on the equity structure of undertakings and on
business owners’ perceptions as shown in Estonia for example and by the Survey
results as described in Part 4 of this Report.

Lessons learned
Based on the analysis conducted throughout this report, we consider that companies
in a country that applies incentives that favour retention would have had worse
debt/equity ratios without these incentives (except where the incentive is not
understood by business owners).

40

In our view, the main non-tax factors are, (i)the economical growth experienced by a
country, (ii)the policy of banks in the studied countries, (iii) the wealth of business owners,
(iv) corporate culture and habits of business owners, (v) sector of activity of the undertaking,
(vi) stage in the development of the undertaking, etc…
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Therefore, countries that wish to encourage business owners to retain earnings need
not only to apply measures that favour retention but also to ensure that the
measures are communicated adequately to the business owners.
General findings: A neutral tax system does not encourage retention of earnings
Based on our analysis of the Business Owner Surveys, the debt to equity ratios, and
the applicable tax legislation in all the Target Countries, it is possible to state that in
order to increase own equity, it is necessary to implement specific and clear
measures that make it clearly tax and business efficient for business owners to retain
earnings in their undertakings.
The lack of such measures creates a situation in which, according to the Business
Owners surveyed, taxation is not taken into consideration when the decision is made
whether to retain earnings or distribute profits. Additionally, when Business Owners
do not take taxation into consideration, it seems that they tend to distribute profits
and keep own equity levels to a minimum.
Measures in order to encourage retention of earnings and increase own equity
We analysed a series of incentives that could be used to encourage retention of
earnings and increase own equity.
These measures can be classified as follows:
1. Measures that specifically encourage an increase in own equity:
1.a Notional or deemed interest
1.b Deferral of corporate tax
1.c Reduced corporate tax rate for SME conditional on the
retention of profit
2. Measures that indirectly promote increases in own equity but imply
important changes whose implications go far beyond the scope of
the present Study:
2.a Low corporate tax rate
2.b High dividend tax rate
2.c Capital gains tax rate < Dividend tax rate
2.d Tax rate on private income=tax rate on business income
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3. Mandatory measures or sanctions that lead to increases in own
equity but in our opinion should be used with caution since they
could hinder growth.
3.a Thin capitalisation rule
3.b Legal reserve

Recommendations
Recommendations on the issue of perceptions
In order to more clearly assess the impact of taxation on perceptions, it is advisable
to monitor any change in perceptions on an annual basis over the next five years.
This would enable an analysis of the evolution of perceptions and what triggers
changes in perception. This consideration did not fall precisely within the scope of
this Study, but having such information would have been beneficial.
Further, the Study should have included alongside the perception of business owners
that of investors especially within the context of SMEs analysis. Those that invest in
SMEs such as venture capitalists or other types of investors may be incentivized by
taxation to further invest in SMEs.

Further, they are sensitive to taxation on

dividends and equity sales. Investors participate in defining the dividends policy and
debt financing policy of companies41.

Recommendations on enhancing own equity
If a country wishes to introduce tax incentives with a view to encouraging business
owners to retain earnings in their company, it is our opinion that the best manner to
proceed is by introducing one of the following measures:
-

Notional or deemed interest: this incentive is the only one that takes the
investment in capital into consideration. Furthermore, it enhances the
attraction of investment and neutralises tax competition inside the EU as far
as own equity is concerned42.

41

See M. Ameziane Lasfer, Taxes and Dividends : The UK Evidence, 20 J. Banking & Finance.
455, 470 (1996).
42
See Section 1.5.5 (a).
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-

Deferral of corporate tax: this incentive is applied in one of the analysed
countries43, which allowed us to establish its capacity to promote retention of
profits.

-

Reduced corporate tax rate for SME conditional on the retention of profit:
this incentive has an advantage over the previous two since it does not imply
any cost44.

Although other measures examined proved, in some cases, to be successful, we do
not recommend them as incentives to promote an increase in own equity. Either
they have disproportionate consequences and are not sufficiently understood
(particularly by business owners) so as to promote the desired effect45.

Or they

would, in our opinion, limit growth and do not necessarily guarantee that increasing
own equity would be incentivised46.
Obviously, for some countries important changes are not possible because of
structural, cultural and historical reasons. Changes for many should be organized in
small incremental steps. However, we believe that the above recommendations are
not unrealistic options.

Although introducing a system of notional interest or of

corporate tax deferral could be considered fundamental modifications difficult to
implement in most countries, they have merit and were implemented in countries
that have complex systems; Belgium implemented the notional interest system in
2006. In any event one recommendation may well correspond to what most would
consider a small incremental step. That is the recommendation that allows for the
application of a reduced corporate tax rate for SMEs conditioned on their retention
of levels of profits.
Indeed, most of the Target Countries already apply conditional reduced corporate
tax rates for SMEs. These reduced tax rates are usually motivated by the fact that
(i) SMEs are considered the engines of national economies47 and (ii) it is common
knowledge that larger companies fare better when it comes to tax planning and tax
avoidance. Thus, granting a reduced tax rate to SMEs that really commit to their
43

Estonia and Sweden
Sweden defers part of the payment of corporate taxes but applies an interest rate to the
deferred taxes.
45
Low corporate tax rate (below 20 per cent), high dividends tax rate (sufficiently high so
that the total effective tax rate on dividends is higher than the tax rate applied to wages),
capital gains tax rate lower than the dividends tax rate, or tax rate on private income equal
to tax rate on business income.
46
Thin capitalization rules or legal reserves.
47
Legislators are thus eager to make entrepreneurship attractive.
44
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expansion and survival in case of crisis by retaining earnings would only be part of an
existing strategy for most Target Countries.

Such reduced rate could even be a

further condition to add to the current conditions to be fulfilled to obtain the
reduced rate48.

48

In fact we could go as far as writing that Target Countries that grant reduced rates to SMEs
without adding the condition that they retain minimum earnings do not aim at improving the
equity structure of SMEs.
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1 FINDINGS
1.1 Context
The extent to which taxation is responsible, or is considered responsible or likely to
play a significant role in re-enforcing own equity and retention of earnings so as to
increase the resilience of SMEs in the 19 Target Countries, constitutes the setting for
this presentation of findings.
1.2 Objectives
In processing these findings our objectives were first, to piece together the
presentations and descriptions provided under Part 2 (Module 2), Part 3 (Module 1)
and Part 4 (Module 3). Next, our goal was to produce an analytical study aimed at
determining tax regulations affecting business owner decisions, as confirmed by our
surveys and observations of company equity and focusing on retention of earnings or
distribution of profits (Part 1). Additionally we undertook to propose a set of
solutions for the promotion of earnings retention through taxation.
The objectives pursued under Module 1 (Part3) are to summarize the equity
situations and equity structures of SMEs in Target Countries between 2002 and 2005.
This was implemented using accessible databases to provide relevant statistical
information in a uniform manner for the Target Countries. Company size, activity
and legal form were all taken into account.
The analysis conducted under Module 2(Part2) focuses on the tax provisions that may
have an impact, direct or indirect, on decisions to retain earnings or distribute
profits. It highlights tax obstacles to the retention of earnings, and measures
implemented which have, in light of Module 1, successfully led to more own equity,
particularly for small enterprises. Such undertakings not only need to increase own
equity for growth but also for better resilience.
The objectives of Module 3 (Part 4) were to determine the perceptions and
understanding business owners have of taxation and how these influence their
decisions on whether to retain earnings or distribute profits.
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1.3 Presuppositions
It is assumed for purposes of this Project that:
“The own equity base of many companies in Europe, especially smaller
companies, is rather weak. This makes companies vulnerable during recessions
and also aggravates the problems of structural changes and re-orientations of
the businesses. Building up equity has become even more important to SMEs due
to increased use of rating systems and the revision of banks capital
requirements (Basel II). For mainstream SMEs the retention of earnings
represents a very important element for the increase of their equity and for the
financing of their growth”.
However, it is not clear to the authors of this Study that higher retained earnings
would necessarily result in better overall business soundness. Over-saving by
corporations was considered in the US to have been one of the causes for the 1929
crash and the depression that followed. The United States Congress even passed a
law in 1936 which sanctioned savers by subjecting corporations that failed to pay
their profits as dividends to an extra tax on the undistributed profits, in addition to
the standard corporate tax49.

This was aimed at larger corporations rather than

SMEs. Reinforcing the view that distribution may be a sounder business decision than
retention, it has become apparent that cash surpluses may lead corporate managers
to use corporate funds for their “unrestrained ambitions for expansion” or “for their
personal use”50. Dividend pay-outs can, on the other hand, be seen as good corporate
practice since they limit the unchecked use of “free cash flow” by managers and
expose corporations to capital market discipline through the use of external funds51.
Again, this argument is mainly directed at larger corporations. Nevertheless, careful
consideration needs to be given to what tax history and current corporate
governance issues may highlight, before retained earnings are considered the best
solution to sustained growth in the EU zone. In any case, it may at least be
justifiable to apply a different tax treatment to SMEs to that tax treatment extended
to larger or public undertakings.
49

See Revenue Act of 1936, ch. 690, § 14, 49 Stat. 1648, 1655-1657.
See Franklin D. Roosevelt, Speech Accepting the Presidential Nomination (July 2, 1932), in
1 The Public Papers and Addresses of Franklin D; Roosevelt 651 (Samuel I. Rosenman ed.,
1932); See for further references and explanations on capital lock-in theory in the context of
corporate income tax, Steven A. Bank, A Capital Lock-In Theory of the Corporate Income
Tax, The Georgetown Law Journal, Volume 94, Number 4 – April 2006.
51
Steven A. Bank, Brian R. Cheffins, Marc Goergen, Dividends and Politics, European
Corporate Governance Institute, Law Working Paper 24/2004, revised March 2006. Randall
Morck and Bernard Yeung, Dividends taxation and Corporate Governance, 19 J. Econ. Persp.
163, 170 (2005).
50
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1.4 Presentation and implementation of the methodology
In order to implement Part 1, Modules 1, 2 and 3 were carefully instituted. Given the
volume of information gathered, choices had to be made as to the most relevant
information to take into account.
In the case of Module 1 (Part 3), the main equity structure ratio retained for
comparative purposes was the debt to equity ratio. To the authors of the Report this
seemed to be the best indicator of equity structure and situation of undertakings in
the 19 Target Countries, within the context of the Project. The debt to equity ratio
provides an indication of the levels of debt financing and equity financing in
undertakings and of business owners’ inclinations to finance their undertakings using
own equity. This was also the ratio consistently available for all 19 Target Countries
for the years 2002 to 2005, ranging across undertakings of widely differing size. Thus,
Part I involves analysis of the equity structure and standing of undertakings in the 19
Target Countries, based on changes in debt to equity ratios from 2002 to 2005 for
micro, small, medium-sized, and large undertakings, and including the various
business activities stipulated.
In respect to Module 2 (Part 2), the European Union’s range of tax systems was
organized according to whether, based solely on fiscal analysis, they promoted
retention of earnings, favoured distribution of profits or were neutral.
In respect to Module 3 (Part 4), generally it was the most relevant survey questions
which were analysed individually. With a total of seventy nine survey questions it
was not possible to individually analyse every response to the questions as this would
have implied 3200 answers to describe and analyse.

Rather, the analysis of the

answers was conducted based on the statistical results obtained from the answers.
Finally, results of analysis of Modules 1, 2 and 3 under Part 1 were used in a
correlations exercise, based on both observations of specific examples and on
economic regressions analysis. This enabled conclusions and recommendations to be
formulated, as requested in the objectives of the Project.
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1.5 The tax law systems
As stated before the tax law systems for each of the Target Countries is presented in
detail under the Annexes. In this report features of each tax system are presented
to facilitate the combined analysis of the different modules implemented.

1.5.1 General presentation of each tax law system as relevant to the Project
and recent changes in tax law systems

1.5.1.(a)

Austria

The Austrian tax law system is described in detail in the Austrian Country Report
attached hereto as Annex 5.
Except for the new rule on partnerships (“Mitunternehmerschaft”), applicable as of
2007 (as described below), Austrian tax legislation does not provide for any
incentives aimed at motivating business owners to retain earnings in their
undertakings. In fact even the scope of the new measure for partnerships is limited;
since it only allows tax transparent partnerships to enjoy a similar tax rate to that of
corporations on the condition that the profit is reinvested. The limited importance of
this measure is revealed by the fact that approximately 80 per cent of Austrian
undertakings are in fact sole traders.
The Austrian tax law encourages distribution and debt financing, since private
placements are taxed at 25 per cent instead of the combined effective rate of 43.75
per cent on the profit obtained by retaining earnings52. Furthermore, inheritance tax
increases the incentive to distribute.
Nevertheless, it should be noted that some measures limit these incentives to
distribution. For instance, if the business owner loans money to his own company,
the interest expense will be considered as professional income taxed at a progressive
rate.
52

25 per cent Corporate Tax + 18.75 per cent effective rate of withholding tax on
distributions as dividends after corporate tax : 75 per cent (retained earnings after corporate
tax) x 25 per cent (withholding tax on dividends) = 18.75 per cent effective tax rate.
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Furthermore, Austrian corporate law does contain a number of rules that oblige
corporations to retain some of their profits. These rules force corporations to create
a legal reserve representing 5 per cent of the profit until an amount of 10 per cent
of the capital is retained.
The Austrian Enterprise Reorganisation Act53 uses financial ratios of debt to equity as
determinants of a company restructuring.
Taking all these elements into consideration it seems that Austrian tax law neither
encourages nor discourages business owners from retaining earnings in their
undertakings. In this sense one can consider that the Austrian tax law is neutral.

1.5.1.(b)

The Czech Republic

The Czech tax law system is described in detail in the Czech Republic Country Report
attached hereto as Annex 6.
The tax law in the Czech Republic does not provide for any specific incentives aimed
at encouraging business owners to retain earnings.
Nevertheless, the combination of the 15 per cent withholding tax on dividends, with
the absence of any capital gains tax after 5 years of detention, naturally promotes
retention of earnings in the company. However, this needs to be balanced by the
consideration that private investment is taxed at a lower rate than the combination
of corporate tax and tax on dividends.
The Czech tax law provides for a thin-capitalization rule that excludes deductibility
in case of disproportionate debt financing.
The fact that it is more efficient to distribute dividends than to pay out wages,
which are subject to social contributions, does not constitute an incentive to retain
earnings, since it is clear that the business owner will always require at least
sufficient money to finance his private spending. Whether a business owner takes
what is required by means of wages or as dividends is irrelevant; in either case the
own equity of the company will be influenced in the same manner.
53

Unternehmensreorganisationsgesetz as described under Annex 5
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The Czech corporate law does contain some rules which force companies to retain a
portion of their earnings. These rules force limited liability undertakings to create a
legal reserve representing 10 per cent of the profit until an amount of 5 per cent of
the capital is retained, and thereafter by retaining an amount of at least 5 per cent
of profits until an amount of 10 per cent of the capital is retained. Joint stock
corporate entities must create a legal reserve representing 20 per cent of the profit
until an amount of 10 per cent of the capital is retained, and thereafter by retaining
an amount of at least 5 per cent of profits until an amount of 20 per cent of the
capital is retained.
Taking all these elements into consideration it seems that the Czech law encourages
business owners to retain earnings in their companies.

1.5.1.(c)

Denmark

The Danish tax law system is described in detail in the Danish Country Report
attached hereto as Annex 7.
The Danish tax law does not provide for any incentive that encourages business
owners to retain earnings.
However, the mere fact that tax on dividends is quite high (up to 43 per cent) in
Denmark has an important psychological effect on Danish Business Owners.

In

practice they tend to delay such taxation by creating a holding company, which will
not be taxed on the dividends. This serves as a savings vehicle. The effect is more
psychological than real, since the money will at some stage be transferred to the
business owner, and in turn trigger the personal tax mechanism. The practice may
have practical tax consequences if the business owner migrates to another country
before distributing the money accumulated in the holding company. Furthermore,
Danish business owners may use the mechanism in hoping that tax rates will decrease
in the future, since it has been established by a Decree54 that they cannot be
increased. Nevertheless, such considerations can obviously not be regarded as
incentives to retain earnings within the company.

54

As described under Annex 7.
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Taking these elements into consideration it seems that the Danish law neither
encourages nor discourages business owners to retain earnings in their undertakings.

1.5.1.(d)

Estonia

The Estonian tax law system is described in detail in the Estonia Country Report
attached hereto as Annex 8.
The Estonian tax law provides incentives for business owners to retain earnings in
their undertakings, since no corporate tax is levied as long as the company does not
distribute any profits.
This sole fundamental measure allows us to state that Estonia undoubtedly promotes
own equity financing among undertakings. In fact none of the other legislation
examined in the Survey provides for measures that encourage business owners to
retain earnings in their undertakings to the same extent.
The Estonian incentive in favour of retention of earnings by undertakings (which
consists of delaying taxation until distribution), will be analysed further in this Study
as a means of increasing own equity.

1.5.1.(e)

Finland

The Finnish tax law system is described in detail in the Finnish Country Report
attached hereto as Annex 9.
The Finnish tax law provides incentives that are meant to encourage business owners
to retain earnings however these are not clear cut.

The incentives used to be

stronger and are currently mitigated by other measures and the complexity of the
system.
The Finnish tax law contains a measure that allows a tax-free distribution of
dividends by SME’s on up to 9 percent of retained earnings. This should encourage
business owners to retain earnings in order to benefit from this tax-free distribution.
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However, this measure is, in our opinion, weakened by the fact that private income
is taxed less than professional income and business owners are allowed to grant loans
to their undertakings, which encourages them to distribute profits.
In consequence, it can be said that the Finnish tax law does provide strong incentives
for the retention of earnings by business owners in their undertakings but these are
mitigated by other measures which can be considered as encouraging distributions of
profits and by a generally complex tax law system.

1.5.1.(f)

France

The French tax law system is described in detail in the French Country Report
attached hereto as Annex 10.
French tax law does not provide any direct or significant incentive encouraging
business owners to retain earnings.
Measures with limited impact exist, such as a legal reserve (five per cent of the
profit up to ten per cent of the capital) and a limitation of the deductibility of
interest expense on intra-group loans for small groups.
The capital gains regime does not encourage business owners to retain earnings,
although it offers reductions on long term participation. However, significantly,
French tax law offers important exemptions and reductions on private investments
(for example an exemption on any capital gain on a main residence). This has the
effect of encouraging private investment.
Taking these elements into consideration it appears that the French tax law
discourages business owners from retaining earnings in their undertakings.

1.5.1.(g)

Ireland

The Irish tax law system is described in detail in the Irish Country Report attached
hereto as Annex 11.
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Although the Irish tax law does not include specific measures directly aimed at
motivating business owners to retain earnings in their undertakings, it provides a
strong incentive for them to do so, since capital gains tax is much lower than tax
paid on dividends. This incentive is amplified by the fact that an exemption applies
when capital gain is realised on retirement.
Besides the low corporate tax rate, lower than the tax rate on private income, the
difference in rates of capital gains tax and dividends tax seems to be an important
incentive in favour of retaining earnings in the company.
Obviously, the significant growth the Irish economy is experiencing has an impact on
corporate debt to equity ratios. However, it is difficult to evaluate this impact since
economic growth implies investments by means of both own equity and debt
financing.
It should be noted that there are also certain disincentives to the retention of
earnings built into the Irish tax system - closely held companies need to distribute
their passive (i.e. non-trading) income within a particular time period, in order to
avoid a surcharge on that income. The purpose of the legislation is to prevent these
companies accumulating profits that generate passive income in order to avoid
income tax at higher rates in the hands of shareholders.
Taking these factors into consideration it seems that the Irish tax law encourages
business owners to retain earnings in their undertakings. Accordingly the Irish
system,

a capital gains tax regime rather than a dividends tax regime, will be

examined further as an example of measures that promote own equity.

1.5.1.(h)

Italy

The Italian tax law system is described in detail in the Italian Country Report
attached hereto as Annex 12.
The Italian tax law does not provide for any incentive that encourages business
owners to retain earnings.
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The fact that the minority holding dividend income is taxed less than majority
holding income, neither encourages nor discourages business owners to distribute
profits.
Nevertheless, this is compensated for by the existence of a one-to-four thincapitalisation rule that forbids deduction of interest expense when the ratio of debt
to equity is too high, and the existence of a legal reserve requirement (twenty per
cent of the capital).
Taking these elements into consideration it seems that Italian tax law neither
encourages nor discourages retention of earnings in undertakings.

1.5.1.(i)

Lithuania

The Lithuanian tax law system is described in detail in the Lithuanian Country Report
attached hereto as Annex 13.
The Lithuanian tax law provides for strong incentives encouraging business owners to
retain earnings.
The low corporate tax rate, combined with exemptions of capital gains tax clearly
explains the low debt to equity ratio of the Lithuanian companies.
Taking these elements into consideration it seems that Lithuanian tax law
encourages business owners to retain earnings in their companies.
1.5.1.(j)

Luxembourg

The Luxembourg tax law system is described in detail in the Luxembourgeois Country
Report attached hereto as Annex 14.
The Luxembourg tax law does not provide for any incentive that encourages business
owners to retain earnings.
The Luxembourg Corporate law contains a mandatory legal reserve (five percent of
the profits until this reserve amounts to ten percent of the capital). This measure is
very limited and cannot be considered to have an important impact on the own
equity of undertakings.
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Taking these elements into consideration it seems that the Luxembourg tax law
neither encourages nor discourages the retention of earnings by business owners in
their undertakings.

1.5.1.(k)

The Netherlands

The Dutch tax law system is described in detail in the Dutch Country Report attached
hereto as Annex 15.
The Dutch tax law does not provide for any incentive that encourages business
owners to retain earnings.
The fact that private income is taxed less than professional income encourages
business owners to distribute profits. Although dividends are taxed, debt financing is
clearly more tax efficient for the business owner.

By systematically distributing

profits and using debt instruments, the business owner will obtain higher income
after taxes.
Taking these elements into consideration it seems that Dutch tax law discourages
business owners from retaining earnings in the company.

1.5.1.(l)

Norway

The Norwegian tax law system is described in detail in the Norwegian Country Report
attached hereto as Annex 16.
The Norwegian tax law does not provide for any incentive that encourages business
owners to retain earnings.
Until 2006, Norwegian tax law specifically did not tax dividend payouts. Since 2006,
a 28 per cent tax rate has been applied to distributions of dividends. However, this
measure was accompanied by the implementation of an allowance for shareholder
equity (ASE) tax system on 1 January 2006, which exempts the normal return on
equity from double taxation. The ASE provides tax relief for the normal return on
equity not at the corporate level but at the personal level instead.. A side effect of
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this measure will be to promote the retention of earnings55.

In the meantime

however, the more immediate effect of this change will have been to generate
important dividend payouts in the years preceding the enforcement of the new law.
However, apart from the 2006 measure, it seems that Norwegian tax law up to 2006
neither encourages nor discourages retention of earnings in undertakings among
business owners. As stated before, the positive effects on the retention of earnings
of the 2006 measure will be felt from 2006 onwards.

1.5.1.(m)

Poland

The Polish tax law system is described in detail in the Polish Country Report attached
hereto as Annex 17.
The Polish tax law does not provide for any incentive that encourages business
owners to retain earnings.
Because private income is taxed less than professional income business owners are
encouraged to distribute profits. In fact it is more advantageous from a taxation
point of view for the business owner to grant a loan to his own company.
However, this seems, to be compensated for by one of the lowest corporate tax rates
in Europe.
Taking these elements into consideration it seems that Polish tax law neither
encourages nor discourages retention of income in undertakings. However, from the
perspective of this Study, it is interesting to note that for the business owner there is
little to choose in terms of advantage between debt financing and equity financing.

1.5.1.(n)

Portugal

The Portuguese tax law system is described in detail in the Portuguese Country
Report attached hereto as Annex 18.
55

Preliminary statistics from Statistics Norway confirm this and show that dividends
distributed to Norwegian households dropped from the 2005 spike of approximately 103
billion NOK (approximately 12,8 billion Euros) to an amazingly low 6 billion NOK
(approximately 780 million Euros) in 2006. See http://www.ssb.no/emner/11/01/aksjer/tab2007-06-22-02.html.
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Although Portugal exempts capital gains, or taxes them at a lower rate than
dividends, the Portuguese general legislation encourages distribution of dividends.
Portuguese corporate law contains minority protection rules that force distribution.
These include the requirement that a special majority of shareholders must vote in
order to retain earnings. This requirement is unique as far as the countries analysed
in this report are concerned. The rule creates an important practical effect since it
mandates distribution of profits as the normal course of action.
Nevertheless, the effect is not due to tax legislation, which in itself is rather neutral.
Taking these elements into consideration it seems that Portuguese tax law neither
encourages nor discourages retention earnings in undertakings.

1.5.1.(o)

Romania

The Romanian tax law system is described in detail in the Romanian Country Report
attached hereto as Annex 19.
The Romanian tax system does not provide for any incentive that encourages
business owners to retain earnings.
The fact that business owners are allowed to grant loans to their company
encourages them to distribute dividends. While company profit is subject initially to
a 16 per cent corporate tax and then a 16 per cent dividends tax, once returned to
the company as a loan a 16 per cent tax on interest can be used to reduce taxable
income.
It is therefore much more tax efficient in Romania to distribute profits and lend the
money to the company.
Taking these elements into consideration it seems that Romanian tax law discourages
business owners from retaining earnings in their undertakings.
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1.5.1.(p)

Slovakia

The Slovakian tax law system is described in detail in the Slovakian Country Report
attached hereto as Annex 20.
The Slovakian tax law system does not provide for any incentive that encourages
business owners to retain earnings.
In fact except when selling a company, when it is more tax efficient to limit the
capital gain by distributing dividends before a sale, the Slovakian tax regime is
completely neutral as far as deciding whether to distribute or retain earnings.
Taking these elements into consideration it seems that Slovakian tax law neither
encourages nor discourages retention of earnings in undertakings.

1.5.1.(q)

Slovenia

The Slovenian tax law system is described in detail in the Slovenian Country Report
attached hereto as Annex 21.
The Slovenian tax law provides incentives that encourage business owners to retain
earnings in their undertakings.
The fact that capital gains tax decreases by five per cent for each period of
retention encourages business owners to retain earnings in their company. The
system allows for the realisation of a tax free profit if shares are held for at least
twenty years prior to sale.
Moreover, the fact that Slovenia will announce a decrease in dividends tax at a rate
of five percent every five years until it reaches zero per cent will motivate business
owners to wait until the rate is minimised. Thus, at a certain point in time it will
become more beneficial to choose dividend payouts.
The combination of tax and other measures encourages Slovenian business owners
not to retain earnings. Nevertheless, it should be emphasised that the Slovenian
incentive to retain earnings is only temporary. Once the dividends tax falls to zero
percent, Slovenian tax law will in fact encourage distribution of profits.
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1.5.1.(r)

Spain

The Spanish tax law system is described in detail in the Spanish Country Report
attached hereto as Annex 22.
The Spanish tax legislation does not provide for any incentives that motivate business
owners to retain earnings in their undertakings.
In fact, Spanish tax law encourages distribution and debt financing, since private
placements are taxed at 18 per cent56 insteadof the combined effective rate of 44,7
per cent, (32,5 per cent corporate tax on top of an 18 per cent withholding tax on
dividends, which amounts to an effective rate of 11.7 per cent since it only applies
to the remaining 65 per cent after corporate tax), on the profit obtained by retaining
earnings57.
It should be noted that some measures slightly limit these incentives to distribute.
Spanish corporate law contains some rules that oblige undertakings to retain a
portion of their profits. These rules force undertakings to create a legal reserve by
retaining five per cent of profit until a total of ten per cent of capital is retained.
Furthermore, Spanish tax law contains a one-to-three thin-capitalization rule that
applies on loans obtained from a related company that is not an EU-member
resident58.
Nevertheless, it seems that Spanish tax law discourages business owners from
retaining profit in their undertakings, since distributing and debt financing combined
with private placements by the business owner are more tax efficient.

56

This rate only applies since 2007, beforehand the maximum rate that applied to dividends
distributios was 45% bearing in mind that a system existed to decrease the effects of double
taxation. Hence, our evaluation applies mostly to the rates of 2007 although a large part of
our analysis applies to previous years as well.
57
Note that theoretically, inheritance tax increases the incentive to distribute. However,
Inheritance and Gift Tax regulations in Spain grant an exemption on such taxes of up to 99%
(the Central Government grants a 95%, and some Autonomous Communities rise this figure up
to 99%) in the transmission (inter-vivos or mortis-causa) of a “family business”.
58
It should be noted that the strict application of such a thin capitalization rule is
counterproductive, since a one-to-three rule already means a rather high level of debt.
However, the system in force in Spain provides for flexibility. Undertakings may formulate an
ex ante request for the application of a different coefficient based on the indebtedness levels
observed among third parties according the arm’s length principle.
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1.5.1.(s)

Sweden

The Swedish tax law system is described in detail in the Swedish Country Report
attached hereto as Annex 23.
The Swedish tax law provides for incentives that encourage business owners to retain
earnings in their undertakings.
By retaining up to 25 per cent of profit in their company in a special tax allocation
reserve, undertakings can delay taxation for a maximum of six years.
This measure, combined with a relatively high dividends tax rate, constitutes a clear
incentive for business owners to retain at least 25 per cent of their earnings in their
undertakings.
This system will be analysed further in the present report since it clearly encourages
retention of earnings in undertakings to a certain extent.

1.5.2 Other relevant experiences of tax law systems: Reducing asymmetric tax
treatment of debt and equity
Various solutions can be put forward in order to limit the effects of asymmetric tax
treatment of debt and equity and the resulting interest tax shield it provides. Some
include:
-

Reducing tax rates, so that the asymmetry is limited,

-

Providing imputation for SMEs, or

-

Reducing taxation of equity at the shareholder level.

More basic solutions exist, and involve either abolishing interest deductions or
enabling equity costs deductions. Thin capitalization rules in some countries are a
partial implementation of the former option. Belgium is an example of a country
which has opted for the latter solution.
A new law became effective on 1st January, 2006 in Belgium. This enables Belgian
undertakings to deduct a notional or fictitious interest from their tax base. This is
relevant to this Study, since the measure seeks to eliminate the interest tax shield
and promote use of retained earnings as a rewarded source of liquidity for the
company.
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The new law thus seeks to encourage strengthening of a company’s equity capital by
narrowing existing discrimination between funding with equity capital and loan
capital. (Logically, the Belgian legislator has also abolished the 0,5 per cent
proportional capital duty in support of the measure.)
The principle of the tax deduction for “risk” capital is simple: undertakings may
deduct from their taxable income a notional interest calculated on the adjusted
equity capital of the company.
To establish the amount to be deducted, one needs to start with the amount
representing the company’s equity capital59 at the end of the previous taxable
period, which would then be reduced by:
-

the net fiscal value of own shares, shares and participations from financial
fixed assets and shares of investment undertakings, dividends from which
qualify for the dividends received deduction;

-

the net worth of foreign permanent establishments and foreign real estate;

-

the net book value of tangible fixed assets, or parts thereof, to the extent
that the related costs unreasonably exceed business needs;

-

the book value of real estate or of other immovable rights, of which
directors, their spouses or their children have use; and

-

tax-free revaluation gains (including revaluation gains incorporated in capital)
and capital investment subsidies.

Variations during the accounting year are taken into account.
On the obtained adjusted equity capital, the average annual rate of the 10-year
OLO60 as recalculated each year is applied.
The rate for the notional interest deduction for assessment year X is the average of
the reference J (10 year bond), published on a monthly basis by the “Fonds des

59

Equity capital = capital + share premiums + revaluation gains + reserves + carry forward of
profits – losses.
60
OLO refers to the 10-year Belgian government linear bonds and is the abbreviations of
“obligation linéaire – linéaires obligaties”.
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rentes”61 for the year X-2. For 200762 the rate is 3.442 percent. The rate is increased
by 0,5 per cent for small undertakings63.

1.5.3 Regulations, apart from tax specific regulations, that have a detrimental
or favourable impact on the retention of earnings
1.5.3.(a)

Corporate practice and governance

Recent corporate scandals have triggered evaluation of the dividend policies of large
groups. This will trickle down eventually to smaller undertakings. This evolution is
related to the affirmation of corporate governance principles, some of which invite
greater control over undertakings by shareholders and increased visibility of a
company’s financial situation to shareholders, through increased distribution of
dividends.

In the same vein, Portuguese law on protection of minority interests

imposes distribution to a certain extent.
According to Portuguese law distribution of less than fifty per cent of profits requires
a motivated decision taken by a qualified majority of shareholders. This rule is based
on the presupposition that retention of earnings violates the rights of minority
shareholders. Hence, it leads to massive distribution of profits.

The Portuguese

equity ratios situation attests to this fact.
The development of equivalent principles or their transformation into regulations
influence own equity levels in SMEs. In such scenarios, distribution would become
either a de facto or de jure norm. As a result, before such principles are widely
encouraged or adopted, their potentially detrimental effects on company financial
structure should be carefully assessed.
Today, although the Portuguese tax regime as such neither encourages nor
discourages business owners from retaining earnings or distributing profits, debt to
equity ratios in Portugal are among the highest of the 19 Target Countries. This is

61

A government agency.
Income year 2006.
63
By virtue of article 15, §1 of the Company Code, small companies are those, that for the
last closed accounting year, do not exceed more than one of the following thresholds unless
the average number of staff is more than a hundred:
-average number of staff: 50
-turnover, VAT excluded: 7.300.000 €
-balance sheet total: 3.650.000 €
62
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both a result of the law itself and the general perception that good corporate
practice warrants distributions.

1.5.3.(b)

Legal reserve

As outlined above under section 1.5.1 and in the Country Reports, most countries
legislation include rules that render it mandatory for undertakings to create a legal
reserve by retention of a certain percentage of their profit (from per cent up to 20
per cent), until the legal reserve reaches a certain percentage of the capital
(between 10 per cent and 20 per cent).
These rules obviously increase own equity until it reaches 110 per cent or 120 per
cent of the invested capital.
On a first impression the implementation of a mandatory increased legal reserve
seems to be the most effective rule favouring own equity increases.
Nevertheless, we consider that increasing the level of the mandatory reserve in a
particular country would discourage investors from investing there, and in
consequence hinder growth.
Furthermore, we fear that the market would adapt to such a rule by reducing the
capital of the company to a minimum and maximising debt financing in anticipation
of the mandatory retention. This could in fact create a situation where undertakings
decrease their own equity.
Therefore we would not recommend increasing the level of the mandatory legal
reserve in order to increase own equity.

1.5.4 Analysis of the tax law provisions in relation to own equity, retention of
earnings, dividends and wages
We will not specifically analyse the differences in taxation between dividends and
wages, although it is clear that business owners combine wages and dividend payouts
in order to distribute the profits of the company in a tax efficient manner. We do not
consider this factor essential to the present Study, since the principal aim of this
Study is to analyse how tax impacts own equity of undertakings (and makes the
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transfer of profit to the business owner less attractive than retaining the earnings in
the company). This is the case regardless of the distribution method (wages or
dividend) used by a business owner. However, where there are major differences
between taxation of wages and dividends, they will be highlighted.

1.5.4.(a)

Double Taxation

Double taxation of corporate income has often been linked to decreases in dividend
payouts. The taxation of corporate profits distributed as dividends at corporate and
shareholder levels favours reinvested profits, taxed at the corporate level only.
Countries which apply especially low rates on private income such as dividends, or
only tax part of resulting dividends to compensate for corporate tax, do not apply a
true double taxation regime, though business owners may think otherwise. This
opinion is based on the fact that in the Target Countries analysed that do tax
dividends, for the most part the consolidated rate of tax on distributions (corporate
tax rate and dividends tax rate) remains below the taxation rate applicable to
professional income (wages).
This is illustrated by the graph below which presents a comparison between the total
effective tax rate on dividends and the tax rates on wages. The tax rate on wages
used corresponds to the highest rate in each country. The total effective tax rate on
dividends is the result of the combined nominal dividends rate and corporate tax on
earnings.
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Graph 11: Total effective tax rate on dividends and tax rate on wages64

Sources: Country Reports65
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Total Effective Tax Rate on Dividends

We therefore consider that only the following countries have genuine double
taxation systems - without tax credits or a reduced tax rate on dividend payouts to
compensate for the level of corporate tax:
Luxembourg, Ireland and Romania.

the Czech Republic, France, Italy,

The debt to equity ratios observed in these

countries do not confirm that double taxation has a positive effect on retention of
earnings. Whilst the Czech Republic and Ireland have among the best debt to equity
ratios, most other countries show undertakings burdened with debt. Our Business
Owners and Tax Adviser Surveys also fail to confirm a positive effect of double
taxation. Double taxation of distribution is therefore not identified as a positive
promoter of retained earnings.

64

The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto.
65
See footnote 11.
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1.5.4.(b)

Deferral of Corporate Tax

By not imposing a tax liability on earnings until distribution, the Estonian system
promotes the retention of earnings and own equity over distribution of profits,
whatever their form. The observation of debt to equity ratios confirms this.
However, it appears that as a consequence of this many cash rich undertakings have
started lending out money to other undertakings at competitive rates by comparison
to financial institutions. This should generally be considered as positive for growth
since provision and availability of cheap cash usually foster growth. However, an
unintended effect of this system could be that in the long term, the debt of small
companies increase, as interest and cash are so readily available that it becomes
more attractive for them to borrow money than to keep deferring the distribution.
It appears that this has not happened in Estonia yet, because until to date
continuous growth has enabled own equity increases to outrun debt increases.
Pursuing the same line of thought, if undertakings are so cash rich that they start
lending money to other undertakings, the result in the long term may be that
although levels of retained earnings are generally satisfactory, the risk of chain
bankruptcies in case of a recession also increases.
The Estonian system which summarised consists of taxation of profits only when they
are distributed, is quite difficult for other European countries to apply. However, it
is quite difficult for other European countries to apply the system since it implies a
complete modification of their tax bases. In fact even Estonia may have difficulties
in maintaining the system due to its obligation to conform to European Union
legislation, and in particular to the Parent-Subsidiary Directive66, unless of course
following this Study the European Union itself becomes a proponent of the current
Estonian system67.

In the meantime, Estonia is likely to maintain its tax system

66

On the one hand Article 5(1) of the Parent-Subsidiary Directive 90/435/EEC of 23 July 1990
(Official Journal L 225, 20/08/1990 P. 0006 – 0009) as amended prohibits the application of
withholding taxes on distributed profits by a subsidiary located in one Member State to a
parent located in another Member State. On the other hand the Estonian Income Tax Act of
January 1, 2000 taxes distribution of profits but not retention of earnings. Specifically,
dividends paid to non-resident corporate shareholders are subject to an additional
withholding tax. As a result, the Accession Treaty of 16 April, 2003 (Under Annex VI referred
to in Article 24 of the Act concerning the conditions of accession) grants Estonia derogation
from the application to it of Article 5(1) of the Parent-Subsidiary Directive until December
31, 2008.
67
Estonia Proposes Amendment to EU Parent-Subsidiary Directive, Tax Notes International,
2005, VOL 37; Numb 2, p. 145.
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whilst ensuring that clarifications or adaptations are made to comply with the
Parent-Subsidiary Directive68.
We are of the opinion that the problems encountered by Estonia - and by extension
every country potentially interested in applying a system permitting postponement
of corporate tax - could be eliminated by applying a classical tax rate, but allowing
postponement of taxation as long as a company maintains earnings in an intangible
reserve.
Such a system is applied successfully by Sweden, which allows undertakings to delay
taxation on 25 per cent of their profit for a maximum of 6 years as long as they
maintain this profit in what the Swedes call a “tax allocation reserve”. This system
should motivate Swedish undertakings to constantly retain 125 per cent of their
average profit from the last five years as own equity. However, Sweden does not
appear to have particularly low debt to equity ratios for SMEs or large undertakings.
This could be explained by the fact that in 2005 the measure was modified and
became less interesting as the deferral became a loan bearing interest for the
Government. The debt to equity ratio climbed in 2005. The climb could also be
explained by the fact that the measure is not strong enough and that other “social”
measures may have downsized its effect. Further, factors such as economic growth
may have involved investments requiring liquidity and availability of capital rather
than reserves. Thus, strong reserves enable Swedish undertakings to borrow more
for investment projects.

This may not be the anticipated result of government

policy.
The advantage of this system is that it does not constitute taxation on distribution.
The company is taxed on the basis of a classical tax base and only benefits from a
delay that is conditional on maintaining an intangible reserve. The mere fact that a
company cannot distribute its profits because they are placed in an intangible
reserve does not make this measure a tax on distribution.
Such a system clearly favours retention of earnings in undertakings, while only
implying a financial cost for the national exchequer, since payment of taxes is
68

In July 2007 changes to the current system were adopted to take effect as of 2009. Among
these, the new system will include the payment of corporate income tax on an annual basis,
allowing for the non-taxation of retained earnings.
For more information see
http://www.ap3.ee/Default2.aspx?ArticleID=5f0652c3-0409-4f94-b553-28f323659628
(in
Estonian).
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delayed. At least part of this financial cost due to delayed payment of taxes is, in
our opinion, compensated for by the fact that such a measure will dramatically
reduce losses in tax revenue, including VAT revenue resulting from bankruptcies.
Since such a system implies important tax latencies (i.e. postponed or future
liabilities to pay tax), any country that wishes to apply such a system should be very
careful not to allow schemes enabling ill-intentioned people to buy undertakings
with large tax latencies and empty them of their retained earnings. This note of
caution is based on experience. Tax administrations have had to deal with similar
schemes in Estonia. These involved massive acquisitions of undertakings with tax
latencies which were never paid. Shares without real value have been bought by
undertakings from other undertakings located in tax havens. Loans were then
granted to undertakings abroad which subsequently vanished. In some cases the
money simply disappeared with the new owners. Worst of all, original owners of the
undertakings have had no knowledge of the intentions of these buyers, and therefore
have failed to protect themselves against the tax issues that could follow..
Currently, Estonia largely counters such tax latency schemes, since capital gains are
taxed at the same tax rate of 22 per cent as the consolidated rate of corporate tax.
In other words, if the capital gains tax is equal to or higher than the consolidated tax
rate of corporate tax and dividends tax, then the price of a company will necessarily
include the price of the tax latency; there will be no incentive for the sort of
fraudulent mechanism described above.
However, such countermeasures imply that a business owner who wants to sell his
company will first empty it of all earnings in order to avoid paying additional taxes
on his capital gain, although the company maintains its tax latency. Where this
happens, the Estonian system actually creates a situation in which the own equity of
undertakings will be reduced dramatically for tax reasons. This does not necessarily
constitute a problem; since a buyer can use the amount he is saving from the price
(as a consequence of the distribution) in order to increase the capital of the
company.
Countries that do not wish to apply high capital gains tax could hold sellers liable for
any tax latencies existing in a company at the moment its shares are sold, or retract
a delay of taxation in cases of a change of ownership.
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All these countermeasures will obviously annihilate the advantage of delay when a
company is sold, but it is our opinion that such countermeasures are necessary.

1.5.4.(c)

Dividends tax Rate > Capital Gains Tax Rate69

The graph below presents a comparison between dividends tax rates and
capital gains tax rates, before reductions and exemptions.
Graph 12: Tax rate on dividends and capital gains tax rate70

Sources: Country Reports71
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Tax Rate on Dividends
**Capital Gains Tax Rate (reductions and exemptions are not reproduced)

A tax system that applies a higher tax rate on dividends than on capital gains
certainly encourages business owners to retain earnings in their undertakings in
anticipation of a future capital gain, instead of paying higher dividends taxes.
69

Please note that these measures principally affect small companies since large companies
have corporate- and non-resident shareholders who are not affected by capital gains tax and
dividends tax.
70
Please note that rates used are generally the lowest rates in principle available. For
Ireland, for example, the tax rate on dividends is 20 per cent on the first 34 000 Euros
distributed and the balance is taxed at 46 per cent (including social security). Note also that
the TRD for Slovakia is 0 per cent and the Czech Republic has a CGTR of 0 per cent. Thus,
the graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto.
71
See footnote 11.
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The Czech Republic, Slovenia (20 per cent but thanks to a reduction of the rate of 5
per cent for each 5 year period of detention people can anticipate a 0 per cent level
over time) and Lithuania (15 per cent but thanks to exemptions, when assets are
held three years the capital gain is not taxed), have no or low capital gains taxes72.
Their debt to equity ratios are also among the lowest in the 19 Target Countries.
Such a measure should not be costly for a country that wishes to apply it, since it can
increase dividends tax or combine such an increase with a decrease of dividends tax.
Nevertheless, if the incentive has the desired effect of encouraging retention of
earnings, it is clear that it will delay the payment of such taxes and therefore imply
a financial cost in terms of immediate tax revenue, plus the delay cost. However, we
are of the opinion that this cost is at least partially compensated for by a reduced
number of bankruptcies.

This is confirmed for the Czech Republic but not for

Lithuania, which has suffered from important increases in insolvencies in the last few
years73.
In order for such a measure to be successful it is imperative that the lower capital
gains tax does not apply to share repurchase schemes, by either the company or to
internal capital gain schemes in which the business owner sells his shares to a
holding company he owns. Obviously, if the lower capital gains tax applies to such
situations the business owners will be able to distribute profits immediately while
benefiting from the lower rate.
Ireland is a good example of a country that applies such a measure. Relatively low
debt to equity ratios and the Business Owner Survey confirm the success of the
measure, although other factors such as economic growth and a combination of low
corporate tax and relatively high dividends tax have an impact as well.

72
73

See Country Report – Lithuania at page 34 question 28.
A survey by the Creditreform Economic Research Unit, Insolvencies in Europe 2004/2005.
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1.5.4.(d)
Tax Rate

High Dividends Tax Rate, High Wages Tax Rate and Low Corporate
74

The graph below presents a comparison between the total effective tax rate
on dividends and the tax rates on wages.

The tax rate on wages chosen

corresponds to the highest rate in each country. The total effective tax rate
on dividends is the result of the combined nominal dividends rate plus
corporate tax on earnings.
Graph 13: Total effective tax rate on dividends and tax rate on wages75

Sources: Country Reports76
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Total Effective Tax Rate on Dividends

74

Please note that these measures principally affect small companies since large companies
have corporate- and non resident shareholders who are not affected by capital gains tax and
dividends tax.
75
The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto.
76
The Mazars Country Reports were the main source. This was completed or checked against
other sources such as Ernst & Young World Corporate Tax Guides, Deloitte Touche Tohmatsu
- The Economist Intelligence Unit International Tax and Business Guide and Snapshots Series,
KPMG’s corporate tax rates surveys and Price Waterhouse Coopers Invest In and Business
Guides To Series.
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The graph below presents the corporate tax rates and the total effective tax
rate on dividends. The total effective tax rate on dividends is the result of
the combined nominal dividends rate plus corporate tax on earnings.

Graph 14: Corporate tax rates and total effective tax rate on dividends77

Sources: Country Reports78
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Corporate Tax Rate
**Total Effective Tax Rate on Dividends
NOTE: CTR is 0 per cent for Estonia

The higher the rates that apply to distributing profits from a company to the business
owner, the greater the incentive for the business owner to retain earnings in the

77

Note that in the graph, Estonia shows a zero Corporate Tax Rate. This should be clarified.
Although Estonia does not apply any dividend tax but merely corporate tax that is triggered
by distribution we decided for illustration purposes to categorise this corporate tax in the
category of the distribution taxes and thus indicate a zero Corporate Tax Rate. Our decision
was based on the fact that the present report focuses on measures that favour retention of
earnings. Although it is obvious that Estonia applies a corporate tax and not a dividend tax,
we considered that in view of this report this corporate tax had the effect of a distribution
tax when influencing a business owner as to whether to retain earnings or distribute profits.
Note also that the graph presents a picture that is only partially correct because it
summarizes systems in order to compare them. For a complete picture of the different tax
systems and the exemptions, exceptions and mitigating measures that they include, one
should review the Country Reports provided under the Annexes hereto.
78
The Mazars Country Reports were the main source. This was completed or checked against
other sources such as Ernst & Young World Corporate Tax Guides, Deloitte Touche Tohmatsu
- The Economist Intelligence Unit International Tax and Business Guide and Snapshots Series,
KPMG’s corporate tax rates surveys and Price Waterhouse Coopers Invest In and Business
Guides To Series.
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company. (It should be noted that both dividends and wages are subject to high tax
rates for this incentive effect to be produced).
Low corporate tax also encourages business owners to retain earnings. This will
especially be the case if the corporate tax rate is lower than the tax rate on private
income. In such cases it is more tax efficient for a business owner to retain earnings
if distribution is aimed at generating private income. In the comparison between
business income and private income, dividends tax does not play a significant role
since tax payment occurs automatically upon distribution. The situation in Ireland
illustrates this with lower business income taxes than private income taxes.

In

Ireland, business owners tend to keep profits in their companies as savings, since it is
the most tax efficient way to manage these savings79.
The graph below presents the corporate tax rates and the dividends tax rate. It
shows two countries with corporate tax rates that are significantly lower than the
dividends tax rates. These are Ireland and Denmark. In these countries, the tax
system provides incentives to retain earnings.

79

It should be noted however that closely held companies need to distribute their passive
(i.e. non-trading) income within a particular time period, in order to avoid a surcharge on
that income.
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Graph 15: Corporate tax rates and tax rate on dividends80

Sources: Country Reports81
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Corporate Tax Rate
** Tax Rate on Dividends
Note that Estonia has a 0 per cent CTR and Slovakia has a 0 per cent TRD.

The pie chart below translates responses on the perception of Irish Business Owners
in Ireland as to how taxes affect their actions. This confirms the analysis presented
above82.

80

The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto. Note that in this summary Slovakia has
a TRD of 0 per cent and Estonia has a CTR of 0 per cent.
81
The Mazars Country Reports were the main source. This was completed or checked against
other sources such as Ernst & Young World Corporate Tax Guides, Deloitte Touche Tohmatsu
- The Economist Intelligence Unit International Tax and Business Guide and Snapshots Series,
KPMG’s corporate tax rates surveys and Price Waterhouse Coopers Invest In and Business
Guides To Series.
82
ANNEX 24 BUSINESS OWNER IE.
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Pie Chart 5: Answer to Question 26 in the Business Owners Survey for Ireland:
Based exclusively on tax considerations, is it more advantageous for you to earn
income from business activities or from private investments (e.g. interest)?

However, the position is more nuanced in Denmark, where the impact of taxation is
seen as basically neutral.
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Pie Chart 6: Answer to Question 26 in the Business Owners Survey for Denmark:
Based exclusively on tax considerations, is it more advantageous for you to earn
income from business activities or from private investments (e.g. interest)?

Levels of corporate tax rates and dividends are considerably higher in Denmark than
in Ireland and, at such high levels, may be perceived as equivalent to a general
disincentive to invest.
As shown in the pie-chart below, proportionately greater numbers of Tax Advisers
than other business owners in Ireland consider that Irish tax law promotes business
income83.

The proportion is greater for two reasons.

First, 67 per cent of Tax

Advisers instead of 59 per cent of Business Owners share the view that business
income is promoted, if tax alone is taken into account.

Second, this view is

accentuated by the fact that only 11 per cent of Tax Advisers feel that taxation
promotes private income by comparison to business income.

83

See Annex 25.
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Pie Chart 7: Answer to Question 27 in the Tax Advisers Survey for Ireland: Based
exclusively on tax considerations, is it more advantageous for business owners
to earn income from business activities or from private investments (e.g.
interest)?

Obviously, creating tax incentives for the sole purpose of encouraging business
owners to retain earnings in their undertakings may not be justified.
Nevertheless, it should be noted that countries such as Ireland, where a choice has
been made to impose low taxes on undertakings and obtain the bulk of their
revenues through taxation of natural persons, seem to obtain better equity ratios as
a result.
In general, it appears that in countries with lower corporate taxes, the ratios of debt
to equity are lower.

The table below shows countries where SMEs in 2005 have

achieved the best debt to equity ratios and corresponding corporate tax rates84.
84

We have excluded Romania from this as the results for Romanian micro enterprises appear
unreliable or the result of pre-accession economic circumstances such as the sudden influx of
micro-finance programs.
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Table 1: Countries where SMEs in 2005 have achieved the best debt to equity
ratios and corresponding corporate tax rates
Country

CZ
EE
FI
IE
LT
PL
SI
SK

Comparison TAX – DEBT/EQUITY
Debt/Equity SME
2005
Corporate tax
24,0
0.67
24,0
1.34
28,0
1.37
12,5
1.77
19,0
1.58
19,0
1.03
25,0
1.33
19,0
0.99

It should be noted that Ireland’s debt to equity ratio follows a decreasing trend.
Graph 16: The graph below shows the debt to equity ratio for Ireland over the
period 2002 to 2005 for small, medium-sized and large undertakings

In contrast, the countries listed in the table below had the worst debt to equity
ratios in 2005. They are also (with the exception of Portugal) those for which the
corporate tax level is the highest. Portugal’s rule on compulsory distribution may be
the reason for its performance in terms of debt to equity ratios.
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Table 2: Countries where SMEs in 2005 had the worst debt to equity ratios and
corresponding corporate tax rates
Country

FR
NL
NO
ES
IT
PT

Comparison TAX – DEBT/EQUITY
Debt/Equity SME
2005
Corporate tax
33,0
4.84
25.5
2.93
28,0
2.41
30,0
2.19
38,0
2.11
20,0
2.08

The Business Owner Survey confirms this result.

Among those surveyed lower

corporate tax comes ahead of other proposed measures as the one that would foster
more retention of earnings.

1.5.4.(e)

Reduced Corporate Tax Rate for SME’s (conditional on retention of

earnings during a minimum period of time)
More and more countries85 are introducing reduced tax rates for small and mediumsized undertakings. These reduced tax rates are operative under certain conditions
to ensure that they are of benefit only to SMEs.
If a country wishes to encourage business owners of SMEs to retain earnings, it could
subject entitlement to a reduced tax rate on the condition that earnings are retained
in the company for a certain period of time.
This measure has the advantage of not being costly at all for countries already
applying a reduced rate on the profits of SMEs. Furthermore it should provide a
strong incentive in favour of retaining earnings in the company.
This measure is one of the three favoured measures by Business Owners that would
promote greater retention of earnings.

85

See question 3 of the Country Reports.
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1.5.5 Analysis of the tax law provisions and other measures in relation to debt
and equity financing
Some measures whether they are tax regulations or not aim directly at promoting
equity financing. Two of these provisions are discussed below.

1.5.5.(a)

Notional or deemed interest

Corporate tax systems discriminate in favour of debt financing since this allows the
deduction of interest, which is not the case when the company finances itself with
equity. This discrimination encourages debt financing since it has an impact on the
weighted average cost of capital.
The Capital Asset Pricing Model (CAPM) established in the 1970’s teaches us that the
return on capital is the sum of two elements, these being: the price of time (equal to
the interest obtained without risk), and the price of risk.
The discrimination discussed above resides in the fact that both these elements are
taxed in the same manner (consolidated rate obtained by combining corporate tax
rate and dividends tax rate) although debt financing would reduce the taxes the
business owner ultimately bears on the profit, since the price of time is then
exempted from corporate tax (interest is tax deductible).
It is possible to eliminate such discrimination by allowing deduction of a fictitious
amount from the tax base that is equal to the price of time of own equity, that is,
the interest without risk that would have been obtained on the own equity.
Such a measure limits the application of corporate tax to the price of risk, which
diminishes the price of own equity and therefore makes it more attractive to retain
earnings, and eliminates the difference in the tax regime between debt and equity
financing.
Consequently, the implementation of notional interest deductibility on capital in the
EU would level differences in corporate taxes, eliminate arbitrage schemes between
countries that have high and low rates and contribute to proportionally less fiscal
competition in the EU.
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Indeed, some countries enjoy tax regimes that foster own equity whilst others
promote debt financing. For undertakings that operate in more than one EU country,
it is advantageous to increase own equity in some jurisdictions and lower it in others.
Differences between Ireland and Sweden provide an example of how such disparity
can be used to increase own equity in the first where costs are low, and increase
debt in Sweden where they are high. The cost of equity financing in Ireland will be
12.5 per cent whilst it will be 38 per cent in Sweden. Given these facts a company
with branches in both countries will want to take advantage of such inequities, but if
both allow notional interest deductibility, the cost of capital in each would be
rebalanced independently of applied tax rates.
Moreover, we are of the opinion that the notional interest deduction promotes
growth and employment, since it allows for projects that are unable to attract
investment (as the business plan does not remunerate investment sufficiently),
because investors are taxed at a lesser rate when settling for interest without risk.
Assuming that the tax rate applied to interest is equal to the tax rate applied on
dividends, for an investment in a company to be worthwhile it is a requirement that:
projected profits of the company over 100 is higher than the interest rate
obtained without risk over (100- corporate tax rate)
In order for the same investment to be worthwhile in a country that applies notional
interest deduction it will be sufficient that:
projected profit of the company is higher than the interest rate obtained
without risk
Consequently, we believe that applying notional interest deductions will promote
investment and therefore growth and employment, which should substantially
compensate for the cost of the measure. Unfortunately there are no figures available
regarding such cost. To our knowledge Belgium is the only country that applies this
system. It has done so only since 1st January, 2006. Although Belgium did budget an
amount for the measure the total is irrelevant since (i) Belgian budgeting rules do
not allow undertakings to take the return effect into consideration and (ii) the
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manner in which it was calculated was much criticised as providing undue
justification for the measure.
In essence it is not possible to calculate the cost of the measure, since one can only
compare the cost of the deduction with a hypothetical situation that can never
completely reflect the situation which would prevail in the absence of the measure.
Nevertheless, it seems incontestable that the measure has benefited investment in
Belgium, although this is at least partly due to the absence of the measure in other
European countries.
A country that wishes to apply notional interest deductions should be careful not to
include own equity that provides tax free income in the basis on which the
deductible notional interest is calculated.
If a country allows the notional interest to be calculated on own assets used to
acquire a shareholding from which the dividends are tax free, it would allow business
owners to create a chain of undertakings and enjoy the deduction of the notional
interest as many times as the number of undertakings in the chain, thereby avoiding
any corporate tax.
The Belgian system as described in section 1.5.2 could serve as inspiration regarding
the reductions that need to be made from own equity in order to calculate the
deductible notional interest.

1.5.5.(b)

Thin capitalization rule

Some tax legislation contains a rule by which the deductibility of interest is only
allowed on loans up to a certain debt to equity ratio. These rules are commonly
known as “thin capitalization rules”.
At one end of the thin capitalization spectrum is the rule applied in Romania which
places interest deductibility limitations on all loans. At the other end, represented
by Spain, is the thin capitalization rule which targets loans between related
parties86.

86

It should be noted that the Spanish thin capitalisation rule applies only to direct and
indirect loans between related parties non-resident in the EU. Indirect loans should be
understood as those granted by third parties but guaranteed by related parties.
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We recognise the utility of thin capitalization measures, which in cases of generally
thin capitalization rules encourage business owners to increase own equity whilst
being aware of their debt levels87. The Participants confirm the impact of such rules
and the limitations that they impose on the options available to them when deciding
to retain earnings or distribute profits. We also acknowledge that in the case of
specific thin capitalization rules, it is massive financing through loans granted by
related parties that is sanctioned rather than increases in own equity. However, we
do not consider this to be a sound method to promote the retention of earnings for
the following reasons:
•

General thin capitalization rules. The application of such a rule
can hinder growth and is inappropriate in some sectors of
business activity, for example real estate, which requires
massive debt financing in order to function. In many sectors,
such as the real estate development or construction sector such
debt financing allows projects to develop and be economically
sound, as long as there is collateral to guarantee the debt. In
such cases, again using real estate development as an example,
projects that would otherwise be economically sound in the
absence of a general thin capitalization rule would not be
feasible or cost effective. Alternatively they will cost more in
the long run if a general thin capitalization rule limits the
deductibility of interest costs. One solution may be to define a
different method of calculation of thin capitalization, which
would to a certain extent take assets into account. But here
again, adding conditions to measures attenuates their effect,
business owners failing to understand them or not having the
time to fully analyze them in order to benefit from the incentive
that they contain.

•

Specific thin capitalization rules. Since such a rule applies only
to loans granted by related parties, we fear it will not be

87

It should be noted that in Spain the thin capitalization rule is flexible in that the maximum
existing coefficient (3 to 1) allowed by regulations (safe harbour) can be adapted following a
an ex ante request made by the undertaking and requiring the application of a different
coefficient based on the indebtedness levels as those existing among third parties according
to the arm’s length principle.
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effective because it will only lead to financing by third parties
(perhaps based on a related party’s pledge).

1.5.6 Analysis of the tax law provisions in relation to business and private
income.
Graph 17: Tax Rate on Dividends88, total Effective Tax rate on Dividends and
Tax rate on Wages89

ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2006
*Tax Rate on Dividends
**Total effective Tax Rate on dividends
Sources: Country Reports and Ernst & Young World Corporate Tax Reports

When private income is taxed at a lower rate than business income, it encourages
distribution since the distributed money gives the business owner the opportunity to
obtain private instead of business income.
The following example illustrates this:
A Dutch business owner who owns the shares of a company (BV) with 10.000 € of own
equity that realises a profit before taxation of 30per cent of own equity:
88

Although private income covers more than dividends, we considered that this graph reflects
the difference in taxation between private income and business income since a natural
person can always invest in a company located in a country that applies no or very low
corporate tax. In any case it reflects the fact that private income is in general taxed at a
lower rate than business income.
89
The graph presents a picture that is only partially correct because it summarizes systems in
order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto. Note that in this summary Slovakia has a
TRD of 0 per cent.
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Year 1:
Æ 3,000 € of profit before corporate tax (30 per cent of 10 000)
Æ2,235 € profit after corporate tax (CTR90 of 25.5 per cent times of 3,000 € = 765 €,
which is deduced from 3,000 €)
ÆNet Dividend= 1,676.25 € (25 per cent of 2,235 € = 558,75 €, which is deduced
from 2,235 €, if he distributes)91
Year 2:
If distribution of the profit from year 1 to the business owner and loan for 2,235€
(1,676.25 € from business owner and 558.75 € from the bank at 5 per cent):
Æ Profit before taxes = 3,670.50 € (30 per cent of 12,235 €)-111.75 (5 per cent of
2,235 €) =3,558.75 €
Æ2,651.27 € profit after tax
ÆNet Dividend=1,998.45 €
Interest received by owner= 83.8 € (5 per cent of 1,676.25 €)
Æ total net income of business owner= 1,998.45 € + 83.8 € = 2,082.25 €
If the business owner decides to retain earnings in year 1 and does not require a
loan:
Æ Profit before taxes= 3,670.50 € (30 per cent of 12,235 €)
Æ2,734.52 € profit after tax
ÆNet Dividend= 2,050.89 € = Net income of business owner
Æ IT IS MORE TAX EFFICIENT TO DISTRIBUTE PROFITS
Although the difference between the two above illustrated methods (distribution vs
retention) is not huge in this example, it still has an impact since it needs to be
considered with the fact that distributing profit reduces the risk for the business
owner.
Moreover it should be noted that the comparison between the tax rate on business
income and that on private income is confirmed as relevant to this Study. When the
difference between the tax rate on business income and the tax rate on private

90
91

Dutch legislation provides that the CTR is 25.5%
Dutch tax rate on dividends was 25% in 2005.
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income is significant, it creates strong incentives for business owners to choose
private income92.

Since private income requires private assets, this will have a

negative effect on the business’ own equity, with business owners either investing
directly in private assets instead of in their business and/or distributing income from
their business to place it into private assets.

1.5.7 Conclusion and summary on which tax systems are “retention of earnings
friendly”
The table below classifies countries according to whether retention of earnings is
favoured or not.
Table 3: Tentative classification based mainly on Modules 2 and 3 results of
which tax system, among the Target Countries, favour the retention of
earnings, favour debt financing or propose no strong incentives either way.
2007
Countries where retained earnings financing is favoured
CZ
EE
IE
SI
LT
Countries where debt financing is favoured
ES
FR
NL
RO
Countries with no strong incentive in either direction
AT
DK
FI
IT
LU
NO
PL
PT
SE
SK

*Excluding 2007 changes93.

92

Significant differences in applicable tax rate always favour private income.
The report has been elaborated in the first semester of 2007; it was impossible to the
authors to take legislative modifications made after the end of 2006 into consideration
93
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1.6

Equity structure and situation of undertakings

1.6.1 Description and interpretation of the debt/equity structures and
situation in undertakings in general
The graph below presents averages in the 19 Target Countries over the period 2002
to 2005 for Debt to Equity ratios.
This graph is interesting because it shows that if on one hand only small, mediumsized undertakings and if on the other hand large undertakings are taken into
account, the overall debt to equity ratios of both groups tend to decrease in parallel
over the period 2002 to 2005. It is only when micro undertakings are included in the
average that this ratio increases, and quite steeply after 2004. It should be noted
that the main increase in the ratio comes from Romania which may have been
influenced by important influxes of foreign capital prior to Romania’s accession to
the EU, and SME programs making credit more readily available.
First, one may conclude that on average the equity situation among small and
medium-sized undertakings is steadily improving. Is the rate of improvement high
enough? Is it likely to continue?
Second, the situation is improving at the same pace as that of larger undertakings.
This tends to suggest that tax measures specifically aimed at improving equity in
SMEs are not effective, to the extent that they do not lead to a steeper decrease in
debt to equity ratios for small and medium undertakings than for larger ones. If tax
measures specifically aimed at improving equity in SMEs were effective, one would
normally expect the SME situation to improve at a faster pace than that of larger
companies that do not benefit from such measures.
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Graph 18: Average debt to equity ratio for the Target Countries over the same
period and comparison based on undertaking size

SOURCE: AMADEUS
*19 A SM = Average debt to equity ratio for small and medium-sized undertakings excluding micro in
the 19 Target Countries
**19 A SME = Average debt to equity ratio for micro, small and medium-sized undertakings in the 19
Target Countries
***19 A L = Average debt to equity ratio for large undertakings in the 19 Target Countries

1.6.2 Description and interpretation of the debt/equity structures and
situation based on undertaking activity
The graph below shows the evolution of debt to equity ratios based on business
activity (manufacturing, distributive trades and services sectors).
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Graph 19: Average debt to equity ratio in the manufacturing, distributive
trades and services sectors over the period 2002 to 2005 for the Target
Countries

SOURCE: AMADEUS
Average debt to equity ratio in the 19 Target Countries

Although the captioned results above reflect that the debt to equity ratio is on
average similar for the 3 sectors of activity specified, we recognized differences in
the debt to equity ratio obtained for these different sectors when each country is
analysed separately (see 3.5.12).
The degree of importance of each sector in the economy of a country therefore has
an impact on the average debt to equity ratio of that country. The weight of each of
the discussed sectors for 2005 in each country’s economy was researched and is
presented under Annex 34. However, it should be noted that the presence of SMEs in
each sector will vary from country to country. It is not necessarily the case that
because the manufacturing sector represents 50 per cent of the economic activity of
a country, SMEs are a more obvious or dominant feature of that sector.
countries will have a strong concentrated manufacturing sector.

Some

In that case, a

distinction between activities within a sector may be useful to partially explain the
differences in debt to equity levels between SMEs and larger undertakings.

Thus,

although some countries may demonstrate strong activity in sections of the
manufacturing sector, a sector with lower debt to equity ratios, this cannot
automatically suggest that this distinguishing feature necessarily affects the financial
structure of SMEs because an even stronger economic activity may reside in another
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sector. To make firm conclusions on this a study of the SME share in different
sectors over the period 2002 to 2005 would need to be undertaken, bearing in mind
that the share should be calculated on different levels, including for example the
number of enterprises and their total value within each sector. Such research and
analysis are beyond the scope of this Project.
However, the theme that emerges from the information gathered within the context
of this Project is that there are differences in the debt to equity ratios between
sectors, and that each sector is more or less important depending on the country
under consideration, with some sectors predominant.

This in turn indicates that

activity will be a factor influencing debt to equity ratios and may explain such ratios
for some countries.

1.6.3 Description and interpretation of the debt to equity structures and
situation based on undertaking legal form
This Study does not simply focus on SMEs that are corporations but also targets sole
traders and partnerships. Many SMEs are in fact either sole traders or partnerships,
and traditionally these legal forms have been subject to different tax regimes from
those which have applied to corporations.

In most countries, as in France for

example, corporations are taxed as separate entities while a partnership’s or sole
trader’s income is taxed at the individual’s level. Basically, the income generated at
the partnership or sole trader level passes through to the individual taxpayer’s
income.
The analysis performed under Part 2 (Module 2) and presented more thoroughly in
the Country Reports identifies these differences on a per country basis.
An exhaustive analysis of equity structure and status of partnerships and sole traders
in the 19 Countries was not possible. First, many national databases do not include
information about sole traders94. Second, because these entities are “pass-through”
and apprehended by the tax system at the individual level, obtaining financial
information would have required, in many cases, access to individual taxpayer data,
94

For example, the National Tax Board of Estonia does not include information on sole
traders.
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which is not public information. Further, even where some proposed data on sole
traders and partnerships (and isolated information pertaining to different types of
legal forms) was available; this was only the case for a limited number of business
operations. Even at a national level in the case of some countries, the database did
not include enough reported undertakings to provide statistically satisfactory
evidence.
Further, there are inherent difficulties in defining the nature of the forms under
analysis.

The own equity levels and debt to equity ratios of sole traders and

partnerships are difficult to determine given the relative patrimonial confusion
between what is business and what is private. Thus, studying the equity structures
and situations of sole traders and partnerships may be of limited interest, except to
emphasize their restricted growth potential.
Moreover, sole traders do not usually issue shares or have equity investments apart
from their own so that actual sources of financing are rather limited.
Finally, sole traders and partnerships do not “retain earnings” as such since all
profits are considered profits of the individual or partnership. The idea of retained
earnings is more readily usable within the context of the corporate vehicle, rather
than in terms of the individual who owns part of it. It should noted however that a
number of countries allow sole traders to enjoy a tax treatment comparable to the
one applied to companies when maintaining earning in a special account e.g. Czech
Repblic, Estonia, Lithuania, Norway, Portugal, Romania and Slovenia.
This is not to say that partnership and sole trader equity situations and tax treatment
are irrelevant to this Study. In fact the opposite is the case.
First, as highlighted earlier, partnerships and sole traders constitute an important
number of SMEs in the EU.

As a result any difference in tax treatment of

corporations may impact sole traders and partnerships.

Limiting taxation on

retained earnings could result in discrimination against such undertakings while
failing to address the problem of own equity in all SMEs, not merely in incorporated
ones. If the Study is to achieve its aim of finding solutions that will help to ensure
SME health, longevity and growth, sole traders and partnerships should be included.
Measures taken to promote SMEs should benefit all of them. In addition it is
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important to ensure that measures which target corporate forms do not result in sole
traders and partnerships being constrained to change form and incur resulting
transformation costs. (Neither should there be closure and creation costs incurred
for SMEs in those countries that do not permit conversion).
Second, the Study aims to measure the tax impact on retention of earnings and own
equity. The choice of one specific legal form over another may confirm a tax impact
on business owner decisions in general. Tax measures taken in the UK in the last
decade demonstrate that tax can impact the choice of legal form adopted. In 2000,
Chancellor Gordon Brown introduced a 10 per cent starting corporate tax rate for
profits below 10,000 pounds and a rate between 10 and 19 per cent for undertakings
with profits above 10,000 pounds but below 50,000 pounds. In 2002 the base rate
was brought down from 10 per cent to 0 per cent meaning that corporations with less
than 10,000 pounds in profits paid no taxes95. This did not concern sole traders. The
number of undertakings formed in the following 2002-2003 period increased by 43
per cent over the previous period. Observing such changes, if tax exemptions were
available to corporations only in cases of retained earnings, one can imagine that
sole traders and partnerships would change legal form and that new entrepreneurs
on the market would start out as corporations. Interestingly, in Estonia where the
tax system favours retention of earnings, partnerships are treated in the same way
as corporations for tax purposes96.

Sole traders too benefit from the deferral

system97.
Therefore although it is not possible or relevant to provide information on the equity
structure and situations of sole traders and partnerships, the fundamental question
of whether tax may influence choice of legal form remains valid.

This question

raises another important and very current issue, that of the necessity to tax
corporations as separate entities altogether98. This question is crucial. Promoting

95

This together with a tax credit on dividend payments constituted a measure that increased
the number of incorporations and dividend payments (with owners paying themselves
dividends instead of salaries).
96
It is not possible to determine whether increases or decrease in the number of sole traders
in Estonia is a consequence of favourable tax treatment of retained earnings for corporations
and partnerships since other measures aimed at streamlining incorporation and facilitating
share transfers have also been taken and could impact legal form choices.
97
Sole traders use a special account to place profits which are taxed only when withdrawn
for such account.
98
Even in case of a second layer of taxation via tax credits or refunds on dividends tax
withholdings the separate tax system for corporations with specific rates, deductions and
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retained earnings may lead to them being taxed. Transposing this to the legal form
debate, the corporation, unlike partnerships and sole traders in general, may keep
earnings potentially indefinitely untaxed at the corporate level.

Within the

perspective of this Study this issue highlights the tension that may exist between a
Member State’s need for revenue and a corporate entity’s decision not to distribute
but to retain earnings free of tax. Corporations exist as separate legal entities for a
number of reasons such as limited liability, differentiated and centralized
management, transferability of interests and longevity.

Separate and distinct

corporate tax systems exist mainly because if corporations were not taxed at the
corporate level they would be tempted to retain earnings - so much of them in fact,
that countries, hungry for revenue, would feel the pinch. The basis for corporate tax
in the United States centres on this exact problem99. The same dichotomy underlies
this Study. On one hand there exists an objective to promote retention of earnings
to ensure the sustainability of SMEs, and on the other hand there is the need to raise
taxes.

It is a dilemma that does much to explain the unclear or only partially

effective measures that may have been taken in many countries thus far.

They

betray a pulling in opposite directions...one being the will to help SMEs, and the
other the need to collect taxes...now.
Since Estonia appears to be the only country that enables indefinite deferrals of
taxation for undertakings, it is interesting to observe that State tax revenue has not
decreased since the introduction of the new regime in 2000.

It has actually

increased and the State budget has even been in surplus. The explanation for this
lies firstly in the flat tax system introduced in 1994, during a very strong period of
economic growth, with low unemployment and effective tax collection of excise and
value added taxes, personal income taxes, social taxes and unemployment insurance
taxes – all of which may be related at least partially to corporate tax strategies100.
depreciation means that entrepreneurs will have to choose one system over another and that
may determine the level of distribution or retention of profits.
99
Steven A. Bank, A Capital Lock-In Theory of the Corporate Income Tax, The Georgetown
Law Journal, Volume 94, Number 4 – April 2006.
100
All countries that have recently adopted a flat-tax system have benefited from strong
economic growth and important increases in tax revenues. Commentators attribute this to
the fact that the flat-tax system adopted involves a very low flat-tax rate which attracts
foreign direct investments and companies seeking to avoid highly taxed countries. However,
this would be contradicted by Russia’s adoption of the 13 percent flat-tax system for
individuals and 15 percent rate for most undertakings which led to subsequent years of
growth (and exponential growth) in personal income tax revenue. Whilst it may be true that
within the EU, adopting a low flat-tax system does create incentives for tax avoidance from
one Member State to another, the real effects of the flat-tax are what it does to energize
locally generated growth. As predicted in the Laffer Curve, the adoption of a flat-tax limits
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Corporations are, it is argued, historically taxed at the corporate level to avoid
having indefinite earnings deferrals and enabling the State to collect taxes.

1.6.4 Description and interpretation of the debt/equity structures and
situation based on undertaking size
As shown under Part 3, the equity structure and situation of undertakings differ
depending on their size. This observation could lead to consider that size is a factor
that affects the equity structure and situation of undertakings and that taxation may
not be an important factor in the equity structure determination of undertakings, at
least not taxation that is applied across the board.
A number of explanations for the observation that size is a factor of undertakings
equity structure and situation are developed below.

1.6.4.(a)

Undertaking size relevant to outline differences in management

structure and decision making
Differences in the levels of retained earnings based on business size may reflect the
extent to which a business owner is involved in the actual management of the
undertaking. The larger the company, the less involved the business owner is in the
management of the company.

In public undertakings for example, managers are

generally not the business owners themselves. This difference in management may
lead to differences in distribution orientation. Managers are usually found to be
biased in favour of retained earnings101, whereas business owners may have a more
neutral attitude as to whether or not to distribute based more on their personal
private needs, than on tax or other considerations. Managers of large undertakings
show bias toward retained earnings because free cash enables them to finance
growth and expansion (and consequently their own power), increase salaries, protect
employment from downturns, and have less accountability in having to find other
sources of financing.

the interest of tax evasion or avoidance for the wealthy, increases incentives to work, save,
invest and eliminates important tax agency costs.
101
Eugne F. Fama, Agency Problems and the Theory of the Firm, 88 J. POL. EO. 288 (1980).
See also Kevin J. Murphy, Corporate Performance and Managerial Remuneration: An
Empirical Analysis, 7 J. ACCT & ECON. 11, 21-22 (1985) and Steven A. Bank, Dividends and
Tax Policy in the Long Run, Illinois Law review, Volume 2007, Number 2 (2007).
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1.6.4.(b)

Undertaking size relevant to highlight impact of investors

Size may also define a dividend policy.

Many public undertakings have started

distributing dividends following the Enron debacle102. These are considerations
attributable to larger firms whose shareholdings are dispersed among a wide variety
of shareholders.

Managers may seek to indicate the real presence of current

earnings and profits by distributions thereby reassuring shareholders103. However,
distributing dividends means that if the company wishes to finance growth it will
have to seek approval from the capital markets, meaning greater scrutiny than would
otherwise be the case104.
In the same vein, it appears that in the United States, differences have been
observed between quoted and unquoted undertakings in their dividends policies.
Studies have found that “quoted companies paid higher dividends than unquoted
companies and were less likely to cut dividends in the face of deteriorating financial
conditions”105.

1.6.4.(c)

Undertaking size relevant to outline differences in management of

equity
There is a fundamental difference between small and large undertakings since the
shareholders of small undertakings are almost exclusively natural persons who are
residents of the same country as their company, while the shares of large
undertakings are mostly held by a holding company which is often located in another
country.
Shareholders of small undertakings are therefore affected by the various tax rates
that apply to natural persons (on dividends, interest, capital gains, etc.) which is not
the case for the shareholders of large undertakings, who generally pay no taxes on
the distribution of profits (Parent-Subsidiary Directive106) and in consequence are
allowed to manage the equity of the group in a tax efficient manner.
102

See for example a rather clear statement at
http://www.constellation.com/vcmfiles/Constellation/investors/2001AR/letter.htm.
103
Jeremy J. Siegel, The Dividend Deficit, WALL ST. J. Feb. 13, 2002, at A14.
104
Michael C. Jensen, Agency Costs of Free Cash Flow, Corporate Finance and Takeovers, 76
AM. ECON. REV. PAPERS & PROC. 323, 323 (1986).
105
Colin P. Mayer & Ian Alexander, Stock Markets and Corporate Performance: A Comparison
of Quoted and Unquoted Companies, CENTRE FOR ECONOMIC POLICY AND RESEARCH
DISCUSSION PAPER No. 571 (1991).
106
The Parent-Subsidiary Directive n°90/435/CEE as amended can be considered as one of
the cornerstones of cross-border corporate taxation in Europe. Upon fulfilment of certain
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Consequently, in order for an incentive to apply to all undertakings, it must
necessarily affect the corporate tax on the profit.

1.6.4.(d)

The debt/equity ratio based on undertaking size

The graph below presents debt to equity ratio depending on undertaking size.
Graph 20: Average debt to equity ratio in the Target Countries depending on
undertaking size over the period 2002 to 2005

SOURCE: AMADEUS

Although we believe, based on the analysis conducted throughout this Report, that
the impact of taxation can be different depending on the size of the undertaking, we
were unable to theorise on the differences between own equity structures of micro,

condition set by the Directive it obliges all EC-member states (i) to refrain from taxing the
perceived dividends by mother companies when the distributor is a company of another EC
member (Article 4), and (ii) states to refrain from applying any withholding tax on dividends
that are distributed to a mother company which is resident of another EC member (Article 5).

Page 114 / 486

small, medium-sized and large undertakings, since no clear trend could be
distinguished except for the fact that large undertakings fare consistently better
than SMEs in respect of their debt to equity levels.

One also notices downward

trends in the debt to equities ratio levels over the period 2002 to 2005 except for
micro undertakings, although as explained before the numbers from Romania do
have an important impact on the overall average for micro undertakings.

1.7 Business owner perception and understanding of the tax impact on
retention of earnings
1.7.1 General presentation of the survey results
The survey results should be handled with prudence in terms of what they show
regarding actual perceptions. First, business owners may find a tax law that suits
them (and serves their interest) to be neutral, when a precise analysis would show
that such a law favours retention of earnings. Second, business owner perception
may be a reflection of political perceptions of taxation. As stated earlier, taxation is
often used as a political tool and measures favouring retained earnings may be seen
as social and “left-wing” measures. Third, many Business Owners surveyed are micro
and small company owners, and often have difficulties in understanding the tax
system itself. Thus regulations have had an impact on them not because of their
content, but rather because of issues of simplicity and straightforwardness.

1.7.2 Presentation of other studies
1.7.2.(a)

The United States example

There have been relatively few changes in the double taxation burden of
undertakings in the past decades.

This makes the study of the tax impact on

retention of earnings and distribution difficult for the USA. However, in recent years
President Bush attended the inception of a piece of legislation from 2003 that
provided tax cuts on dividends.

Under this new legislation qualifying dividend

income became taxed at the same rate as capital gains tax, which was itself brought
down to 15 per cent from 20 per cent107.

This meant that depending on the

individual rate, the cut represented more than half of the previously applicable rate.

107

I.R.C. § 1 (h)(11), I.R.C. § 1 (h)(11)(B) (iii), and I.R.C. § 1 (h)(1)(C).
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The objective of the tax cut was to stimulate the economy and force managers to
distribute rather than inflate profits and pursue “speculative projects”108 or engage
in “empire building”109.
Following this tax cut studies have found that dividend policies have changed110. In
fact there has been a sharp increase in dividend payouts in the years 2003 through
2005111. Thus, there appears to be a correlation between the tax cut and company
dividend policy.
everyone though.

Business surveys confirm this112.

This view is not shared by

First, undertakings do not always confirm this113.

corporations started dividend payouts after the Enron scandal114.

Many

Others started

because the economic conditions made it possible with tax profits of US corporations
doubling between 2001 and 2005115. In their study, Blouin et al. also find that “we
are hesitant to conclude that tax rates caused dividends to increase.

We are

particularly cautious because the economy improved during the same period that
the legislation took effect and the business press was regularly reporting that the
market was looking to dividends, rather than earnings, to assess firm quality”116.
Thus, the United States confirms that a legislator may be sensitive to economic cycle
changes and that a tax cut may come at a moment when it is most likely to be

108

Steven A. Bank, Dividends and Tax Policy in the Long Run, Illinois Law review, Volume
2007, Number 2 (2007), p. 539.
109
Randall Morck & Bernard Yeung, Dividends taxation and Corporate Governance, 19 J.
ECON. PERSP. 163, 163 (2005).
110
Robert J. Barro, How tax reform Drives growth and Investment, BUS WK., Jan 24, 2005, at
26. Moore & Kerpen, Show Me the Money! Dividend Payouts After the Bush Tax Cut, CATO
INST. BRIEFING PAPER No. 88, at 1 (2004). Raj Chetty & Emmanuel Saez, Dividends taxes and
Corporations Behavior: Evidence from the 2003 Dividends tax Cut, 120 Q. J. ECON. 791
(2005). Jennifer L. Blouin et al., Did Dividends Increase Immediately After the 2003
reduction in Tax Rates? (Nat’l Business of Econ. Research, Working Paper No. 10301, 2004).
Jonathan Weisman, At the top, Pennies Per Share Add Up: Companies Boost Dividends After
Tax Cut, WASH. POST, April 8, 2005, at E01. Catherine Pratt, Deficits and the Dividends tax
Cut: Tax Policy as the Handmaiden of Budget Policy, 40-42 (Loyola Legal Studies, Paper No.
2006-31, 2006). Alon Brav et al., Payout Policy in the 21st Century, 77 J. FIN. ECON. 483, 484
(2005).
111
Ian McDonald, New Cash Cows: Biggest Stocks, WALL ST. J., Jan 2006, at C3.
112
Tim Gray, Here Come the Dividends. But Don’t Cheer Yet., N.Y. Times, Sept. 14, 2003, at
BU6. See also Jonathan Weisman, At the top, Pennies Per Share Add Up: Companies Boost
Dividends After Tax Cut, WASH. POST, April 8, 2005, at E01.
113
Rebecca Buckman, Microsoft, Awash in Cash, Declares its First Dividend, WALL. ST. J.,
Jan 17, 2003, at 1.
114
Raj Chetty & Emmanuel Saez, Dividends taxes and Corporations Behavior: Evidence from
the 2003 Dividends tax Cut, 120 Q. J. ECON. 791 (2005) at 793.
115
Art Pine & Simon Kennedy, Exxon, Dell, Pfizer, Under Pressure to Spend, May Spur
Economy, BLOOMBERG.COM NEWS, Aug. 22, 2005.
116
Jennifer L. Blouin et al., Did Dividends Increase Immediately After the 2003 reduction in
Tax Rates? (Nat’l Business of Econ. Research, Working Paper No. 10301, 2004) at 4.
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effective. In summary, a tax regulation’s impact may include the impacts of other
pre-existing factors.

1.7.2.(b)

The United Kingdom example

Studies of the tax impact on dividend policy in the UK show that corporations tend to
adjust dividends policies in response to long-term trends rather than to sudden
changes in policy.

Accordingly tax would not be considered a determinant of

dividend policy in the UK117. Other studies do find a tax impact on company dividend
policy118. It should be noted though that these studies focus on large undertakings
rather than on SMEs.

Further, it appears that depending on the variables used,

results themselves vary. Changes in shareholder ownership have seemingly had an
important impact on dividend policy and this may be related to taxation of groups of
shareholders such as pension funds.
It is possible that tax does not have a clear effect on company dividend policy.
However, tax does appear to have an impact on company structure. As described
below, when the UK adopted legislation that enabled corporations to pay no
corporate tax on profits below £10.000, the number of incorporated undertakings
grew dramatically in the years that followed, so much that the government had to
change the law.

1.7.2.(c)

Stages of company development and tax impact on distribution

policy
This Study does not look at the different stages in the development of undertakings
in measuring the tax impact on retention or distribution policy. However, studies
suggest that the degree of a company’s development impacts its distribution policy.
Undertakings at an early stage of their development or large established firms with
accumulated earnings will tend, in financing investments, to favour retained
earnings or debt financing over increases in equity.

Their shares will have been

outstanding for some time. These undertakings are thus impervious to tax policy
117

Steven A. Bank, Dividends and Tax Policy in the Long Run, Illinois Law review, Volume
2007, Number 2 (2007), p. 567
118
M. Ameziane Lasfer, Taxes and Dividends: The UK Evidence, 20 J. BANKING & FINACNE.
455, 470 (1996). Jeremy Edwards et al., The Effects of Taxation on Corporate Dividend
Policy in the UK (Inst. For Fisc. Stud., Working paper No. 96, 1985). James Poterba &
Lawrence Summers, The Economic Effect of Dividends taxation, in RECENT ADVANCES IN
CORPORATE FINANCE 227 (Edward Altman & Marti Subrahmanyam eds., 1985).
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regarding dividends because the tax on dividends “is already reflected in the price of
the outstanding shares”119.
consequences.

They will thus distribute regardless of the tax

Undertakings that want to issue new shares, and thus those that

want to be sensitive to tax changes, will typically be undertakings that are at stages
in their development falling somewhere between the infant firm (without access to
the capital markets) and the longstanding one that may not need such access120. If
the dividend policy depends on the stage of a company’s development, then the tax
impact is necessarily limited overall on SMEs.

In any case, the degree of a

company’s sensitivity to tax, depending on its stage of development, is a question
that should be addressed when devising policy to promote retention of earnings.

1.7.2.(d)

Company management structure

The perception of executives within undertakings may also be an important element
to take into account when analysing the perception of Business Owners. Although in
micro and small undertakings the non-owner executive input may be limited, in
medium-sized undertakings their role may be more important (and their perceptions
consequently more relevant) especially since their concerns may be different to
those of business owners. Company executives or managers are, it is argued, more
biased toward retention of earnings. The more cash-flow the company has the more
growth avenues they can pursue, the more their salaries can be increased, and the
safer their employment in case of a downturn121.

1.7.2.(e)

Perception of other factors impacting retained earnings and

dividends policy
The existence or continuity of dividends distribution may, as stated above, be
considered good corporate governance, exposing company managers to “periodic
screening”122.

In some countries where shareholders have limited rights or

traditionally do not interfere greatly in the management of undertakings, dividends

119

Steven A. Bank, Dividends and Tax Policy in the Long Run, Illinois Law review, Volume
2007, Number 2 (2007), p. 569-571.
120
Alan J. Auerbach & Kevin A. Hassett, On the Marginal Source of Investment Funds, 87 J.
PUB. ECON. 205, 216 (2002) at 229.
121
Frank Easterbrook, Two Agency-Cost Explanations of Dividends, 74 Am. Econ. Rev. 650
(1984).
122
Steven A. Bank, Brian R. Cheffins, Marc Goergen, Dividends and Politics, European
Corporate Governance Institute, Law Working Paper 24/2004, revised March 2006, p. 10.
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policy provides visibility.

Dividend cuts are interpreted as bad news and enable

timely “corrective action to avert a potential crisis”123.
In the United States, studies show that historically retained earnings were favoured
by corporations both before corporate income tax was introduced and afterwards.
That retained earnings have been favoured before the introduction of corporate
income tax makes sense. The absence of a corporate income tax means that profits
kept in the corporation and not distributed are untaxed, as in Estonia.

But the

introduction of a corporate income tax does not reverse the trend shows either that
a trend is only reversed over a longer period of time than anticipated, or that
“nontax, as well as tax motivations for corporate dividend policies”, need to be
taken into account124.

1.7.2.(f)

Past uses of taxes as a political tool to create a bias in favour of

retained earnings or dividends.
General perceptions of tax impact on retained earnings may be a feature of political
earmarking. The promotion of retained earnings is frequently associated with leftwing policies125. Reinvestment means that undertakings have more cash-flow, and
more funding available for investments, growth and employment. Distributing means
transferring the riches created by the company and its work force to investors.
Taking the UK as an example, Labour Chancellor of the Exchequer, Hugh Dalton,
justified increasing the tax burden on dividends, along the lines stated above, in
1947126. This reasoning had not changed in 1978 when another Labour Chancellor of
the Exchequer, Denis Healey, acted to control dividends on the basis that they made
the wealthy wealthier. In 1997, yet another Labour Chancellor of Exchequer, Gordon
Brown, marked a political change when he cancelled a tax exemption on
distribution127.

123

Steven A. Bank, Brian R. Cheffins, Marc Goergen, Dividends and Politics, European
Corporate Governance Institute, Law Working Paper 24/2004, revised March 2006 p. 11.
124
Steven A. Bank, Is Double Taxation a Scapegoat for Declining Dividends? Evidence from
History, New York University School of Law, Tax Law review, Volume Fifty-Six, Number
Three, (2003).
125
Mark J. Roe, Political Determinants of Corporate Governance, Oxford University Press,
(2003).
126
Steven A. Bank, Brian R. Cheffins, Marc Goergen, Dividends and Politics, European
Corporate Governance Institute, Law Working Paper 24/2004, revised March 2006, p. 15.
127
http://archive.treasury.gov.uk/pub/html/budget97/chxstat.html, visited June 11, 2007.
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When a particular political party is in power, the perception of tax impact may be
attributed to that political party’s goals (and earmarking of the use of specific
policies to attain these goals), rather than to the practical effects of a particular
measure.

1.7.3 Presentation of statistical results and interpretation
1.7.3.(a)

General summary table of responses from Business Owners

A general summary table of responses from Business Owners is attached as Annex 24.
A detailed presentation and analysis of the responses of Business Owners is provided
under Part 4.
Most Business Owners considered that specific measures governing retention or
distribution of profits have little or no impact, although they acknowledged an
impact on the overall tax regimes of their respective countries.

Such attitudes

reveal poor knowledge of and/or lack of interest in the details of national tax
legislation on the part of many of the Business Owners.
Hence we consider that of all the survey questions submitted to Business Owners, the
one that yields most information is question 11. This question is of a general nature
as opposed to most other questions, which refer to particular issues.
The average responses to question 11 are as follows:
- 49 per cent of Business Owners consider that it is more advantageous for them to
retain earnings;
- 26 per cent of Business Owners consider that it is more advantageous for them to
distribute profits;
- 25 per cent of Business Owners consider that tax has no effect on their decision to
retain or to distribute profits.
The high percentage of Business Owners, who consider retaining profit to be
advantageous, although this is not true in most countries surveyed, is in our opinion a
consequence of the mere existence of a dividends tax. Such a tax obviously creates
the perception that distribution is penalized by current tax legislation. In our opinion
this does not constitute a measure in favour of retention, since dividends tax will
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eventually be paid not only on the profit but also on the income generated by the
retained earnings.
Moreover, the answers obtained from Business Owners are to be interpreted in light
of their answers to the question: Has taxation in previous years been an important
factor in your decision to distribute profits?
The table below presents the answers of Business Owners to question 11.
Table 4: Perception of tax impact on decisions
to retain earnings or distribute profits
by Business Owners
Perception of YES
NO
tax impact
AT
X
CZ
X
DK
X
EE
X
ES
X
FI
X
FR
X
IE
X
IT
X
LT
X
LU
X
NL
X
NO
X
PL
X
PT
X
RO
X
SE
X
SI
X
SK
X
In our opinion it is significant that those countries where tax legislation contains
clear incentives in favour of retention of earnings, these being Estonia, Sweden and
Ireland, are among the small group of just 5 countries whose Business Owners
consider taxation an important factor in their decision to distribute profits. This is
especially so since we know that Norwegian Business Owners had good reason to
consider taxation an important factor, because dividends tax was 0 per cent until
2006 and has increased to 28 per cent since.
Although we do not have an explanation for the importance Polish Business Owners
attribute to taxation, we consider that the answers to questions on the issue
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establish that taxation can have an important impact on a business owner’s
decisions, provided a strong and clear tax incentive in favour of retention exists.

1.7.3.(b)

Summary table of responses to survey questions to Tax Advisers

A summary table describing the responses to survey questions by Tax Advisers is
presented under Annex 25.
A detailed presentation and analysis of the responses of Tax Advisers is provided
under Part 4.
Hence we consider that of all the Survey questions submitted to Tax Advisers, the
one that yielded the most relevant information was question 8.
Question 8 generated the following averages:
- 48 per cent of Tax Advisers generally consider that it is more advantageous for
business owners to retain earnings.
- 29 per cent of Tax Advisers generally consider that it is more advantageous for
business owners to distribute profits.
- 23 per cent think that tax has no effect on business owners’ decisions to retain or
to distribute profits.
The high percentage of Tax Advisers who consider that retaining earnings is more
advantageous, although this is not true of most countries considered, is in our
opinion a consequence of the mere existence of a dividends tax which obviously
creates a perception that distribution is penalized by tax legislation. In our opinion
this does not constitute a measure in favour of retention, since the dividends tax will
eventually be paid not only on profit but also on income generated by the retained
earnings.
Moreover, we consider it of interest that in most countries Tax Advisers do not give
unanimous answers to questions on taxation. Since these people are professionals,
we expected more homogeneity in answers to the questions. There was indeed some
agreement, but it seems that the issue of whether a measure affects the retention of
earnings or not is not as straightforward as it may seem. A number of explanations
are possible for this. It is possible that Tax Advisers were looking at the questions
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from a slightly different perspectives.

For example, Annex 25 shows that, on

average, Tax Advisers represented sole traders (11%), companies (52%), limited
partnerships (21%), and so on.

A Tax Adviser focusing on companies might give

different answers to one dealing mainly with sole traders.
Therefore any analysis of answers by Business Owners should take into consideration
the knowledge that depending on whether one represents a sole trader or a
corporation is a sole trader or owns a corporation the answers to the questions will
differ128.
When it is the case that even Tax Advisers have no clear or common view as to
whether retention or distribution of profits is more tax efficient, it seems clear to us
that tax legislation cannot significantly influence Business Owners’ decisions
regarding this issue.
Simpler measures may assist both Tax Advisers and Business Owners to more
accurately assess the advantages and disadvantages of proposed measures.

1.7.4 General analysis of responses

1.7.4.(a) Perception of the tax systems and their impact on Business Owners
decision whether to retain or distribute earnings.

While our research shows that most Business Owners consider their tax system
favours retention, our analysis allows us to conclude that in fact at best they
perceive taxation to be neutral.
Indeed, as we have seen, an overwhelming majority of Business Owners admit
that they do not take taxation into consideration when deciding whether to
retain earnings or distribute profits.

128

Apart from a difference in knowledge, This could also explain why Tax Advisers’ answers
may be different to Business Owners’ answers: In Ireland, for example, 100% of the Business
Owners were companies, 96% of them close; while only 74% of the Tax Advisers advised
companies, a mere 37% of which were closely held.
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Moreover, it should be noted that the most important so-called non-tax factor
that affects Business Owners’ decisions whether to distribute or retain earnings
is in fact financing of other business activities. If Business Owners decide to
distribute profits in view of investment in other business activities, it is
established that it cannot be because they consider that their tax system favours
retention. In countries where Business Owners really consider their tax systems
to be in favour of retention of earnings, they do not distribute. Rather, they
invest through their undertakings.
This is in fact confirmed by the Business Owners of most countries where
measures that really favour distribution exist. These Business Owners are the
only ones that take taxation into consideration when deciding whether to
distribute profits or retain earnings.
From this analysis and the lack of coherence between Business Owners’ answers,
one can deduce that when Business Owners state that the tax system favours
retention of earnings they are voicing frustration with the existence of the
double-taxation of distributed earnings. Many Business Owners represent micro
and small undertakings. As Business Owners they see their own company and its
earnings as belonging to them. They understand that earnings are taxed twice if
they want to distribute profits, whereas they are only taxed once when they
keep them within the company as earnings.
It is clear that Business Owners understand that there is no real tax incentive to
retain earnings. They know that the second round of taxes on distribution is less
than the first, and that they will be taxed on the earnings left after the first
round of taxation when they distribute.
In fact, in view of the most important reason given for distribution (investment)
one could even consider that the Business Owners of most Target Countries are
of the opinion that it is more beneficial to distribute, since they believe that
private income is more favourably taxed than business income.
However, based on their acknowledgement that they do not take taxes into
consideration when deciding whether to distribute or retain earnings, and the
fact that this attitude to taxation is confirmed by the incoherent answers
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referred to previously, the Survey clearly indicates that in most of the Target
Countries taxation is regarded as neutral by Business Owners when considering
whether to distribute profits or retain earnings.

1.7.4.(b) Possible impact of tax measures on Business Owners’ decisions on
whether to distribute or retain earnings

A vast majority of the surveyed Business Owners do not take taxation into
consideration when deciding whether to retain or distribute earnings. Moreover,
Business Owners and Tax Advisers consider that measures favouring retention
would only slightly influence Business Owners decisions.
Nevertheless, in spite of these answers which on a first reading may lead to
consider that tax measures do not have a great impact on Business Owners
decision on whether to distribute or retain earnings, the Survey generally does
confirm that taxation can be of great influence in the Business Owners’ choice.
This is explained below.
- Business Owners from countries such as Estonia, Ireland and Sweden, where tax
measures favour retention of earnings, take taxation into consideration when
deciding whether to retain or distribute earnings. When tax incentives are
applied Business Owners take them into consideration. The lack of importance
given to taxation by Business Owners in most countries seems to be a mere
consequence of the neutrality of these tax regimes. Business Owners from these
countries may well consider that taxation favours retention of earnings, but they
do not take this into account when making their decisions. Therefore the equity
structure of their undertakings will depend to a significant degree on factors
other than taxation.
This means that only Estonian, Irish and Swedish129 Business Owners clearly
indicated that taxation had an impact on their decisions to retain earnings in
their undertakings. These are the countries where tax regimes include real and
clear incentives in favour of retention.
129

Norway was not taken into consideration since their tax regime has been profoundly
modified as from 1st January 2006. By consequence, the studied economical data relates to a
period during which dividends tax rate was 0 per cent and the survey relates to a period
where the dividends tax rate was increased to 28 per cent.
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-

The fact that investment in other business activities is the most important
motivation for Business Owners to distribute profits confirms that taxation
can be a strong influence. Indeed, Business Owners’ motivation for investing
is financial. Hence, if investing through their company would allow them to
obtain a higher reward after taxes on their investment; we are convinced that
Business Owners would start investing through their undertakings rather than
after distribution. This would foster increased retained earnings. In countries
such as Estonia and Ireland where such measures are applied Business Owners
retain to invest through their undertakings.

-

The choices made by Business Owners of the tax measures that they would
like to see implemented in order to promote the retention of earnings are
revealing - no taxation on capital gains on sales of a business, reduced
taxation on undistributed earnings if earnings are retained for a minimum
period of time, reduced taxation for SMEs in general, and incentives for
capital gains tax purposes if the enterprise is sold. All these chosen options
show that Business Owners actually demonstrated a preference for those
measures which imply a general reduction in taxation. But in fact Business
Owners do not really understand the implications of all the proposed
measures. They believe that the impact on their decisions would only be
moderate when in reality this would not be the case. Once again, the results
of the Survey in countries such as Estonia indicate that when such measures
are applied, taxation is an important component in a business proprietor’s
thinking and decision making.

Although this may lead may to the conclusion that tax incentives will strongly
motivate Business Owners to retain earnings they would otherwise distribute, it
should also be borne in mind that when distribution is motivated by the
necessity of financing private expenses (the second biggest motivation to
distribute according to Business Owners) the applicable tax regime is less
relevant.
As a result, should governments really wish to influence the equity structure of
undertakings through taxation, it is feasible for them to do so. But the measures
that they need to take to attain this objective must be similar in scope and
nature to those taken by countries such as Estonia, Ireland and Sweden.
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This allows us to conclude that in the absence of a specific measure and/or a
general tax regime that favours retention and is explained as such to business
owners and tax advisers, taxation will not be taken into account and most
business owners may choose to distribute their profits.
Finally, the Experts Survey confirmed tex expert’s view according to which
specific tax incentives lead to increased own equity.

1.8 Combined analysis of results
We have provided two types of analytical presentation, using two different
methodologies.
The rationale for this choice is twofold. First, to provide a practical approach to the
issues under consideration, as requested. Second, the Questionnaire provided by the
European Commission focuses more on general perceptions of tax impacts than on
the evolution of such perceptions.
The first type of analytical presentation seeks to focus on general trends on one
hand, and on very specific examples on the other hand. The advantage of this is that
it closely follows the objectives of the Study and takes into account the data’s
relevance and its limits.

Further, it provides a practical view of the interaction

between perception, taxation and the equity situation. The methodology used as a
basis for the analysis is:
-

The observation of general trends based on the comparison of Modules 1, 2 and
3 for the 19 Target Countries;

-

The observation of specific case studies based on country specific input for the
three Modules.

The second type of analytical presentation aims to show intercepts between the
three Modules using regression analysis. The limits of this analysis are of course the
time parameter which affects results - especially where Module 1 is concerned, as it
deals with the previous equity situation, while Module 3 is concerned mainly with
current perceptions - even if the effects of this time disparity can be mitigated to
some degree. The results of this analysis are nevertheless interesting, because they
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highlight important features at least in the correlation between Modules 2 and 3;
show the limits of the scope of this study and point to the most significant aspects of
the impact of taxation.

1.8.1 Observations of correlations between tax measures and the equity
structure situation
1.8.1.(a)

General observations

The object of the Study is less to determine how perception translates into actual
equity structure, than to show how business owners perceive the way taxation is
likely to impact their decision making processes. As stated above, the European
Commission’s proposed Questionnaire focuses more on general perceptions of any tax
impact than on the development of perceptions over time. This is why the focus of
this section is on current perceptions and on current tax systems, including recent
changes. The Study of the equity situation covers previous equity situations in the 19
Target Countries up until quite recently. Its relevance rests on the assumption that
perceptions evolve slowly. To the extent that current perceptions contradict equity
structures of the past, recent changes in taxation may become relevant if we also
assume that such perceptions are acted upon.
The table below identifies those countries for which this Study has determined the
likely impact of taxation, given the different tax systems analysed. The difficulty in
establishing a correlation resides in time considerations. This table identifies in a
general way the current tax systems and their likely effects, and tries to take into
account recent changes.
Thus, the observations outlined below are mainly relevant with respect to the
correlations between Modules 2 and 3 (which compare current perceptions with
current tax systems) and between Modules 1 and 2 - but less so between Modules 1
and 3.

Page 128 / 486

Table 5: Tentative classification based mainly on Modules 2 and 3 results of
which tax system, among the Target Countries, favour the retention of
earnings, favour debt financing or propose no strong incentives either way.
2002
2003
2004
2005
2006
2007
CZ
CZ
CZ
CZ
CZ
Countries
where
retained EE
EE
EE
EE
EE
EE
earnings financing is favoured LT
IE
IE
LT
LT
LT
IE
SI
SI
IE
IE
IE
SI
LT
LT
SI
SI
SI
ES
ES
FR
FR
FR
Countries
where
debt FR
FR
FR
NL
NL
NL
financing is favoured
NL
NL
NL
NO
NO
NO
NO
RO
RO
RO
RO
PL
PL
ES
ES
RO
RO
ES
ES
AT
AT
LU
LU
LU
Countries with no strong LU
DK
DK
DK
DK
DK
incentive in either direction
AT
FI
FI
FI
FI
FI
CZ
IT
IT
IT
IT
IT
DK
LU
NO
PL
PL
PL
FI
NO
PL
PT
PT
PT
IT
PL
PT
SK
SK
SK
PT
PT
SE
SE
SE
SE
SK
SE
SK
AT
AT
AT
SE
SK
LU
The graph below presents the average debt to equity ratios for SMEs in countries
where tax systems favour retention of earnings. These countries are amongst those
that have the lowest debt to equity ratios, with most ratios under the 1.5 mark.
Graph 21: Average SME undertakings debt to equity ratio for the Target
Countries that appear to have a tax system that favours retention of earnings
over the period 2002 to 2005

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs
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The above observation is more accurate as regards large undertakings as shown
below.
The graph below presents the average debt to equity ratios for large undertakings in
countries where the tax system favours retention of earnings. These countries are
amongst those that present the lowest debt to equity ratios for large undertakings
with all ratios under the 1 mark.
Graph 22: Average large undertakings debt to equity ratio for the Target
Countries that appear to have a tax system that favours retention of earnings
over the period 2002 to 2005

SOURCE: AMADEUS

The analysis and reality are not always consistent with the perception of Business
Owners and Tax Advisers as shown in the table below derived from the Survey
results.
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Table 6: Perception of tax impact on decisions
to retain earnings or distribute profits
by Business Owners and Tax Advisers
Perception of + RE
+D
Neutral
tax impact
CZ TA*
X
CZ BO**
X
EE TA
X
EE BO
X
IE TA
X
IE BO
X
LT TA
X
LT BO
X
SI TA
X
SI BO
X
+RE means favouring retention of earnings
+D means favouring distribution of dividends
*TA means tax Advisers
**BO means business owners
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The graph below presents the average debt to equity ratios for SMEs in countries
whose tax systems are considered to favour distribution of profits. The result shows
an important discrepancy between countries when measures are not clearly in favour
of one or the other.

Graph 23: Average SME undertakings debt to equity ratio for Romania, Spain,
France and the Netherlands over the period 2002 to 2005

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs

Similarly, when taking into account large undertakings, the debt to equity ratios
present no specific trend amongst countries.
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The graph below presents the average debt to equity ratios for large undertakings in
countries where the tax system favours distribution.
Graph 24: Average large undertakings debt to equity ratio for Romania, Spain,
France and the Netherlands over the period 2002 to 2005

SOURCE: AMADEUS
*Average debt to equity ratios for large undertakings

Analysis and reality are not always consistent with perceptions of Business Owners
and Tax Advisers, as shown in the table below derived from the Survey results.
Table 7: Perception of tax impact on decisions
to retain earnings or distribute profits
by Business Owners and Tax Advisers
Perception of + RE
+D
Neutral
tax impact
ES TA*
X
ES BO**
X
FR TA
X
X
FR BO
X
NL TA
X
X
NL BO
X
RO TA
X
X
RO BO
X
+RE means favouring retention of earnings
+D means favouring distribution of dividends
*TA means tax Advisers
**BO means business owners
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With respect to Spain, the results of the Business Owner and Tax Adviser Survey may
be the consequence of the new tax regulations. These may be perceived as favouring
retention of earnings, but will not yet be translated into the debt to equity ratios,
and we do not consider them to be specifically aimed at promoting the retention of
earnings in any event130.
The graph below presents the average debt to equity ratios for SMEs in countries
where the tax system has a neutral impact on retention and distribution. The result
is inconclusive. Where measures favour retention of earnings the debt to equity
ratios are generally lower than 1.5 but here they are at or very close to the 2 mark,
with 40 per cent under 1.5.

130

In fact these new tax regulations are neutral regarding the decision of business owners to
distribute or retain earnings.
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Graph 25: Average SME undertakings debt to equity ratio for Target Countries
where the tax systems appears neutral over the period 2002 to 2005

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs
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The graph below presents the average debt to equity ratios for large undertakings in
countries where the tax system appears neutral. A majority of large undertakings in
these countries have debt to equity ratios above the 1.5 mark, but they also fall
below the 2.5 mark.

In comparison with the situation of large undertakings in

countries that favour retention of earnings, this constitutes a significant difference.
Graph 26: Average Large Undertakings debt to equity ratio for Target Countries
where the tax systems appears neutral over the period 2002 to 2005

SOURCE: AMADEUS
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The analysis and the reality are somewhat consistent with the perception of Business
Owners and Tax Advisers, as shown in the table below derived from the Survey
results.

Table 8: Perception of tax impact on decisions
to retain earnings or distribute profits
by Business Owners and Tax Advisers
Perception of + RE
+D
Neutral
tax impact
AT TA*
X
AT BO**
X
DK TA
X
DK BO
X
FI TA
X
FI BO
X
IT TA
X
X
X
IT BO
X
LU TA
X
LU BO
X
NO TA
X
X
NO BO
X
PL TA
X
PL BO
X
X
X
PT TA
X
PT BO
X
SE TA
X
X
SE BO
X
SK TA
X
SK BO
X
X
+RE means favouring retention of earnings
+D means favouring distribution of dividends
*TA means tax Advisers
**BO means business owners

With respect to Portugal, the Business Owners’ and Tax Advisers’ perceptions are
consistent with the results because the minority interest protection law that favours
distribution of profits is not a tax regulation. However, the tax system generally
appears neutral.

The debt to equity ratios translate the effect of the minority

interest protection law.

1.8.1.(b)

Country Specific Observations

As shown by the Surveys conducted under this Study, taxation in itself and its
perception are not the only factors influencing the debt to equity ratios of
undertakings. Nevertheless, there seems to be a correlation between relevant tax
measures and the debt to equity ratio in most countries.
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•

Austria: no specific tax measures aimed at promoting the retention
of earnings and slightly high debt to equity ratio by comparison to
the average over the Target Countries

The Austrian tax law neither encourages nor discourages business
owners to retain earnings in their undertakings.
Austrian Business Owners consider that their tax system favours
retention. However, these answers are weakened by the fact that
Austrian Business Owners do not consider taxation to be relevant when
deciding whether to retain earnings or distribute profits. Moreover,
the percentage of Austrian Business Owners who consider Austrian tax
law to favour retention is lower than the European average for the
same question.
Austrian Tax Advisers consider the Austrian tax regime neutral where
deciding whether to retain earnings or distribute profits is concerned.
The absence of an incentive either way leads to a debt to equity ratio
that is slightly above average.
The graph below shows that the debt to equity ratio for Austrian SMEs
is below the 19 Target Countries average but remains at around the 2
mark and was on the increase between 2004 and 2005. It would be
above the average if it were not for the Romanian ratio of 21 for
2005).
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Graph 27: Average SME debt to equity ratio for Austria over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Austria
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

The Czech Republic: Low corporate tax rates and providing
exemptions on capital gains taxation and promoting retention of
earnings. Low debt to equity ratios.

The graph below shows that the Czech Republic’s debt to equity
ratios for SMEs are among the lowest in the 19 Target Countries. This
should be read with prudence as numbers for micro undertakings
show negative equity which may be a bad sign.
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Graph 28: Average SME debt to equity ratio for the Czech Republic
over the period 2002 to 2005 compared with the average SME debt
to equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in the Czech Republic
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

The Country Expert does not consider that Czech tax legislation
favours retention of earnings. Thus, other factors may lead to the
ratios observed.

However, even if taxation alone is taken into

consideration, one observes that the combination of capital gains tax
exemption (when shares are held for more than 5 years), and the
recent drop in corporate rate tax (from 31 per cent to 24 per cent)
may, at least partly, explain good debt to equity ratios for the
country.
Another regulation that may have limited but significant impact when
combined with other measures is the thin capitalization rule which
exists in the Czech Republic.
Finally the Surveys confirm that Czech tax law does favour retention
of earnings.
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•

Denmark: Absence of tax incentives to retain earnings and high
dividends tax

The Danish tax law does not provide for any measure that encourages
or discourages business owners to retain earnings.
However, the mere fact that the tax on dividends is quite high (up to
43 per cent) in Denmark has in practice an important psychological
effect on Danish Business Owners.

They tend to delay taxation by

creating a holding company that will not be taxed on the dividends in
order to serve as a savings vehicle. This effect is purely psychological
since the money will at some stage be transferred to the business
owner which will trigger personal tax not only on the retained earnings
but also on the income it generated.
The results of the Surveys are quite astonishing since Business Owners
appear overwhelmingly to consider, despite the high dividends tax,
that taxation in Denmark favours distribution. Tax Advisers on the
other hand consider that Danish taxation favours the retention of
earnings. We are unable to explain these results except by the fact
that Business Owners also state in the Survey that that they do not
consider taxation when deciding whether to distribute or not.
The debt to equity ratio of Danish SMEs is relatively high for a country
we consider to have a neutral stance on retention of earnings, shown
in the graph below. It is lower than the average among the 19 Target
Countries (bearing in mind the influence of the Romanian ratio of 21
for 2005).
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Graph 29: Average SME debt to equity ratio for Denmark over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Denmark
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Estonia: promoting own equity through deferral of corporate tax

The Estonian tax law enables undertakings to defer taxation on their
profits by retaining them within the company. This measure has a very
strong effect on retention of earnings. The Surveys and a debt to
equity ratio that is much lower than the average in the examined
countries, confirm the positive effect of the measure as exemplified in
the graph below.
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Graph 30: Average SME debt to equity ratio for Estonia over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Estonia
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Finland: No significant tax incentive measures to retain earnings
but low debt/equity ratio

The Finnish tax law neither encourages nor discourages business
owners from retaining income in a company.
Although Finnish Tax Advisers consider that their tax legislation
favours distribution, the Survey of Business Owners confirms this
group’s perception of their tax legislation as neutral in its effect on
their decisions to retain earnings or distribute profits.

(This is

especially so since Business Owners do not seem to take taxation into
consideration when making their decisions to retain earnings or
distribute profits).
For reasons not related to taxation, the debt to equity ratio of Finnish
undertakings is amongst the lowest for countries that are considered
neutral. This idea is presented in the graph below.
It should be noted that the increase in the debt to equity ratio
between 2004 and 2005 may indicate that taxation does in fact have
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an effect on Business Owner decisions. The 2005 tax reform lead to an
effective increase in taxation on dividends131.
Graph 31: Average SME debt to equity ratio for Finland over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Finland
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

France: Private income taxation is lower than business income
taxation with no specific tax measures to favour retention of
earnings leading to high debt to equity ratios.

The French tax legislation does not contain any incentive in favour of
retention of earnings in a company. It actually encourages distribution
of profits since private income is taxed less than business income.
Although Business Owners consider taxation to be neutral, explicable
by the fact that they do not consider taxation when deciding whether
to distribute or retain earnings, the Survey clearly establishes that
French Tax Advisers consider tax law encourages distribution of
profits.

131

See Seppo Kari, Hanna Karikallio, Jukka Pirttilä, Anticipating Tax changes: Evidence from
the Finnish Corporate Income Tax Reform of 2005, Conference paper, 2007.
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As a consequence French undertakings have one of the highest average
debt to equity ratios among the countries examined, as shown in the
graph below.
Graph 32: Average SME debt to equity ratio for France over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in France
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

The new French government is aware of this situation but it has yet to
announce tax measures that will favour retention of earnings.

•

Ireland: promoting own equity by using a combination of low
corporate tax rates and a capital gains tax that is lower than the
dividends tax rate.

Ireland promotes the retention of earning by applying a very low
corporate tax rate combined with a relatively high dividends tax rate.
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This incentive is amplified by a low effective capital gains tax thanks
to exemptions which, compared to high dividends tax rates encourages
business owners to retain earnings.
This is confirmed by the Surveys, but not necessarily by the debt to
equity ratio which is average, although below the two mark as shown
in the graph below.
This may also be explained by certain disincentives to the retention of
earnings built into the Irish tax system.

For example closely held

companies need to distribute their passive (i.e. non-trading) income
within a particular time period, in order to avoid a surcharge on that
income.

Graph 33: Average SME debt to equity ratio for Ireland over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Ireland
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

The debt to equity ratio is the result of other factors, and not just
taxation. Economic growth may have generated financing needs of
such proportions that debt financing was needed. One also notes that
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the debt to equity ratio has been steadily dropping from 2003, which
coincides with a drop in corporate taxes from 26 per cent to 12.5 per
cent.

•

Italy: The absence of a real tax incentive either way leads to
relatively high debt to equity ratio

The Italian tax law neither encourages nor discourages business
owners from retaining earnings in their undertakings.
Italian Business Owners consider that their tax system favours
retention. However these answers are weakened by the fact that
Italian Business Owners do not consider taxation to be relevant when
deciding whether to retain earnings or distribute profits.
However, Italian Tax Advisers consider, by an overwhelming majority,
that their tax law favours distribution of profits.
This leads to a debt to equity ratio for SMEs that is above average (if
one excludes the extraordinary ratio of 21 for Romania) and in any
case above the 2 mark as exemplified in the graph below. However,
it should be noted that the trend is downwards.
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Graph 34: Average SME debt to equity ratio for Italy over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Italy
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Lithuania: Low corporate tax rate and low level of effective
taxation on capital gains explain the low debt to equity ratio

The Lithuanian tax law encourages business owners to retain earnings
in their undertakings by applying a low corporate tax rate and a low
capital gains tax that provides for exemptions.
Lithuanian Business Owners perceive that their tax system favours
retention. Tax Advisers confirm this.
This explains why the debt equity ratio of a Lithuanian company is
relatively low as presented in the graph below.
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Graph 35: Average SME debt to equity ratio for Lithuania over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Lithuania
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Luxembourg: No tax incentives either way but very low debt to
equity ratios

Luxembourg’s tax law neither encourages nor discourages business
owners from retaining earnings in their undertakings.
Business Owners in Luxembourg consider the tax system to be neutral
as far as their decisions about whether to retain earnings or distribute
profits are concerned.

They also acknowledge that taxation is not

taken into consideration when deciding. A narrow majority of Tax
Advisers consider that the tax system favours retention.
As presented in the graph below, the debt to equity ratio of
undertakings in Luxembourg is relatively low. Probably this is due to
the fact that Luxembourg’s economy is entirely focused on the
banking and finance sector. Further, the data does not include micro
undertakings.
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Graph 36: Average SME debt to equity ratio for Luxembourg over
the period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Luxembourg
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

The Netherlands: Tax incentive to distribute and very high debt to
equity ratios

Dutch tax law discourages business owners from retaining income in a
company since private income is taxed significantly less than business
income.
Dutch Business Owners consider that their tax system favours
retention.

However, these answers are weakened by the fact that

they do not consider taxation to be relevant when deciding whether to
retain earnings or distribute profits.
Dutch Tax Advisers are quite divided when asked about the impact of
their tax system on a business owner’s decision on whether to retain
earnings or distribute profits.
The graph below presents the idea that Dutch SMEs have high debt to
equity ratios (taking into account the fact the Romania’s 21 average
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debt to equity ratio for SMEs has a significant effect on the 19 Target
Countries average for that year).

Graph 37: Average SME debt to equity ratio for the Netherlands
over the period 2002 to 2005 compared with the average SME debt
to equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in the Netherlands
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Norway: Tax measures that promote high own equity (or low debtequity ratio) but with a reverse effect in the short term

The graph below shows that after falling steadily for a number of
years, debt to equity ratios stabilized in 2004 and 2005 in Norway.
This is probably related to the fiscal programme that was announced
long in advance, and that sought to tax dividends for the first time
starting in 2006.

This taxation of dividends may be considered a

measure that favours retention of earnings, but the announcement of
its coming into effect in 2006 will have caused a number of
distributions in the previous fiscal years. The result of the measure is
that it has stopped equity build ups within undertakings.
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Graph 38: Average SME debt to equity ratio for Norway over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Norway
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Poland: Low corporate tax rate offsets low tax rate on private
incomes explaining low debt equity ratio

The Polish corporate tax rate (19 per cent) is quite low, which
encourages retention. On the other hand, private income is taxed less
than business income, which encourages distribution. We consider that
in consequence Polish tax law neither encourages nor discourages
retention of earnings.
Polish Business Owners do consider however that their tax legislation
favours distribution. However, their answers are weakened by the fact
that Polish Business Owners do not consider taxation to be relevant
when deciding whether to retain earnings or distribute profits.
However, Polish Tax Advisers do consider by an overwhelming majority
(90 per cent), that their tax legislation favours retention.
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The graph below shows that the debt to equity ratio of Polish
undertakings is low compared to other countries.
Graph 39: Average SME debt to equity ratio for Poland over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Poland
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Portugal: Capital gains tax rate lower than the dividends tax rate
but the corporate law rules is discouraging retention which leads to
relatively high debt to equity ratios.

If tax legislation in Portugal is considered in isolation, a slight
incentive in favour of retention of earnings can be recognized. This
incentive is not sufficient to consider that Portuguese tax legislation
really favours retention.
Portuguese Business Owners consider that their tax system favours
retention.

However, these answers are weakened by the fact that

Portuguese Business Owners do not consider taxation to be relevant
when deciding whether to retain earnings or distribute profits.
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Portuguese Tax Advisers confirm the perception of business owners
that their tax legislation favours retention.
Portuguese corporate law contains rules by which retention of
earnings requires a special majority since retention is suspected of
being a violation of minority shareholders rights.
In our opinion this explains a debt to equity ratio that is above the two
mark for Portuguese SMEs as shown in the graph below.

Graph 40: Average SME debt to equity ratio for Portugal over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Portugal
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania
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•

Romania: Private income taxation lower than the business income
taxation with no incentive favouring retention of earnings leading
to high debt to equity ratios

The Romanian tax system does not provide for any incentive that
encourages business owners to retain earnings.
The Romanian Business Owners are allowed to grant loans to their
undertakings, which encourages them to distribute dividends since
interest is taxed at a rate of 16 per cent, while profits from a
company are subject first to corporate tax (16 per cent) and then to
dividends tax (16 per cent).
Romanian Business Owners do not consider taxation an influence their
decisions to retain earnings or distribute profits. To a much lesser
extent, Romanian Tax Advisers consider that their tax legislation
favours retention of earnings. In our opinion they are misled by the
fact that distribution implies payment of dividends tax which may
otherwise be postponed. We do not share their opinion since in the
case of retained earnings; the dividends tax will eventually apply not
only on the retained earnings, but also on the income they have
generated.
In any case, the debt to equity ratio of Romanian SMEs, which is the
highest of all countries examined, establishes that the perception in
favour of retention of earnings does not lead to retention in practice.
Although other factors apart from taxation clearly influence this debt
to equity ratio, we are convinced that if the tax legislation really
favoured retention, it would have lowered the debt to equity ratio.
The graph below presents the debt to equity ratio of Romanian SMEs.
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Graph 41: Average SME debt to equity ratio for Romania over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Romania
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Slovakia: Low corporate tax rate and low debt to equity ratios

Although Slovakian tax legislation does not provide for any specific
measure in favour of or against the retention of earnings, and is
totally neutral in that regard, the low corporate tax rate (19 per cent)
does seem to have an impact.
Slovakian Business Owners consider, by a very narrow majority, that
their tax system favours distribution of profits.

However these

answers are weakened by the fact that Slovakian Business Owners do
not consider taxation to be relevant when deciding whether to retain
earnings or distribute profits.
Slovakian Tax Advisers confirm the perception of Business Owners that
their tax legislation favours distribution.

However, it must be

emphasized that almost half of Slovakian Business Owners and tax
Advisers consider their tax legislation to be neutral.
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The graph below reveals that the debt to equity ratio of Slovakian
undertakings is low.

Graph 42: Average SME debt to equity ratio for Slovakia over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Slovakia
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Slovenia: Promoting retention of earnings through a capital gains
tax that is lower than the dividends tax rate, and a dividends tax
rate that decreases every five years.

The fact that the capital gains tax rate decreases by 5 per cent for
each period of retention encourages business owners to retain
earnings in their undertakings, since it allows the realisation of a tax
free profit if shares are held for at least 20 years prior to sale.
Moreover, the fact that Slovenia has announced that it will decrease
dividends tax by 5 per cent every 5 years until it reaches 0 per cent
motivates business owners to wait until the rate is decreased.
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The presence of incentives favouring retention of earnings is
confirmed by a low debt to equity ratio, highlighted in the graph
below.
Graph 43: Average SME debt to equity ratio for Slovenia over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Slovenia
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

However, the Surveys revealed that both Slovenian Business Owners
and Slovenian Tax Advisers consider that their tax system favours
distribution.

This may be attributed to the fact that as the dividends

tax will basically disappear in the long term, the incentive to
distribute will become significant in future. In the meantime it is also
true that to benefit from this long term advantage, business owners
will tend to retain current earnings so as to distribute them when the
dividends tax rate is down to 0 per cent.
This view of the Participants is explained by the fact that the tax rate
applicable to dividends creates a belief that distribution is favoured.
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Nevertheless, it can be assumed that the current taxation policy does
have a positive impact on the retention of earnings but that the
specific dividends tax policy will counterbalance this over the long
term. As shown by the debt to equity ratio progression in 2005 which
marked the first drop in the dividends tax rate, debt to equity ratios
although low are on the increase.

•

Spain:Tax measures discourage retention of earnings

The Spanish tax law discourages business owners from retaining
earnings in their undertakings since distributing and debt financing,
combined with private placements by the business owner, are more
tax efficient.
The Spanish Business Owners consider that their tax system favours
retention. However, these answers are weakened by the fact that
Spanish Business Owners do not consider taxation to be relevant when
deciding whether to retain earnings or distribute profits.
The Spanish Tax Advisers also consider that Spanish tax legislation
favours retention.
Participants appear to be misled by the perception that delaying
dividends tax is beneficial. When earnings are retained, a dividends
tax will eventually apply not only to these, but also to income that
they have generated.
The graph below shows that the Spanish debt to equity ratio increased
during the period studied and was quite high in 2005. (It would be
higher than the average within the 19 Target Countries if it were not
for the Romanian ratio of 21).
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Graph 44: Average SME debt to equity ratio for Spain over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Spain
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

•

Sweden: Tax measures that promote increase of own equity to
counterbalance other measures that foster distribution and debt
financing

The Swedish tax law enables undertakings to defer taxation on 25 per
cent of their earnings for a period of six years. This measure should
have a strong effect on retention of earnings.

However, relatively

high corporate taxes have limited this effect as interest deductibility
remains a leveraging tool and private income is taxed less. Thus, if
the deferral mechanism favours retention of earnings, its effects and
impact are neutralized by other tax measures.
The resulting debt to equity levels are average, as shown in the graph
below.

This does not mean that the Swedish measure has had no

impact. To the contrary, it has enabled Sweden to benefit from a
ratio of debt to equity that is average when, without the measures,
such a ratio might have been much higher.
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Graph 45: Average SME debt to equity ratio for Sweden over the
period 2002 to 2005 compared with the average SME debt to
equity ratio for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Sweden
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding
Romania

1.8.2 Econometric evaluations
In this section economic evaluations are undertaken in order to determine whether
or not a statistical correlation can be established between (i) tax regulation and
equity structure, (ii) tax regulation and perceptions of the tax system and (iii) the
perception of the tax system and the equity structure.
In summary it can be stated that the results of this mathematical exercise are mostly
inconclusive. No mathematical proof has been obtained that the tax system has a
significant impact on the equity structure of undertakings.
The absence of such mathematical evidence of the impact of tax measures on equity
structure does not mean that specific tax incentives favouring retention do not have
a favourable impact on company equity structure. In fact we have studied the
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repercussions of the absence of clear tax incentives in most of the countries. The
absence of such measures led for instance to the acknowledgement by Business
Owners in 14 Target Countries (of the 19 Target Countries studied) that taxation
does not influence their decision about whether to retain earnings or distribute
profits (see chapter 4 on perception).
Moreover, it is obvious that other factors132 influence the equity structure of
undertakings across the 19 Target countries.
Consequently, it would have been surprising if (given such a context) the
mathematical study had clearly established the impact of tax rates on equity
structure among undertakings across the 19 Target Countries.
The absence of mathematical proof of the influence of tax rates does not contradict
the fact that the equity structure can be favourably influenced by specific tax
measures. In fact, we consider that it shows that the few Target Countries133 that
offer incentives favouring retention have increased the own equity of their
undertakings by doing so.

1.8.2.(a) Econometric evaluation of the correlation between tax regulation
and undertaking equity structure and situation
Undertakings generally obtain financing either by borrowing from banks or by
appealing for investment from the public by means of equity. It may be postulated
that financing decisions can be based on the types of tax systems available in a
country.

For example, it may be expected that high dividends taxes reduce

distribution and hence the need for debt and high corporate taxes may lead to higher
debt-equity ratios due to higher tax shield of interest deductions on debt. Thus, an
analysis of the relationship between tax systems and company financial structures is
carried out below as presented in detail under Annex 35.

132

In our view, the main non-tax factors are, (i) the economic growth experienced by a
country, (ii) the banks policies in the Target Countries, (iii) the wealth of business owners,
(iv) corporate culture and habits of business owners, (v) sector of activity of undertakings,
(vi) stages of development of undertakings, etc…
133
These countries are: Ireland, Estonia, the Czech Republic, Slovenia, Lithuania and Sweden.
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In Annex 35, an attempt is conducted to analyse whether the company financing
structure in the EU is influenced by the type of tax system in place and the nature of
such a relationship, if any. In addition, the analysistakes into account the size of
firms. Furthermore the analysis was carried out according to the specific activities
of firm, i.e. manufacturing, distributive trades and services. Other parameters could
have been taken into account but these were the ones available.



Methodology

Cross-sectional regression analysis was used in order to assess the relationship
between tax systems and company financing structures.

The Target Countries

included in this analysis were: Austria, the Czech Republic, Denmark, Estonia,
Finland, France, Ireland, Italy, Lithuania, Luxembourg, the Netherlands, Norway,
Poland, Portugal, Romania, Slovakia, Slovenia, Spain and Sweden. The time period
covered was 2002 to 2005.

The analysis was carried out on the relationships

between (1) debt to equity ratio and tax structure; (2) current liabilities to equity
ratio and tax structure; and (3) taxation to earnings ratio and tax structure.
In the case of the relationship between the debt to equity ratio and tax structure,
regressions were carried out in order to assess the following characteristics of tax
systems, namely: (1) level of corporate tax; (2) level of dividends tax; (3) level of
capital gains tax on business; (4) level of non-business capital gains tax; and (5)
presence of other taxes on business capital e.g. inheritance tax. Any of these might
influence a company’s decision to finance itself by means of debt or by means of
equity. The debt to equity ratio is a financial ratio indicating the relative proportion
of debt to equity used to finance a company’s assets. If the ratio is greater than 1,
the majority of assets are financed through debt. If it is smaller than 1, assets are
primarily financed through equity.
In the case of the relationship between the current liabilities to equity ratio and tax
structure, regressions were carried out in order to assess the influence of the
following characteristics of the tax system, namely: (1) level of corporate tax; (2)
level of dividends tax; (3) level of capital gains tax on business; (4) level of
nonbusiness capital gains tax; and (5) presence of other taxes on business capital
e.g. inheritance tax. Any of these may influence a company’s decision to finance
itself by means of current liabilities or by means of equity. The current liabilities to
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equity ratio is a financial ratio indicating the relative proportion of current liabilities
to equity used to finance a company’s assets. If the ratio is greater than 1, the
majority of assets are financed through current liabilities. If it is smaller than 1,
assets are primarily financed through equity.
In the case of the relationship between the taxation to earnings ratio and the
relevant tax structure, regressions were carried out in order to assess whether the
level of corporate tax influences a company’s taxation to earnings ratio.
In order to analyze whether the size of a firm influences financing decisions, besides
the general regressions described above regressions were also carried out by size of
firm, i.e. micro firm (between 0 and 9 employees), small firm(between 10 and 49
employees), medium-sized firm(between 50 and 249 employees) and large firm (250
employees and more).
In order to analyze whether the nature of a firm influences financing decisions,
further regressions were carried out by type of business activity, i.e. manufacturing,
distributive trades and services.
Data pertaining to the financial statement ratios was obtained from the AMADEUS
database, while taxation statistics were obtained from the Country Reports supplied.



A priori expectations134

Before the regression analysis was carried out, an exercise was undertaken whereby
relationships between tax structure variables and different ratios, namely the debt
to equity ratio, current liabilities to equity ratio and taxation to earnings ratio, were
determined on the basis of economic pre-suppositions, as below.

134

It should be noted that the presuppositions relating to dividends tax, capital gains taxes
and inheritance taxes are valid only in respect to small enterprises as larger companies have
corporate shareholders that do not as such fall within the scope of such taxes or even non
resident individual shareholders (liable to dividends tax through withholdings reduced by
double tax treaties). As a result, the level of taxation in these countries depends on the tax
residency of the shareholder.
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•

Debt to Equity Ratio and Tax Structure

Corporate tax: An increase in the corporate tax rate is expected to lead to an
increase in the debt to equity ratio, due to a higher tax shield of interest
deductions on debt.

Similarly, a reduction in the corporate tax rate is

expected to lead to a drop in the debt to equity ratio.
Dividends tax: An increase in dividends taxes is expected to lead to a drop in
the debt to equity ratio, as higher divided tax reduces distribution and the
need for debt. Conversely, a decrease in dividends taxes is expected to lead
to an increase in the debt to equity ratio.
Capital gains tax (corporate): An increase in the corporate capital gains tax is
expected to lead to an increase in the debt to equity ratio, because higher
capital gains taxes on business provide an incentive for distribution. On the
other hand, a reduction in the corporate capital gains tax is expected to lead
to a lower debt to equity ratio.
Capital gains tax (other): An increase in non-corporate capital gains tax is
expected to lead to lower debt to equity ratios, because higher capital taxes
on non-business income provide an incentive for retention.

Conversely, a

decrease in non-corporate capital gains tax is expected to lead to an increase
in debt to equity ratios.
Inheritance taxes: An increase in inheritance taxes is expected to lead to
higher debt to equity ratios because inheritance taxes on business provide an
incentive for distribution. Similarly, a drop in inheritance taxes is expected
to lead to lower debt to equity ratios.

•

Current liabilities to equity ratio and tax structure

Corporate tax: An increase in the corporate tax rate is expected to lead to an
increase in the current liabilities to equity ratio, due to a higher tax shield of
interest deductions on current liabilities.

Similarly, a reduction in the

corporate tax rate is expected to lead to a drop in the current
liabilities/equity ratio.
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Dividends tax: An increase in dividends taxes is expected to lead to a drop in
the current liabilities to equity ratio, as higher divided tax reduces
distribution and the need for debt. Conversely, a decrease in dividends taxes
is expected to lead to an increase in the current liabilities to equity ratio.
Capital gains tax (corporate): An increase in the corporate capital gains tax is
expected to lead to an increase in the current liabilities to equity ratio,
because higher capital gains taxes on business provide an incentive for
distribution. On the other hand, a reduction in the corporate capital gains
tax is expected to lead to a lower current liabilities to equity ratio.
Capital gains tax (other): An increase in non-corporate capital gains tax is
expected to lead to lower current liabilities to equity ratios, because higher
capital taxes on non-business provide an incentive for retention. Conversely,
a decrease in non-corporate capital gains tax is expected to lead to an
increase in current liabilities to equity ratios.
Inheritance taxes: An increase in inheritance taxes is expected to lead to
higher current liabilities to equity ratios because inheritance taxes on
business provide an incentive for distribution. Similarly, a drop in inheritance
taxes is expected to lead to lower current liabilities to equity ratios.
•

Taxation to earnings ratio and tax structure

An increase in corporate taxes is expected to lead to higher taxation to
earnings ratio, while a drop in corporate taxes is expected to lead to lower
taxation to earnings ratio.



Results

The relationships described above were tested econometrically by means of crosssectional regression analysis for the period 2002 to 2005.

All the results and a

description of the results obtained for the three ratios are given under Annex 35.
The results obtained were evaluated on the basis of whether they were in line with
the theoretical a priori analysis provided above, as well as for their statistical
significance. Relationships between different variables may sometimes be due to
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mere chance or the sample chosen.

Thus, it is important to test for statistical

significance. When we say that a test is statistically significant, we generally mean
that the probability that the observed difference between the sample value and the
zero value is due to mere chance is small. By the same token, when we say that a
test is statistically insignificant, the observed difference between the sample value
and the zero value can very well be due to sampling variation, i.e. due to mere
chance. In other words, whether a relationship exists or not is entirely determined
by whether the regression results are statistically significant or not. If the results
are not statistically significant then we cannot conclude that there is a relationship
between tax structure and company financing.



Basic Conclusions

•

Debt to Equity Ratio and Tax System

The regression of debt to equity ratios on tax systems yielded results which
are statistically insignificant for all undertakings - micro firms, small firms
and medium-sized firms and large firms.

This implies that inter-country

differences in average debt to equity ratios over a medium term do not
appear to be significantly influenced by the high level characteristics of tax
systems. However, this does not preclude other variables being important
determinants of debt to equity ratios including structure of financial systems,
extent of direct foreign investment and corporate tradition. In the case of
large firms, the relationship between the corporate tax rate and the debt to
equity ratio was statistically significant. Furthermore, the result obtained was
in line with a priori expectations, implying that the results show that an
increase in the corporate tax rate on average leads to an increase in the
current debt to equity ratio, and a reduction in the corporate tax rate leads
to a drop in the current debt to equity ratio. The influence of corporate tax
over the debt to equity ratios of large firms may be a factor in the ability of
such firms to take advantage of different tax systems.
When the type of business activity was analyzed, none of the results were
statistically significant.

•

Current Liabilities to Equity Ratio and Tax System
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The regression of current liabilities to equity ratios as a function of tax
systems yielded results which are statistically insignificant for all firms, micro
firms, small firms, medium-sized and large firms.

This implies that inter-

country differences in average current liabilities to equity ratios over a
medium term period do not appear to be significantly influenced by the high
level characteristics of tax systems. However, this does not preclude other
variables being important determinants of current liabilities to equity ratios
including structure of financial systems, extent of direct foreign investment
and corporate tradition.
For the type of business activity, the only statistically significant result was
the relationship between the capital gains tax (other) and the current
liabilities to equity ratio. The results showed that on average, an increase in
non-corporate capital gains tax leads to lower current liabilities to equity
ratios, while a decrease in non-corporate capital gains tax leads to an
increase in current liabilities to equity ratios.

•

Taxation to Earnings Ratio and Tax System

The relationship between taxation to earnings ratios and tax systems gave
results which were statistically insignificant for all firm sizes analyzed, except
for medium-sized firms, where the results were statistically significant and in
line with a priori expectations. Thus, it can be concluded that for mediumsized firms, an increase in the level of corporate taxes leads on average to an
increase in the taxation to earnings ratios, and a drop in the corporate tax
rate on average leads to a reduction in the taxation to earnings ratio. The
same result was obtained in the distributive trades sector.



Regression analysis conclusions

The regression analysis gives the impression that in general there is no relationship
between types of tax systems and business financing decisions, except in the few
cases quoted above.
However these results can be explained by the fact that debt to equity ratios are
obviously influenced by many factors other than the applicable tax system.
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Hence, we are of the opinion that these results do not contradict the general
analysis, according to which taxation exerts a relative influence one the equity
structure of undertakings.
Although different contexts in the countries analyzed did not allow us to establish
this conclusion mathematically, our overall findings, our experiences in researching
the field and those communicated to us by the tax experts, as well as the results of
experts Surveys as shown under Part 4 of this Report, all confirm that taxation does
have an impact on financing methods used.

1.8.2.(b) An Econometric Investigation into the Relationships Between
Perceptions Concerning Tax System, Features of the Tax System and
Earnings Retention Behaviour



Introduction

The behaviour of firms in terms of earnings retention can be hypothesized to depend
upon tax incentives present within a jurisdiction which is relevant to a decision to
retain earnings or distribute profits. However beyond this it should be further
considered that actual decisions made by business owners in this regard may be
influenced by perceptions which relevant decision makers hold in relation to the
workings of the tax system. Thus, the reality and its perception may differ from what
the letter of the tax regulation states.



Methodology

In order to study these phenomena, the Survey undertaken in 19 Target Countries
assesses the perceptions of 10 Tax Advisers and 30 Business Owners in each country
in respect to issues relevant to decisions regarding earnings retention. It needs to be
recognized at the outset that such a Study can only be considered indicative of the
overall situations in different countries; it cannot claim to achieve any high degree
of statistical representation.

Page 169 / 486

However, to the extent that perceptions are fairly uniform across Tax Advisers and
Business Owners, the exercise can be expected to yield reasonable indications with
respect to the general situation.
The exercise consequently proceeded to test two hypotheses:
1. the tax system influences perceptions regarding the incentives available
towards earnings retention and profits distribution;
2. perceptions regarding the incentives offered by the tax system towards
earnings retention and profits distribution influence corporate financial structure.
In order to test these hypotheses, a numerical index assigns a score to each country
regarding perceptions of tax systems. The index can accommodate values between -1
and 1, with extremes denoting:
1 = there is a complete agreement within a country that the national tax
system offers incentives towards profits distribution/against earnings retention, with
the tax structure being perceived as important to a retention/distribution decision;
-1 = there is a complete agreement within the country that the national tax
system offers incentives towards earnings retention/against profits distribution, with
the tax structure being perceived as important to the retention/distribution
decision;
0 = tax system offers mixed, unclear, or conflicting incentives towards earnings
retention and profit distribution, with the decision in this situation not depending
upon the tax structure concerned.
Separate sub-indexes for this issue were developed for Tax Advisers and Business
Owners.
In practice, two alternative approaches were tested to construct the perceptions
sub-indexes for Tax Advisers and Business Owners. In the first approach, responses to
eight questions for Tax Advisers and to ten questions for Business Owners were
utilised. In the second approach, responses to one question each from both the Tax
Advisers and the Business Owners Surveys were utilized. In each case, for each
question, net responses were derived by subtracting the number of responses in
favour of earnings retention from those in favour of distribution, with neutral
answers not affecting the net response. The basic sub-indexes derived were
subsequently weighted by the responses to questions which indicate the importance
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attributed to tax in arriving at an earnings retention versus a distribution decision.
The approaches and the results yielded are provided under Annex 35.



Basic conclusion

In general, the results conform to a priori expectations in that countries like Estonia,
Norway, Portugal, and Spain emerge as revealing perceptions which mainly indicate
recognition of taxation incentives towards earnings retention, while those like
Slovakia and France emerge as revealing perceptions to the effect that tax systems
in these countries favour distribution of profits.
The methodology then proceeded to construct the overall index, as the average of
the two sub indexes. We note that there is a high degree of agreement between
Business Owners’ and Tax Advisers’ perceptions within each country, and also across
countries for both methods.
From these results, it can be seen that there is a high level of agreement between
the overall indexes, constructed using two different approaches, with the coefficient
of correlation between them standing at 91 per cent. This means that 91 per cent of
the changes in any one index are matched by changes in the other, i.e. the two
indexes have the same information content in 91 per cent of the cases.
Furthermore, both approaches produced results in conformity with a priori
expectations; countries like Estonia yielded business owner perceptions of their
respective tax systems as favouring retention of earnings, while others like Italy
were confirmed as more likely to demonstrate the opinion that taxation favoured or
encouraged the distribution of profits.



Regression analysis conclusions

On the basis of this approach regression and a correlation analyses were performed
to test the two hypotheses outlined above. The two approaches for deriving
perceptions indexes gave the same results from a qualitative viewpoint, which is
described below and in detail and graph form under Annex 35.
The first hypothesis presupposed that the tax system influences perceptions
regarding

the

incentives

available

towards

earnings

retention

and

profits
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distribution. In order to test this hypothesis, a regression analysis was conducted
with a dependent variable - the overall perceptions index, and explanatory variables
- the corporate tax rate, the dividends tax rate, the capital gains tax rate on
corporate earnings and the capital gains tax rate on non-business earnings135. A
priori, a higher corporate tax rate would be expected to discourage retained
earnings and consequently a positive regression coefficient is expected136.
Conversely, a higher dividend distribution tax rate would discourage distribution,
implying a negative coefficient in the regression analysis. By the same token, capital
gains tax on business and non-business income would be expected to have positive
and negative coefficients respectively.
The regression results indicate that overall, perceptions of taxation among business
owners are influenced by tax rates in the expected manner and in a statistically
significant way by the corporate tax rate and the dividend tax rate. On the other
hand the relationship with capital gains tax was found to be statistically
insignificant. These relationships are depicted in Graphs 46a, 46b and 46c attached
under Annex 35 (page31) and:

135

As explained earlier on, different regression exercises were conducted using as dependent
variable the perceptions index as per Approach 1 and Approach 2. The results do not
qualitatively change.
136
As explained earlier on, the perceptions index was constructed such that perceptions of
incentives towards distribution obtain a higher numeric score on the index.
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:

Graph 46:
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The second hypothesis presupposed that perceptions regarding incentives offered by
the tax system towards earnings retention and profits distribution influence
corporate financial structure. In order to test this hypothesis, a regression analysis
was conducted with the debt to equity ratio across countries as a dependent variable
and the perceptions index as an explanatory variable137.
There was found to be no statistically significant result in this case, showing that
cross-country differences in debt to equity ratios are dependent upon factors other
than perceptions pertaining to the tax system. This can be diagrammatically
observed in Chart 5 under Annex 35.
These conclusions are, of course, subject to the considerations of sampling errors in
the survey exercise and possible measurement errors in the company financial
structure databases.
Most of all these are influenced by the absence of incentives favouring retention of
earnings in most Target Countries, which led to a acknowledgement by Business
Owners in 14 Target Countries out of 19 in total that they do not take taxation into
consideration when deciding whether to retain earnings or distribute profits.

1.8.2.(c)

General analytical study of results obtained under Part II, Part III

and Part IV
We recognise that corporate law rules (governing limited liability business
undertakings) as well as financial rules (covering return on investment) favour low
own equity and hence distribution of profits. Rules do not compensate for this
effect, although loans are granted mostly on the basis of collateral which often
implies the presence of own equity.

Neither does the fact that collateral exists

exclude the existence of severe financial risks for undertakings.
Moreover, the balance between own equity and debt is contaminated by taxation
rules. Although some rules (tax on dividends) can be considered to favour retention,
we consider that based on the relatively high debt to equity ratios and the analysis
137

As discussed above, using each of the two indexes does alter qualitatively the result.
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of tax legislation, in most countries maintaining low own equity and debt financing is
shown to be much more tax efficient.
This can primarily be explained by the fact that debt financing allows for tax
deductions on interest while own equity financing does not.
Based on the experts Survey, the general findings of the present Study and our own
experience; we found that the debt to equity ratio can be improved by tax
measures.
We examined our findings thoroughly, as well as the documentation regarding
measures taken in other countries, and were able to identify the tax measures that
have an influence on the own equity of undertakings.

First, we reviewed tax measures that we consider encourage directly and in an
important way all business owners to retain earnings in the Target Countries.
These measures are:


Low corporate tax (especially when it is lower than the tax rate on private
income)

The Tax regime that confirms low corporate tax as an incentive in favour of
retention is the Irish tax regime, which provides for a corporate tax rate of 12.5 per
cent.
The debt to equity ratio of Irish undertakings was 1.77 in 2005 (as shown in the graph
below), which is average. Nevertheless in our opinion this ratio establishes the effect
of incentives in favour of retention considering the economic growth in Ireland that
encourages debt financing. Moreover, the fact that the debt ratio decreases tends
to establish that undertakings retain their earnings.
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Graph 47: Average SME debt to equity ratio for Ireland over the period 2002 to
2005 compared with the average SME debt to equity ratio for the Target
Countries

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Ireland
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

The Surveys confirm that the majority of Irish Business Owners consider (approx. 60
per cent) that their tax regime favours retention of earnings (as shown in the pie
chart below).
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Pie Chart 8: Answer to Question 11 in the Business Owners Survey for Ireland:
Taking only taxes into consideration, is it more advantageous for you as
Business Owner to retain or to distribute earnings?

Tax Advisers confirm this by an even larger majority (70 per cent).
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Pie Chart 9: Answer to Question 8 in the Tax Advisers Survey for Ireland: Taking
only taxes into consideration, is it more advantageous for business owners to
retain or to distribute earnings?

 Deferral of Corporate Tax
The country that provides the best example of the application of this method is
Estonia, where corporate tax is only triggered by distribution of profits.
The debt to equity ratio in Estonia is a quite positive 1,34 in 2005, as presented in
the graph below.
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Graph 48: Average SME debt to equity ratio for Estonia over the period 2002 to
2005 compared with the average SME debt to equity ratio for the Target
Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Estonia
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

Even more impressive than the debt to equity ratio are the Survey results
exemplified in the pie charts below.
These confirm that most Estonian Business Owners (92 per cent) consider that their
tax regime favours the retention of earnings.
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Pie Chart 10: Answer to Question 11 in the Business Owners Survey for Estonia:
Taking only taxes into considerations, is it more advantageous for you as
Business Owner to retain or to distribute earnings?

Tax Advisers confirm this unanimously (100 per cent).
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Pie Chart 11: Answer to Question 8 in the Tax Advisers Survey for Estonia:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or to distribute earnings?

Next, we considered tax measures that should encourage business owners
directly and in an important way to retain earnings although they were not
applied by any of the Target Countries. These measures are:

 Notional or deemed interest
None of the Target Countries applies such a system. Hence the present report
does

not

include

surveys

or

economic

data regarding

such

schemes.

Nevertheless, in our opinion and based on the Belgium example, these measures
would, in our view, provide a strong incentive in favour of retention of earnings.
However, this is only a view which is neither confirmed nor informed by survey
responses or economic data.
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Reduced corporate tax rate for SMEs conditional on the retention of earnings
during a minimum period of time
Although none of the countries examined applies such a system and the present



report does not include surveys results or economic data regarding such
schemes, it is the opinion of the authors of this report that such measures would
provide a strong incentive in favour of retention of earnings.

We went on to consider tax measures that encourage business owners of small
undertakings to retain earnings in the Target countries138. These tax measures
are:



High Dividends Tax Rate/Double taxation - High Wages Tax Rate

We consider that the consequences of such measures are disproportionate.
Moreover, we do not consider that such measures really favour retention of
earnings since, by taking this option, business owners will eventually pay
corporate tax not only on the income generated but, on top of that, pay
dividends tax on the retained earnings and on the income they generate.
Finally, our empirical findings regarding such measures did not reveal that they
lead to low debt to equity ratios based on findings in two Target Countries,
France and Romania.

138

These measures principally affect small companies since large companies have corporateand non resident shareholders who are not affected by capital gains tax and dividends tax.

Page 182 / 486

Graph 49: Average SME debt to equity ratio for France over the period 2002
to 2005 compared with the average SME debt to equity ratio for the Target
Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in France
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

Business Owners for France generally consider that taxation favours distribution.
It should however be noted that some, almost a quarter of them, do consider its
impact neutral.

Page 183 / 486

Pie Chart 12: Answer to Question 11 in the Business Owners Survey for
France: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

The Tax Advisers’ answer is clearer on one point at least. None consider that
tax favours retention of earnings.

Most opt for the answer that sees the tax

impact as favouring neither retention of earnings or distribution of profits.
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Pie Chart 13: Answer to Question 8 in the Tax Advisers Survey for France:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or to distribute earnings?

In Romania the debt to equity ratios are generally high over the period 2002 to
2005 in comparison to other countries in the Target Countries pool.
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Graph 50: Average SME debt to equity ratio for Romania over the period
2002 to 2005 compared with the average SME debt to equity ratio for the
Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Romania
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romani

Business Owner answers in Romania are rather surprising on the other hand. It
could be that in comparison with previous regulations the evolution of the tax
system tends to favour retention of earnings.
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Pie Chart 14: Answer to Question 11 in the Business Owners Survey for
Romania: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Further, for Tax Advisers, business owners take taxes into account when deciding
to distribute earnings. Thus, the perception that Business Owners have of the
tax bias will impact their decision to distribute. However, as shown above it
does not appear that the debt to equity ratios reflect this.
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Pie Chart 15: Answer to Question 4 in the Tax Advisers Survey for Romania:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Consequently we arrived at the conclusion that these measures are not
effective.
Nevertheless, the Surveys establish that dividends tax creates a perception that
it is retention that is being promoted and encouraged. However, it should be
made clear that such a perception is not as strong as that created by other
measures discussed above (namely deferral of corporate tax and notional or
deemed interests).



Dividends tax rate is higher than capital gains tax rate

Where the shareholders are natural persons, retention of earnings is encouraged
when the tax rate on dividends is higher than on capital gains, since the business
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owner can wait until he or she retires and then sell their company for a higher
price.
However, when the shares are sold to a natural person, postponing distribution
will not in fact produce the desired effect, because any dividends tax latency
will be taken into consideration when establishing the purchase price. If, on the
other hand, the shares are bought by another company, tax latency is not an
issue since dividends are generally exempted from corporate tax.
Hence, lower capital gains tax than dividends tax will encourage business owners
to retain earnings in their undertakings. This measure is applied successfully by
the Czech Republic and Slovenia, two of the countries where undertakings have
the lowest debt to equity ratios, as shown in the graphs and pie charts below.
Graph 51: Average SME debt to equity ratio for the Czech Republic over the
period 2002 to 2005 compared with the average SME debt to equity ratio
for the Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in the Czech Republic
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania
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Pie Chart 16: Answer to Question 11 in the Business Owners Survey for
Czech Republic: Taking only taxes into consideration, is it more
advantageous for you as business owner to retain or to distribute earnings?

Few Tax Advisers consider that taxation favours distribution but more so than
Business Owners.
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Pie Chart 17: Answer to Question 8 in the Tax Advisers Survey for Czech
Republic: Taking only taxes into consideration, is it more advantageous for
business owners to retain or to distribute earnings?
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In Slovenia, the debt to equity ratio is low comparatively to the other Target
Countries.
Graph 52: Average SME debt to equity ratio for Slovenia over the period
2002 to 2005 compared with the average SME debt to equity ratio for the
Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Slovenia
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania

As shown below, 60 percent of Business Owners consider that the tax system is
neutral, that is that it does no promote retention of earnings or distribution of
profits.

Interestingly, more of them consider that the system favours

distribution over retention.
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Pie Chart 18: Answer to Question 11 in the Business Owners Survey for
Slovenia: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

The responses by Tax Advisers are very different; with a strong majority
considering that it is more advantageous for business owners to distribute
earnings.
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Pie Chart 19: Answer to question 8 in the Tax Advisers Survey for Slovenia:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or to distribute earnings?

Finally, we considered tax and other measures applied in some of the Target
Countries which either makes retention mandatory in certain cases, or sanction
debt to equity ratios. These measures are:


Thin capitalization rules

 Legal reserve
These measures do not really provide any incentive in favour of retaining profits,
but rather sanction debt to equity ratios that are too high (thin capitalization
rule), or provide for mandatory retention (legal reserve). Obviously, at the same
time they appear to favour retention of earnings.
We recognize that although most countries apply at least one of these measures,
they do not affect debt to equity ratios significantly. Legislation could be used to
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apply these measures more extensively, which would improve debt to equity
ratios.
Nevertheless, we do not consider that such measures are sound, as we fear that
they would slow investment and hence could promote recession.
While looking for measures that favour retention of earnings we encountered
some measures that discourage retention. These measures are:


Establishing distribution of profits as the norm (example Portugal-see 1.5.3
(a))

The Portuguese debt to equity ratios are average by comparison to the other
Target Countries.
Graph 53: Average SME debt to equity ratio for Portugal over the period
2002 to 2005 compared with the average SME debt to equity ratio for the
Target Countries over the same period

SOURCE: AMADEUS
*Average debt to equity ratios for SMEs in Portugal
**Average debt to equity rations for SMEs in the 19 Target Countries
***Average debt to equity ratios for SMEs in the 19 Target countries excluding Romania
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Generally Business Owners and Tax Advisers concur and consider that taxation
favours retaining earnings.

88 per cent of Portuguese Business Owners see

taxation as favouring retention of earnings.

Pie Chart 20: Answer to Question 11 in the Business Owners Survey for
Portugal: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

70 per cent of the Portuguese Tax Advisers consider that taxation favours retention
of earnings. The remainder see a bias in favour of distribution of profit. All consider
that taxation has a bias in favour of one or the other.

Page 196 / 486

Pie Chart 21: Answer to Question 8 in the Tax Advisers Survey for Portugal:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or to distribute earnings?



Much higher tax rates for business income than for private income (see
1.5.6)

When private income is taxed at a lower rate than business income, it
encourages distribution since the distributed money gives the business owner the
opportunity to obtain private instead of business income.
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1.9 Conclusions, recommendations and lessons learned
1.9.1 Conclusions and lessons learned
1.9.1.(a)

Conclusions

To establish effective correlation between the different Modules would require us to
take account of: (a) the evolution of tax systems, (b) the evolution of equity
situations and (c) the evolution of perceptions. Since this Study does not address the
evolution of perceptions as such but merely perceptions of tax impact in general, we
have tried to categorize tax systems in general over the last few years, and to
encompass the general evolution of the equity situation in the 19 Target Countries.
By categorizing and observing general trends and highlighting specific situations we
have been able to derive results that are more practical than theoretical.
The Team also conducted a number of regression analyses to identify correlations
between the different modules. In practice these are limited by time parameters
which are not the same for each module.

By weighting certain variables and

focusing on the comparison between Modules 2 and 3, the regression analyses
identify key intersections between the Modules. However, for the reasons explained
above, the Study does not seek to define a theory on the effect of taxation on
business owners, but rather to identify cases where individuals’ perceptions of the
tax impact on their decisions coincide with objectives pursued by EU national tax
systems, and may help to explain own equity levels.
Where regression analysis could not provide an adequate insight into correlations
between the Modules, observation of general trends and determination of specific
examples, led to more conclusive results.

1.9.1.(b)

Lessons learned

Although we were unable to explain all the discrepancies which contributed to our
inability to obtain conclusive statistical results, it is clear that debt to equity ratios
are influenced by factors139 other than tax legislation.

139

As explained before the main non-tax factors are, (i) the economic growth experienced by
a country, (ii) the policy of banks in the studied countries, (iii) the wealth of business owners,
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Hence, we are of the opinion that tax incentives in favour of retention do have an
effect even though, in some cases, a country that applies them may have worse
ratios than certain countries that do not. We consider that undertakings in a country
that applies incentives favouring retention would have had worse debt to equity
ratios without these incentives (except where such incentives are not understood by
business owners).
Therefore, we strongly advise countries that wish to encourage business owners to
retain earnings not only to apply measures, but also to be careful to provide
sufficient publicity for the measures.
We considered the following measures:
•

Sole Trader and Partnership treatment

Obviously measures that affect undertakings do not apply to sole
traders and partnerships. Hence the measures described below do not
apply to the smallest businesses’ concerns. Nevertheless, it is possible
to promote reinvestment by sole traders and partnerships.
In order to do so a number of countries decided to consider sole
traders and/or partnerships as separate legal entities for the purposes
of taxation. This is the case, for example, for the Czech Republic,
Estonia, Lithuania, Norway, Portugal, Romania and Slovenia.

One

effect of this is that these undertakings gain greater visibility for
conducting study and analysis.

The other more important result is

that business owners of small and very small enterprises are, as a
result of this more inclusive approach, placed on a more level playing
field with corporate structures.

This should prove positive for a

number of reasons. First, individual income is generally taxed at a
higher rate than corporate income. Second, these undertakings will
be able to grow more easily through outside financing and debt
financing.

Third, the benefits granted to corporations on retained

(iv) corporate culture and habits of business owners, (iv) the sector of activity of an
undertaking, (v) the stage of development of an undertaking, etc…
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earnings also benefit owners of smaller business, since there is no
longer so much confusion between private and business assets.
Going one step further, Austria recently granted partnerships and sole
traders the same tax treatment as undertakings on reinvested profits.
These measures will have an important impact on the equity
structures of Austrian undertakings, not least because most business
undertakings there are sole traders and partnerships.
Countries wishing to encourage reinvestment of profits by sole traders
and partnerships would be well advised to apply a similar system.

•

Preliminary
governance

remark:

Distribution

of

profits

and

corporate

Although such issues are not a major concern of this Study, it is
important to note that in the current context of corporate scandals,
investors today value firms inclined to distribute dividends more than
they used to. The reason for this is that firms such as Enron have
repeatedly claimed to be retaining earnings when in fact they were
manipulating accounts. It is argued today that when dividends are
paid out, accounting manipulations are more difficult to conceal.
Thus, firms that pay out dividends are seen as more sound, with better
corporate governance than their non-paying counterparts140. This
analysis concerns large firms rather than SMEs.

To promote SME

equity financing whilst ensuring good corporate practices by larger
undertakings, different treatment for each group may be warranted.

General findings: A neutral tax system does not encourage retention of earnings
Based on our analysis of the Surveys, debt to equity ratios, and applicable tax
legislation in all the countries studied we are able to state that, in order to increase
own equity it is necessary to implement specific and clear incentives that make it
tax efficient for business owners to retain earnings in their undertakings.

140

Ronald C. Lease, Kose John, Avner Kalay, Uri Loewenstein and Oded H. Sarig, Dividend
Policy: Its Impact on Firm Value 102-6 (2000).
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The lack of such measures creates a situation in which, according to the Business
Owners surveyed, taxation is not taken into consideration when a decision is made
on whether to retain earnings or distribute profits.
When Business Owners do not take taxation into consideration, it seems that they
tend to distribute profits and keep own equity levels at a minimum.

Measures in order to encourage retention of earnings and increased own equity
We analysed a series of incentives that could be used to encourage retention of
earnings and increase own equity.
These measures can be classified as follows:
Category 1: Measures that specifically encourage an increase in
own equity:
1.a Notional or deemed interest
1.b Deferral of corporate tax
1.c Reduced corporate tax rate for SMEs conditional on the
retention of earnings.
Category 2: Measures that indirectly promote increases in own
equity but imply important changes whose implications go far
beyond the scope of the present Study:
2.a Low corporate tax rate
2.b High dividends tax rate
2.c Capital gains tax rate lower than dividends tax rate
2.d Tax rate on private income equal to the tax rate on business
income
Category 3: Mandatory measures or sanctions that lead to increases
in own equity, but which in our opinion should be used with
caution since they could hinder growth.
3.a Thin capitalisation rule
3.b Legal reserve
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1.9.2 Recommendations
1.9.2.(a)

Recommendations on the issue of perceptions

In order to more clearly assess the impact of taxation on the perceptions of business
owners, it would be advisable to monitor any change in those perceptions on an
annual basis over the next five years. This would permit analysis of how perceptions
evolve, and what triggers changes in perception.
Further, the perceptions of business owners are at least as important as those of
investors, and even more so within the context of SMEs. Investors contribute to the
dividends policies and debt financing policies of undertakings141.

1.9.2.(b)

Recommendations on enhancing own equity

If a country wishes to introduce tax incentives with a view to encouraging business
owners to retain earnings in their undertakings, in our opinion the best way to
proceed is by introducing one of the following measures:
- Notional or deemed interest: this incentive is the only one that takes investment in
capital into consideration. Furthermore, it enhances the attraction of investment
and neutralises tax competition inside the EU as far as own equity is concerned. It
would attract investments because of the fact that capital investment becomes
compensated regardless of risk. It would also neutralise tax competition inside the
EU as far as own equity is concerned because undertakings do not play tax countries
against each other on tax deductibility but rather are sensitive to interest rates
which today are relatively harmonized.
- Deferral of corporate tax: this incentive is applied in two of the countries analysed,
Estonia and Sweden, which allowed us to establish its capacity to promote retention
of earnings.
- Reduced corporate tax rate for SMEs conditional on the retention of earnings142:
this incentive has an advantage over the previous two measures since it does not
imply any cost.

141

See M. Ameziane Lasfer, Taxes and Dividends : The UK Evidence, 20 J. Banking & Finance.
455, 470 (1996).
142
Since reduced Corporate Tax Rate for SME already exists, adding an additionnal condition
to its application cannot imply an additional cost.
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Although the other measures examined proved, in some cases, to be successful, we
do not recommend them as incentives to promote increases in own equity. Either
they have disproportionate consequences and are not sufficiently understood
(particularly by business owners) to promote the desired effect (category 2 above)143.
Or they would, in our opinion, limit growth and not necessarily guarantee that
increases in own equity would be encouraged (Category 3 above)144.
Obviously, for some countries important changes are not possible because of
structural, cultural and historical reasons. Changes for many countries should be
organized in small incremental steps.

However, we believe that the above

recommendations are not unrealistic options.

Although introducing a system of

notional interest or of corporate tax deferral could be considered fundamental
modifications difficult to implement in most countries, they have merit and were
implemented in countries that have complex systems; Belgium implemented the
notional interest system in 2006.

In any event one recommendation may well

correspond to what most would consider a small incremental step.

That is the

recommendation that allows for the application of a reduced corporate tax rate for
SMEs conditioned on their retention of levels of profits.
Indeed, most Target Countries already apply conditional reduced corporate tax rates
for SMEs. These reduced tax rates are usually motivated by the fact that (i) SMEs are
considered the engines of national economies145 and (ii) it is common knowledge that
larger companies fare better when it comes to tax planning and tax avoidance.
Thus, granting a reduced tax rate to SMEs that really commit to their expansion and
survival in case of crisis by retaining earnings would only be part of an existing
strategy for most Target Countries.

Such reduced rate could even be a further

condition to add to the current conditions to be fulfilled to obtain the reduced
rate146.

143

See Section 1.5.5 (b)
See Section 1.5.5 (b)
145
Legislators are thus eager to make entrepreneurship attractive.
146
In fact we could go as far as writing that Target Countries that grant reduced rates to SMEs
without adding the condition that they retain minimum earnings do not aim at improving the
equity structure of SMEs.
144
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2 TAX LAW SYSTEMS PRESENTATION AND RELEVANT
TAX INFORMATION IN PARTICIPATING COUNTRIES
(MODULE 2)
2.1 Context
Some countries have adopted measures that specifically promote increases in
business undertakings’ own equity. Some others have adopted a mixture of measures
that aim at both promoting such increases and ensuring that short term tax revenue
is not jeopardized by measures that would be considered too favourable. Promoting
own equity has to be reconciled with a number of other objectives pursued by
governments.
In some countries, as identified under sections 1.5.1 and 1.5.7, taxation clearly and
expressly favours retention of earnings. In others it favours distribution of dividends.
In others again it is relatively neutral. The influence of all of these tax measures on
equity structure and business owner perceptions will vary depending on their official
aims and their scope.

2.2 Objectives
As stated before, the General Objective of the Project is the determination of those
tax provisions that Business Owners perceive to have an effect on their decisions to
retain earnings. This called for a presentation of relevant tax systems to evaluate
what each actually promotes in terms of distribution of profits or retention of
earnings, or whether they are neutral in this respect.
The specific objectives of Module 2 are thus to describe and analyze the main tax
provisions such as:
•

corporate income tax,

•

income tax,

•

capital gains tax,

•

taxes and charges on salaries and

•

other taxes.
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Each of these taxes is examined in each Country for different forms of company
(partnerships, sole traders, corporations, pass-through undertakings); as tax
treatment is form sensitive.
The 2001 report on “Company Taxation in the Internal Market” 147 is also taken into
account in as far as it is relevant to this Project.
Finally, the tax provisions summarized are current.

However, for purposes of

comparison with the results obtained under Module 1 (Part 3), the tax provisions in
force between 2002 and 2004 are also described and analyzed, and relevant changes
since then identified (up to as recently as possible), including how such changes have
impacted or can impact SME equity structure.

2.3 Presuppositions
To implement Part 2 and Module 2 it was assumed that the questions included in the
General Questionnaire were adequate, if answered, to provide sufficient information
to fulfil the objectives pursued under Part 2.

2.4 Presentation and implementation of methodology
As stated earlier, the Methodology to implement the Project involves the
establishment of a number of modules.

2.4.1

The Substance

The Module 2 includes describing in detail, with references to specific regulations or
decisions for each Target Country:
-

corporate income tax,

-

income tax,

-

capital gains tax, and

-

other relevant taxes

for undertakings such as:
-

sole traders,

147

downloadable from
http://europa.eu.int/comm/taxation_customs/resources/documents/company_tax_study_en
.pdf
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-

corporations, and

-

partnerships

This is necessary as within each country such undertakings can be subject to
substantially different regimes.
In implementing this module, a previous study undertaken in 2001 was taken into
consideration. Any substantial changes or planned changes that occurred after
January 1st 2006 are also presented.

2.4.2

The Country Experts to implement the Module

Module 2 involves using Country Experts to present, describe and analyse the main
tax provisions in each Target Country at January 1st 2006 and most recent changes,
in so far as such provisions have a direct or indirect impact on the retention of
earnings.
The following Country Experts were designated and approved by the Beneficiary to
implement Module 2 in the Target Countries. All Country Experts are members of
the MAZARS network and are experts in tax auditing and accounting.

In the

implementation of this Module 2, each expert acted independently working with the
Team Leader and Eric Vermeulen the MAZARS coordinator.
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Table 9: List of Country Experts
Country148
Expert
Austria (AT)
Peter Ernst
The Czech Republic (CZ)
Gregory
Centurione/Jaroslav
Krivánek
Denmark (DK)
Carsten Ploug Thomsen
Estonia (EE)
Jürgen Valter
Finland (FI)
Päivi Sten / Tom Hoffström
France (FR)
Serge
Castillon/Isabelle
Courbière
Ireland (IE)
Noel Cunningham
Italy (IT)
Raffaele Di Landro
Lithuania (LT)
Arunas Sidlauskas
Luxembourg (LU)
Patrick Rochas
The Netherlands (NL)
Eric Vermeulen
Norway (NO)
Rune Jalving
Poland (PL)
Martin Eckert
Portugal (PT)
Justino Romão
Romania (RO)
Vlad Chiripus
Slovakia (SK)
Milica Kadelová/Mickael
Compagnon
Slovenia (SI)
Klara Vovk-Zavec
Spain (ES)
Angel Baena Aguilar
Sweden (SE)
Peter Nordström

2.4.3

Annex
ANNEX 5
ANNEX 6
ANNEX
ANNEX
ANNEX
ANNEX

7
8
9
10

ANNEX
ANNEX
ANNEX
ANNEX
ANNEX
ANNEX
ANNEX
ANNEX
ANNEX
ANNEX

11
12
13
14
15
16
17
18
19
20

ANNEX 21
ANNEX 22
ANNEX 23

Questionnaire used as a basis for the Country Reports

Each Country Report used the Questionnaire included under Annex 2 as a basis. The
Country Reports go beyond the actual questionnaire and seek to present each
Country’s tax system in the most complete manner, given the scope of Module 2 and
the short time-frame.
Further, the Country Reports focus on those tax provisions that have an impact,
direct or indirect, on decisions to retain earnings or distribute profits. They highlight
tax obstacles to the retention of earnings and measures that have been implemented
to encourage it. Such measures should have led to increases in own equity,
particularly for small enterprises, which not only need to increase own equity for
growth, but also for greater resilience.
Each Country Report further provides references to relevant provisions in support of
the answers provided, and many practical examples are also presented to the reader
for ease of understanding.
148

Country abbreviations are based on the ISO 3166-1-alpha-2 code elements and Eurostat.
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2.4.4

Form of the Country Reports

The Country Reports generally follow the same format. The format was prepared by
the Team Leader to facilitate the reading of the Country Reports and their use in
preparing the Final Report.
The Country Reports are all provided in the English language.

2.4.5

Using the Country Reports within the context of the Project

The Country Reports are stand-alone reports that will be identified as the
contribution of each Country Expert to this Project. They have been prepared in the
most professional manner and present the most interesting and enriching findings.
They provide an in-depth analysis of the Target Countries’ tax systems. Therefore
they constitute the main findings under Module 2.

2.4.6

Completing the Country Reports

To ensure that information provided in the Country Reports could be confirmed or
clarified, information on tax systems and regulations was collected from other
sources independent of the Country Experts.

•

Official resources
The official online resources of each Target Country were
identified and researched and relevant regulations were obtained
where available.

•

Online resources
An important number of documents was collected from online
resources on tax systems and changes in regulations in the Target
Countries.

These are not included here as they would be too

voluminous.
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•

Organizations that specialise in tax questions
Teams of Experts and Research Assistants were created and, based
on each team’s field of expertise; specialized organizations were
contacted for their studies, articles or reports. Associations of tax
Advisers in all Target Countries were contacted. This was done by
email, telephone or in person. The major tax auditing firms were
also contacted and information obtained from all of these. Price
Waterhouse Coopers, KPMG and Deloitte and Touch provided
reviews of the tax systems of the Target Countries. Ernst & Young
provided us with the complete sets of their Corporate Tax Guides
for the Target Countries for the period 2002 to 2006.

2.5 Tax Law Systems
Each Country Report proposes an analysis of the main tax provisions (corporate
income tax, income tax, capital gains tax and other taxes) that have direct or
indirect impact on the retention of earnings by business owners (sole traders and
qualified shareholders of corporations).
In its presentation of tax provisions, each Country Report distinguishes, where
relevant in respect to tax treatment, between the different legal forms of business
undertakings whether they be sole traders, partnerships or corporations.
The

description

provided

under

each

Country

Report

includes

the

latest

developments, and detailed references to appropriate regulations are provided
throughout each Report.
The Country Reports only implicitly take into account the study “Company Taxation
in the Internal Market”149, because they do not cover the same countries or the same
period and they share the same topic only to a limited extent.

149

COM (2001) 582 Final
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2.5.1

Presentation of each tax system and recent changes (until

1.1.2007)
The Country Reports are meant to provide an in-depth presentation of each tax
system, and recent changes.
The Country Experts have all tendered their final Country Reports.

The Country

Reports are provided as an integral part of this Final Report and follow it as Annexes.

2.5.2

General presentation of each tax system and recent changes (until

1.1.2007)
The presentation that follows provides an outline of the information provided in the
Country Reports (Annexes 5 to 23), and uses other sources identified above. There
may

be

contradictions

discerned

between

sources

of

information.

While

acknowledging this, the authors of this Final Report have tried to present the most
recent and verified information.

2.5.2.(a)

General presentation of the Austrian tax law system and relevant

recent changes (See Annex 5 for the Country Report)
In 1994 Austria adopted a tax system that includes features of the dual income tax
system and a final withholding tax on interest income and dividend income. Labour
income follows a progressive schedule. Dividend income is taxed at the corporate
and at the personal level with the corporate tax on dividends supplemented by a
final withholding tax on dividends at the personal level.
In 2005 the corporate income tax rate was reduced from 34 to 25 per cent, the
minimum tax rate on earned income was raised from 21 to 38,3 per cent and the flat
rate on capital income remained unchanged at 25 per cent.

•

Corporate tax

A company is considered resident for tax purposes when its effective
management is located or has been incorporated in Austria. In principle,
resident undertakings are taxed there on their worldwide income. If the source
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of income is a country which has concluded a double taxation treaty with
Austria and providing there is a permanent establishment of the company in
that country, the income is exempt from tax in Austria.
Non-resident undertakings are only taxed on Austrian-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Austria and is a resident of a country that has concluded a
double taxation treaty, it will not be taxed in Austria.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
The corporate tax rate in Austria is 25 per cent.
Austria applies a minimum tax even if no income is generated, which is 1750 €
on “limited liability” undertakings, and 3500 € for “stock” undertakings150.
•

Personal taxation

Austrian residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. For tax purposes
a person is considered a tax resident when he or she has established a home in
Austria or lives there for six months.
Non-residents are subject to taxes only on certain Austrian income but will not
be eligible for personal deductions. Double taxation treaties offer protection
against being taxed twice.
Tax rates are: 0 per cent up to 10.000 €
23 per cent between 10.000 € and 25.000 €
33,5 per cent between 25.000 € and 51.000 €
51 per cent above 51.000 €.

150

See Country Report - Austria
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The following special regime applies to bonuses:
0 per cent up to 620 €
6 per cent between 620 € and the equivalent of two months’ salary
Normal tax rates on the part of the bonus that exceeds two months’ salary.
Interest income is taxed at a rate of 25 per cent
Dividends income is taxed at a rate of 25 per cent;
Capital gains tax is 25 per cent but not always applicable.
•

Recent relevant changes and current plans

Austria has undergone two major tax reforms in the last three years (20052007).
The 2005 reform brought the corporate tax rate down from 34 per cent to 25
per cent. This is a significant drop and impacts financing planning. Further, to
increase the appeal of capital investment the reform introduced a measure that
to a certain extent treats the acquisition costs of shares as amortizable
goodwill.
From 2007 onwards partnerships (“Mitunternehmerschaft”) and sole traders will
have the option of retaining earnings to the amount of 100.000 € with half the
average tax rate.

This measure recognizes the traditional difference in

treatment between corporations as taxed as specific entities, and sole traders
and partnerships as pass-through entities.

Thus, such recognition shows an

acknowledgment by the government of legal form specificities and their
consequences for a business entity’s equity structure, and the discriminatory
effect tax may have.
It should be noted that because partnerships and sole traders are pass-through
entities, they fall outside the scope of this Project, in the sense that confusion
of private and business assets and income does not allow study of the own
equity of the business owner.
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2.5.2.(b)

General presentation of the Czech Republic’s tax law system and

relevant recent changes (See Annex 6 for the Country Report)
In 2002 the corporate tax rate decreased from 31 per cent to 24 per cent. This in
itself may constitute a major change that would promote retention of earnings,
especially if it is not mitigated by other measures.
•

Corporate tax

A company is considered resident in the Czech Republic when its legal seat or
place of management is located there.
In principle resident undertakings are taxed in the Czech Republic on their
worldwide income.
If the source of the income is a country which has concluded a double taxation
treaty with the Czech Republic and providing there is a permanent
establishment of the company in this country, the income is exempted from tax
in the Czech Republic.
Non-resident undertakings are only taxed on Czech-sourced income. However,
if a non-resident company does not have a permanent establishment there and
is resident in a country which has concluded a double taxation treaty with the
Czech Republic; it will not be taxed there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main non-deductible expenses include:
- provisions (in certain cases)
- losses on unrecoverable receivables if certain conditions are not met
- higher than authorised travel costs
- representation costs
- interest when too high or application of thin capitalisation rule
- exceptional expenses (tax penalties, etc...)
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Main Tax exemptions include:
- dividends (0 per cent under certain conditions and when conditions are not
met taxation at 15 per cent),
- profit share (0 per cent under certain conditions and when conditions are not
met taxation at 15 per cent), and
- interest under certain conditions.
The corporate tax rate in the Czech Republic is 24 per cent (in 2001 it was 31
per cent and was subsequently reduced to 24 per cent).
•

Personal taxation

Czech residents are subject to tax on their worldwide income. Double taxation
treaties provide protection against being taxed twice. For tax purposes a
person is considered a tax resident of the Czech Republic when he or she
maintains a habitual abode (more than 183 days within a calendar year) or is
domiciled there.
Non-residents are subject to Czech taxes on Czech sourced income. Double
taxation treaties offer protection against being taxed twice.
Tax rates are: 15 per cent

up to 109.200 CZK

20 per cent

between 109.200 CZK and 218.400 CZK

25 per cent

between 218.400 CZK and 331.200 CZK

32 per cent above 331.200 CZK.
The Czech Income Taxes Act allows small business owners to pay a lump sum
instead of taxing their actual profits.
Interest income is taxed at a rate of 15 per cent.
Dividends income is taxed at a rate of 15 per cent.
Capital gains tax is 0 per cent but capital gain is taxed at the progressive rate if
certain conditions are not met.
•

Recent relevant changes and current plans

Although the corporate taxes have been regularly cut in recent years
culminating with a 2007 tax reform that provides substantial cuts in personal
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and corporate income taxes seeking to energize the labour market, there have
not been any recent changes specifically aimed at influencing the retention of
earnings.

2.5.2.(c)

General presentation of the Danish tax law system and relevant

recent changes (See Annex 7 for the Country Report)
Denmark adopted a dual income tax system in 1987. However, dividend income is
double taxed as the corporate and personal level.
The Danish tax law system has generally been stable over the period of interest for
this Study. There was a decrease in the corporate income tax rate in 2005 when the
rate decreased from 30 to 28 per cent.

•

Corporate tax

A company is considered resident in Denmark for tax purposes when registered
there or when its place of management is in Denmark. In principle resident
undertakings are taxed in Denmark on their worldwide income.
If the source of income is a country which has concluded a double taxation
treaty with Denmark and providing there is a permanent establishment of the
company in this country, income is exempted from tax in Denmark.
Non-resident undertakings are only taxed on Danish-sourced income. However,
if the non-resident company does not have a permanent establishment in
Denmark and is a resident of a country which has concluded a double taxation
treaty with Denmark, it will not be taxed in Denmark.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base

Page 215 / 486

Main non-deductible expenses relate to depreciation methods accepted by tax
law.
Rules on thin capitalization may lead to the limitation of interest expense
deductions. The triggering event for such a limitation is a debt to equity ratio
of 4.
Presently, the corporate tax rate in Denmark is 28 per cent.
•

Personal taxation

Danish residents are subject to tax on their worldwide income. Double taxation
treaties provide protection against being taxed twice. For tax purposes a
person is considered a tax resident of Denmark when he or she establishes a
permanent residence or lives in Denmark for more than six months in a
calendar year.
Non-residents are subject to Danish taxes on their Danish income.
Double taxation treaties offer protection against being taxed twice.
State income Tax rates are:
0 per cent

up to 36.800 DKK

5,5 per cent

between 36.800 DKK and 254.000 DKK

6 per cent

between 254.000 DKK and 304.800 DKK

15 per cent

above 304.800 DKK

Besides State income Tax each county and each municipality applies its own tax
rate ranging from 29 per cent to 35 per cent and a church tax ranging between
0,4 per cent and 1,5 per cent.
A social contribution of 8 per cent is also applied.
In consequence personal tax can go as high as 59 per cent.
Interest income is taxed globally with other income.
Dividends income is taxed at a rate of 28 per cent up to 42.400 DKK and at a
rate of 43 per cent above that.
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Interestingly, stock dividends are not taxed. Taxation occurs upon the sale of
the stock.
Capital gains tax is taxed at the same rate as dividends provided the shares are
held for a period of at least three years. Should such shares be sold within a
three year period, the capital gain would be taxed globally with other income.
The Danish government has issued a decree by which taxes cannot be increased
any further. This was enacted to limit the power of municipalities, which apply
the bulk of taxation in Denmark.
•

Recent relevant changes and current plans

There have not been any recent changes aimed at influencing the retention of
earnings.
As of 2005 there has been a change in the Danish tax system aimed at the
corporate tax rate. This rate decreased from 30 per cent to 28 per cent.
A recent draft bill proposes to reduce the corporate income tax rate from 28 to
25 per cent. It also introduces limitations on interest deductions which may
impact debt-financing and, indirectly, equity financing.

2.5.2.(d)

General presentation of the Estonian tax law system and relevant

recent changes (See Annex 8 for the Country Report)
In comparison with the preceding period, the Estonian tax law system has been
largely stable over the period of interest for this Study. The adoption of the flat-tax
in 1994 and the inception of a distribution-based corporate tax system in 2000 are
major changes that to a certain extent shape today’s company structures151. The
general lowering of corporate income tax every year by one percentage point
constitutes a lesser change.

However, it will have had the effect of delaying

distribution of profits, as business owners would have delayed distribution until the
rates were at their lowest.

151

Ivo Vanasaun, Experience of Flat Income Tax – The Estonian Case, Ministry of Finance,
Estonia.
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•

Corporate tax

A company is considered resident in Estonia for tax purposes when it is founded
and registered under Estonian law. Undertakings are taxed in Estonia on their
worldwide income.
If the source of the income is a country which has concluded a double taxation
treaty with Estonia and providing there is a permanent establishment of the
company in this country, the income is exempt from tax in Estonia.
Non-resident undertakings are only taxed on Estonian-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Estonia and is a resident of a country that has concluded a
double taxation treaty with Estonia, it will not be taxed in Estonia.
Estonian corporate tax is different from other systems since tax is triggered by
distribution of profits. Hence the rules regarding deductibility are completely
different.
The tax rate is actually 22 per cent of the distributed amount. This rate will
decrease by 1 per cent every year in order to reach 18 per cent in 2011.
However, the Estonian legislature faces a challenge, since Estonia needs to
incorporate the Parent-Subsidiary Directive in its legislation by either clarifying
its compatibility with the Directive or making relevant changes152.

•

Personal taxation

Estonian residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. For tax purposes
a person is considered a tax resident of Estonia when he or she has a place of
residence in or stays more than 183 days in any 12 month period in Estonia.

152

In July 2007 changes to the current system were adopted to take effect as of 2009. Among
these, the new system will include the payment of corporate income tax on an annual basis,
allowing for the non-taxation of retained earnings.
For more information see
http://www.ap3.ee/Default2.aspx?ArticleID=5f0652c3-0409-4f94-b553-28f323659628
(in
Estonian).
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Non-residents are subject to Estonian taxes on Estonian-sourced income.
Double taxation treaties offer protection against being taxed twice.
The Tax rate on personal income is a flat 22 per cent on all income including
capital gains, and will decrease by 1 per cent each year until it reaches 18 per
cent in 2011.
Dividends income is not taxed but subjected at the moment of distribution to
corporate tax at the same rate that applies to all other income. Many small
business owners have paid themselves in dividends rather than wages, thereby
avoiding important social charges.
No tax is applied on any capital gain made by individuals on the sale of their
main residence.

•

Recent relevant changes and plans

As stated before, the corporate income tax on distribution will decrease until it
reaches 18 per cent in 2011.
Estonia has committed to modifying its corporate tax system by December 31,
2008 to comply with the Parent-Subsidiary Directive but the changes necessary
made be minor.

2.5.2.(e)

General presentation of the Finnish tax law system and relevant

recent changes (See Annex 9 for the Country Report)
Finland adopted a dual income tax system in 1993153.
The Finnish tax law system has been pretty stable over the period of interest for this
Study, except in 2005 when a new law limited tax deductibility of dividends at both
corporate and shareholder levels but also abolished the net wealth taxation154.

153

For a detailed analysis on how such a system impacts entrepreneur decision making see
Vesa Kanniainen, Seppo Kari and Jouko Ylä-Liedenpohja, “Nordic Dual Income Taxation of
Entrepreneurs”, VATT Discussion Paper, 415, March 2007, pages 1-39.
154
See Seppo Kari, Hanna Karikallio, Jukka Pirttila, Anticipating Tax changes: Evidence from
the Finnish Corporate Income Tax Reform of 2005, Conference paper, 2007.
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Further, the reform led to a reduction of tax rates and the imputation system was
replaced by a reduced personal income tax rate system. The corporate income tax
rate decreased from 29 to 26 per cent and the withholding tax on dividends and
interest from 29 to 28 per cent. Of noteworthiness is the fact that dividend income
from nonlisted undertakings qualifies for an additional exemption. The exemption is
a dividend allowance of 9 per cent of the undertakings’ net wealth up to a threshold
of 90 000 Euros. Only the dividend income exceeding both the 9 per cent return
margin and the threshold is subject to double taxation.

•

Corporate tax

A company is considered resident in Finland for tax purposes when it is
registered and incorporated in Finland.
In principle resident undertakings are taxed in Finland on their worldwide
income. If the source of the income is a country which has concluded a double
taxation treaty with Finland and providing there is a permanent establishment
of the company in this country, the income is exempted from tax there.
Non-resident undertakings are only taxed on Finnish-sourced income. However,
if the non-resident company does not have a permanent establishment in
Finland and is a resident of a country which has concluded a double taxation
treaty with Finland, it will not be taxed there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main non-deductible expenses are related to write-offs
The corporate tax rate in Finland is 26 per cent. (Until 2005 it was still 29 per
cent and was reduced to 26 per cent.)
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•

Personal taxation

Finnish residents are subject to tax on their worldwide income. Double taxation
treaties provide protection against being taxed twice. For tax purposes a
person is considered a tax resident of Finland when Finland is their principal
place of abode or when he or she stays in Finland for a continuous period of six
months.
Non-residents are submitted to Finnish taxes on Finnish income. Double
taxation treaties offer protection against being taxed twice.
Finnish tax rates are progressive up to 32,5 per cent state tax
+ a municipal tax that ranges between 16 per cent and 21 per cent
+ a church tax that ranges between 1 per cent and 2,25 per cent
+ health insurance.
The total rate cannot exceed 60 per cent.
Interest income is taxed at a rate of 28 per cent.
Dividends income is taxed at a rate of 28 per cent but is partly exempted.
Capital gains tax is taxed at the rate of 28 per cent but some exemptions can
apply.

•

Recent relevant changes and plans

As stated earlier, dividends are now taxed at both corporate and shareholder
levels. This measure obviously aims at deterring dividends payouts. Further,
the fact that there was a decrease in the corporate income tax rate in 2005
when the rate went from 29 to 26 per cent will contribute to fostering a better
retention of earnings climate.

2.5.2.(f)

General presentation of the French tax law system and relevant

recent changes (See Annex 10 for the Country Report)
The French tax law system has known a series of changes over the period of interest
to this Study. Recent changes have mainly concerned capital gains tax rates and
limitations on the tax deductibility of dividends; the latter aimed at improving
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retention of earnings levels. In 2006 new regulations sought to address issues of thin
capitalization.

As of January 1, 2007, a new regime regulates parent-subsidiary

taxation for capital gains and dividends.

•

Corporate tax

Under French tax legislation resident and non-resident undertakings are taxed
on French sourced income. French undertakings are also taxed on income
lodged in tax havens.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
France allows a carry back system on losses (previous 3 tax exercises) as well as
unlimited carry forward of losses.
Capital gains on certain assets detained for long periods are exempted or
submitted to a special rate of 15 per cent.
The corporate tax rate in France is 33,33 per cent.
A reduced corporate tax rate of 15 per cent is applicable to SMEs on their
profits, up to 38.120 €.
France applies a minimum tax based on turnover.

•

Personal taxation

For tax purposes a person is considered a tax resident of France when he
establishes his main residence, his main place of business or centre of financial
interests in France.
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Non-residents are subject to French taxes on French-sourced income. Double
taxation treaties offer protection against being taxed twice.
The French personal tax rate is progressive and up to 48,09 per cent (since
2006 the marginal rate has been reduced to 40 per cent).
A social contribution of 11 per cent is also applied.
In consequence personal tax is quite high on paper but is lowered in practice by
personal deductions.
Interest income is taxed globally with other income in some cases, or at a flat
rate of 16 per cent, plus an 11 per cent social contribution which only applies
to French residents.
Dividends income: 60 per cent of the dividend is taxed at a progressive rate.
Capital gains tax is taxed at a flat rate of 16 per cent plus an 11 per cent social
contribution which only applies to French residents.

•

Recent relevant changes and plans

Recent measures such as the reduced rates on long term capital gains should
foster greater retention of earnings. However, following the 2007 elections the
new government does not appear to have specific plans directed at the
promoting the retention of earnings.

2.5.2.(g)

General presentation of the Irish tax law system and relevant

recent changes (See Annex 11 for the Country Report)
The Irish tax law system has undergone little change in respect to the subject matter
of this Study over the period from 2002 to 2006155. The standard corporate income
tax rate was lowered from 16 to 12.5 per cent starting 2003.

155

Irish tax law is regularly updated and reviewed in general.

Page 223 / 486

•

Corporate tax

A company is considered resident in Ireland for tax purposes when it is
managed and controlled in Ireland and, in certain circumstances, when
incorporated in Ireland even if it is managed and controlled elsewhere.
In principle resident companies are taxed in Ireland on their worldwide profits
(income plus capital gains).
A company not resident in Ireland is subject to corporation tax if it carries on a
trade through a branch or agency here (in general, a Permanent Establishment
(PE)). It is taxed on the trading income arising to the branch, income from
property owned by the branch, and disposals of assets used by the branch.
If the source of the income is a country which has concluded a double taxation
treaty with Ireland and providing there is a permanent establishment of the
company in this country, the income may be depending on the terms of the
treaty exempted from tax in Ireland.
Non-resident companies are only taxed on Irish-sourced income. However if the
non-resident company does not have a permanent establishment in Ireland and
is a resident of a country which has concluded a double taxation treaty with
Ireland, it will not be taxed in Ireland (except for specific revenues: e.g.
Capital gains from real estate).
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main non-deductible expenses are:
- depreciation methods that are accepted by tax law,
- non-deductibility of entertainment expenses, and
- general provisions.
The corporate tax rate in Ireland is 12,5 per cent.
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Special tax rules apply to closed undertakings (those controlled by less than
five shareholders).

•

Personal taxation

Irish residents are subject to tax on their worldwide income. Double taxation
treaties provide protection against being taxed twice. For tax purposes a
person is considered a tax resident of Ireland when he or she is in Ireland for
183 days in a calendar year or for a combined total of 280 days in a calendar
year and the year before.
Non-residents are subject to Irish taxes on Irish-sourced income. Double
taxation treaties offer protection against being taxed twice.
Income Tax rates are:
In 2007, for private investment income and business income, 20 per cent on the
first 34 000 Euros and 41 per cent plus social security (5 per cent) on the
balance.
In general:
-

Interest income is taxed at a progressive rate.

-

Dividends income is taxed at a progressive rate.

-

Capital gains are taxed at 20 per cent although there are some exemptions
that apply (the pension for example). The system favours capital gains and
share buyback programmes over other forms of distributions.

•

Recent relevant changes and plans

Starting 2003 the corporate tax rate went from 16 to 12,5 per cent.

This

should have had an impact on retained earnings given that there were no other
marked changes.
Although the tax system is constantly under review, there are currently no
plans for measures that would have as their object an impact on retention of
earnings levels.
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2.5.2.(h)

General presentation of the Italian tax law system and relevant

recent changes (See Annex 12 for the Country Report)
In 1991 Italy adopted a tax system that includes features of the dual income tax
system and a final withholding tax on interest income and dividend income. Labour
income follows a progressive schedule.
The Italian tax law system has undergone important changes in the last few years
and in particular in 2004 when rules on thin capitalization were introduced. That
year also marked the suppression of tax credits on dividends and a return to a more
classical tax system with a reduced rate on personal income.

•

Corporate tax

A company is considered resident in Italy when its statutory seat or effective
place of management is located in Italy.
In principle resident undertakings are taxed in Italy on their worldwide income.
If the source of the income is a country which has concluded a double taxation
treaty with Italy and provided there is a permanent establishment of the
company in this country, the income is exempted from tax in Italy.
Non-resident undertakings are only taxed on Italian-sourced income. However,
if the non-resident company does not have a permanent establishment in Italy
and is a resident of a country which has concluded a double taxation treaty
with Italy, it will not be taxed there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main non-deductible expenses are:
- director’s wages not paid in the current year,
- non-deductibility of entertainment expenses, and
- taxes.
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The corporate tax rate in Italy is 33 per cent.
A regional tax of 4,25 per cent is also applicable.

•

Personal taxation

Italian residents are subject to tax on their worldwide income. Double taxation
treaties provide protection against being taxed twice. For tax purposes a
person is considered a tax resident of Italy when he is in Italy for 183 days in a
calendar year.
Non-residents are submitted to Italian taxes on Italian-sourced income. Double
taxation treaties offer protection against being taxed twice.
Income Tax rates are:
23 per cent up to 26.000 €
33 per cent between 26.000 € and 33.500 €
39 per cent between 33.500 € and 100.000 €
43 per cent above 100.000 €
Interest income is taxed at a progressive rate.
A dividend income is taxed at a progressive rate when the shareholding is at
least 20 per cent, but 60 per cent of the dividend is exempted: maximum
effective rate on dividends is 17,2 per cent. When a shareholding is less than 20
per cent dividends tax is 12,5 per cent.
Capital gains are taxed at the same rates as dividends.

•

Recent relevant changes and plans

The 2004 reforms included the introduction of rules on thin capitalization and
the suppression of tax credits on dividends.

These were clearly aimed at

improving equity structure in the country.

The government is currently

evaluating measures to increase capital gains taxes. This would complete the
cycle of reforms aimed at indirectly promoting retention of earnings.
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2.5.2.(i)

General presentation of the Lithuanian tax law system and

relevant recent changes (See Annex 13 for the Country Report)
In 2001 Lithuanian tax law adopted a system that provided for a preferential tax rate
on reinvested profits (until 2002) and a generally low corporate tax rate. In 2003 a
law provided relief on taxation of dividends if certain conditions were met. Changes
in 2006 impacted personal employment income with the rate dropping from 33 per
cent to 27 per cent by the second half of 2006.
•

Corporate tax

A company is considered resident in Lithuania for tax purposes when it is
registered under Lithuanian law.
In principle resident undertakings are taxed in Lithuania on their worldwide
income.
If the source of the income is a country which has concluded a double taxation
treaty with Lithuania and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Lithuania.
Non-resident undertakings are only taxed on Lithuanian-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Lithuania and is a resident of a country which has concluded a
double taxation treaty with Lithuania, it will not be taxed there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
- deductions of limited amounts
= taxable base
Corporate tax rate in Lithuania is 15 per cent, but there is a reduced rate of 13
per cent for small undertakings.
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•

Personal taxation

Lithuanian residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. For tax purposes
a person is considered a tax resident when he stays in Lithuania for 183 days in
a calendar year or a combined period of 280 days in two consecutive calendar
years.
Non-residents are subject to Lithuanian taxes on Lithuanian income. Double
taxation treaties offer protection against being taxed twice.
Income tax rate is a flat rate of 27 per cent which will decrease to 24 per cent
in 2008.
Dividends are submitted to a tax at the rate of 15 per cent.
Capital gains are taxed at 15 per cent but exemptions apply when shares are
held a certain time.

•

Recent relevant changes and plans

The 2001 law that enacts taxation of distribution only at the corporate level
will have generated increases in retention of earnings. This may have been
limited somewhat by the 2003 changes which could have prompted more
distribution of dividends. Further, the 2002 abolition of the 0 per cent tax rate
on reinvestments of profits in a company may have prompted distributions.
The 2006 changes to employment income counterbalance this, and may
influence business owners on distribution of profits. Lithuania appears to be
looking for a balance between retention and distribution, and within
distribution between wages and dividends.

2.5.2.(j)

General presentation of Luxembourg’s tax law system and relevant

recent changes (See Annex 14 for the Country Report)
The tax law system of Luxembourg has not changed much in the last few years.
Where it has changed, modifications have promoted distribution rather than
retention of earnings.

As of January 1, 2006 the net worth tax was abolished
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favouring distribution where shareholders are individuals.

Further, a new law

provides for a decrease of the withholding tax on distribution of dividend from 20 to
15 per cent from January 1st 2007 if the shareholder is an individual, or a corporation
which cannot benefit from the parent-subsidiary regime.

•

Corporate tax

A company is considered resident in Luxembourg when its legal seat or place of
effective management is in Luxembourg.
In principle resident undertakings are taxed in Luxembourg on their worldwide
income.
If the source of income is a country which has concluded a double taxation
treaty with Luxembourg and providing there is a permanent establishment of
the company in this country, the income is exempted from tax in Luxembourg.
Non-resident undertakings are only taxed on Luxembourg-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Luxembourg and is a resident of a country which has
concluded a double taxation treaty with Luxembourg, it will not be taxed
there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
-deductions of limited amounts
= taxable base
Main non-deductible expenses are:
- fines and penalties
- remuneration of directors, commissars and persons carrying out similar
functions
- expenses linked to tax free income
- taxes
- non-qualifying gifts.
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The corporate tax rate in Luxembourg is 22 per cent with a solidarity tax of 4
per cent of income tax. On top of that there is a municipal tax that depends on
the municipality (6,75 per cent in Luxembourg city).
Hence the effective corporate tax rate is between 29 per cent and 30 per cent.

•

Personal taxation

Luxembourg’s residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. For tax purposes
a person is considered a tax resident when their domicile or their normal place
of abode is in Luxembourg. A person is considered having a normal place of
abode when he stays in Luxembourg for six consecutive months without
significant interruption.
Non-residents are subject to taxes on Luxembourg-sourced income. Double
taxation treaties offer protection against being taxed twice.
Income tax rate is progressive and starts at 8 per cent for the first band and
rises to 38 per cent marginal rate for earnings above 34.500 € for a single
person and 69.000E for a married couple. Important tax relief is granted for
children etc...
Hence, wages are in effect taxed at lower rates in Luxembourg than in other
European countries.
Special tax rates apply to exceptional income.
Dividends are subject to progressive rates but often a 50 per cent exemption
applies.
Capital gains tax is levied at the progressive rates but often a 50 per cent
exemption applies.

•

Recent relevant changes and plans

The two recent changes stated above may have a negative effect on retention
of earnings in the years to come. There seem to be no current plans to adopt
laws that would positively impact retention of earnings in Luxembourg.
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2.5.2.(k)

General presentation of the Netherlands’ tax law system and

relevant recent changes (See Annex 15 for the Country Report)
The Netherlands moved toward a form of dual income tax system with the 2001 tax
reform.
The system of tax law in the Netherlands has not changed significantly in the last
few years. Corporate income tax rates decreased in 2005 and 2006 from 34,5 per
cent to 31,5 per cent. Personal income tax on dividends has also been lowered to 22
per cent as of 2007, and 25 per cent for payouts above 250,000 Euros.

•

Corporate tax

A company is considered resident in the Netherlands for tax purposes when it is
incorporated there, although there is no strict definition of tax residency.
In principle resident undertakings are taxed in the Netherlands on their
worldwide income.
If the source of income is a country which has concluded a double taxation
treaty with the Netherlands, and providing there is a permanent establishment
of the company in this country, the income is exempted from tax in the
Netherlands.
Non-resident undertakings are only taxed on Dutch-sourced income. However,
if the non-resident company does not have a permanent establishment in the
Netherlands but is resident in a country which has concluded a double taxation
treaty with the Netherlands, it will not be taxed there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
-deductions of limited amounts
= taxable base
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Main differences between corporate profit and tax profit are related to
valuation and depreciation methods.
The corporate tax rate in the Netherlands is 25,5 per cent but there are
reduced rates for small undertakings.

•

Personal taxation

Dutch residents are subject to tax on their worldwide income. Double taxation
treaties provide protection against being taxed twice. There is no definition of
residency in the Netherlands for tax purposes. A person is considered a resident
on a case by case basis according to the circumstances.
Non-residents are subject to taxes in the Netherlands only on income from a
limited number of Dutch-sourced incomes. Double taxation treaties offer
protection against being taxed twice.
Income Tax rates are:
2,45 per cent up to 17.046 €
9,75 per cent between 17.046 € and 30.631 €
42 per cent

between 30.631 € and 52.228 €

52 per cent

above 52.228 €

Dividends are subject to a 22 per cent tax up to 250.000€ and 25 per cent
above 250.000 €.
Capital gains tax is levied at 25 per cent when relating to a shareholding of
more than 5 per cent.
Private investment is subjected to an effective tax of 1,2 per cent of the net
assets.

•

Recent relevant changes and plans

No recent changes will positively impact retained earnings. Nor are there any
plans to that effect.
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2.5.2.(l)

General presentation of Norway’s tax law system and relevant

recent changes (See Annex 16 for the Country Report)
Major tax reforms occurred in 2004-2006 in Norway. Prior to these, few changes had
been implemented since 1992. The 1992 reform had introduced a pure dual income
tax system. The splitting of income into a labour component on one side and a
capital one on the other side became mandatory for all sole traders and closely held
undertakings if the active owner owned more than two-thirds of the undertaking.
The 2004-2006 reforms lead to a taxation of the distributions of dividends for the
first time and aim mainly at preventing tax avoidance by business owners/managers
of SMEs who shifted income from high taxed wages to dividends.

Apart from this,

there are in the tax system incentives to incur debt for inheritance liability purposes.
Increasing the debt to equity ratio prior to transmission of assets from one
generation to another is used to reduce the basis for calculation of inheritance tax.

•

Corporate tax

A company is considered resident in Norway when it is incorporated under
Norwegian law, although there is no strict definition of tax residency.
In principle resident undertakings are taxed in Norway on their worldwide
income.
If the source of the income is a country which has concluded a double taxation
treaty with Norway and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Norway.
Non-resident undertakings are only taxed on Norwegian-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Norway and is a resident of a country which has concluded a
double taxation treaty with Norway, it will not be taxed in Norway.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
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- tax losses
-deductions of limited amounts
= taxable base
The corporate tax rate in Norway is 28 per cent.

•

Personal taxation

Norwegian residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. A person is
considered a resident when he or she stays in Norway for 183 days during any
12 month period, or has a combined presence of 270 days during a 36 month
period.
Non-residents are subject to taxes in Norway only on earnings from a limited
number of Norwegian based income sources (real and personal property income
and directors fees from Norwegian undertakings). Double taxation treaties offer
protection against being taxed twice.
Income Tax rates are a combination of the general income tax (flat rate of 28
per cent); personal income tax (progressive rate up to 12 per cent) and social
contribution of 7.8 per cent.
Dividends have been subject to a 28 per cent tax since 2006 (before these
dividends were not taxed).
Capital gains tax is levied at 28 per cent.

•

Recent relevant changes and plans

As of 2006 Norwegian legislation provides for the taxation of dividends at a flat
rate of 28%. The double taxation is however limited in the sense that
Norwegian legislation exempts dividends from the above mentioned tax for an
amount equal to a risk free interest on the tax base cost of each share. Hence
only dividends that exceed the return that would have been obtained by a risk
free interest is submitted to the 28% dividend tax.
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This system can be compared to the one applied in Finland, and by
consequence the same comments apply156. Moreover, it seems that this system
has an important side effect since it allows high-income individuals to use
corporations as tax shelters157.
It is undeniable however that, as of 2006 Norwegian companies seem to have
retained more earnings. However this decrease should be interpreted in view of
the fact that the change has also prompted important distributions of profits in
the preceding years158.

2.5.2.(m)

General presentation of Poland’s tax law system and relevant

recent changes (See Annex 17 for the Country Report)
Poland has a thin capitalization rule that under certain circumstances limits the
deductibility of interest. Otherwise the system neither encourages not discourages
the retention of earnings.

There have been no recent relevant changes to the

system.

•

Corporate tax

A company is considered resident in Poland when its statutory seat or effective
place of management is located in Poland.
In principle resident undertakings are taxed in Poland on their worldwide
income.
If the source of income is a country which has concluded a double taxation
treaty with Poland and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Poland.
Non-resident undertakings are only taxed on Polish-sourced income. However,
if the non-resident company does not have a permanent establishment in
Poland and is a resident of a country which has concluded a double taxation
treaty with Poland, it will not be taxed in Poland.
156

It can be argued in fact that the Norwegian exemption actually motivates business owners
to distribute dividends in order to benefit from the exemption
157
A.Alstadsaeter,The achilles heel of the dual income tax: The Norwegian case
158
Preliminary statistics from Statistics Norway show that dividends paid to Norwegian
households dropped from the 2005 spike of approximately 103 billion NOK (approximately
12,8 billion Euros) to an amazingly low 6 billion NOK (approximately 780 million Euros) in
2006. See http://www.ssb.no/emner/11/01/aksjer/tab-2007-06-22-02.html
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The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main differences in Polish taxation are related to depreciation methods and the
treatment of foreign exchange.
The corporate tax rate in Poland is 19 per cent.

•

Personal taxation

Polish residents are subject to tax on their worldwide income. Double taxation
treaties provide protection against being taxed twice. For tax purposes a
person is considered a tax resident of Poland when they spend more than 183
days during a calendar year in Poland.
Non-residents are subject to limited tax liability in Poland on Polish-sourced
income. Double taxation treaties offer protection against being taxed twice.
Income Tax rates are:
19 per cent up to 43.405 PLN
30 per cent between 43.405 PLN and 85.528 PLN
40 per cent above 85.528 PLN
Interest income is taxed at a rate of 19 per cent.
Dividends income is taxed at a rate of 19 per cent.
Capital gains are taxed at the same rate as dividends.

2.5.2.(n)

General presentation of Portugal’s tax law system and relevant

recent changes (See Annex 18 for the Country Report)
Portugal’s tax system promotes dividends payouts. The focus under Portuguese tax
law is on protection of minority interests rather than retention of earnings. The
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most advantageous method of distribution is through the sale of shares, as the
capital gains tax may be very low or even zero, including in cases of share buy-backs.
There have been no recent relevant changes to the system.

•

Corporate tax

A company is considered resident in Portugal when its statutory seat or
effective place of management is located in Portugal.
In principle resident undertakings are taxed in Portugal on their worldwide
income.
If the source of the income is a country which has concluded a double taxation
treaty with Portugal and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Portugal.
Non-resident undertakings are only taxed on Portuguese-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Portugal and is a resident of a country which has concluded a
double taxation treaty with Portugal, it will not be taxed in Portugal.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main differences are related to depreciation methods.
The corporate tax rate in Portugal is 25 per cent although it is only 22,5 per
cent in Madeira and 17,5 per cent in the Azores. Municipalities may apply a
surcharge of up to 2,5 per cent. A reduced rate of 20 per cent applies to small
undertakings.

•

Personal taxation

Portuguese residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. For tax purposes
a person is considered a tax resident of Portugal when they spend more than
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183 days during a calendar year in Portugal or when they establish their
permanent residence in Portugal.
Non-residents are subject to tax liability in Portugal on Portuguese-sourced
income. Double taxation treaties offer protection against being taxed twice.
Income Tax rates are:
10,5 per cent up to 4.351 €
13 per cent

between 4.351 € and 6.581 €

23,5 per cent between 6581 € and 16.317€
34 per cent

between 16.317 € and 37.528 €

36,5 per cent between 37.528 € and 54.388 €
40 per cent

above 54.388 €

Interest income is taxed at the described progressive rate.
Dividends income is taxed at a rate of 20 per cent.
Capital gains are taxed at a rate of 10 per cent and can be exempted.

2.5.2.(o)

General presentation of Romania’s tax law system and relevant

recent changes (See Annex 19 for the Country Report)
Romania’s tax system has a thin capitalization rule whereby interest is not
deductible if the debt to equity ratio is above 3.

•

Corporate tax

A company is considered resident in Romania when it is registered under
Romanian law.
In principle resident undertakings are taxed in Romania on their worldwide
income.
If the source of the income is a country which has concluded a double taxation
treaty with Romania and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Romania.
Non-resident undertakings are only taxed on Romanian-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent
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establishment in Romania and is a resident of a country which has concluded a
double taxation treaty with Romania, it will not be taxed in Romania.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
- deductions of limited amounts
= taxable base
The following incomes are tax-free in the calculation of taxable income:
- dividends (under certain conditions)
- capital gains on securities
The following expenses are at least partially non-deductible:
- protocol expenses
- travel allowances
- kindergartens, day cares and health care, etc…
The following expenses are not deductible:
- corporation tax
- fines and penalties
- missing stock
- expenses in favour of shareholders
The corporate tax rate in Romania is 16 per cent. A special tax regime applies
to micro enterprises.

•

Personal taxation

Romanian residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. For tax purposes
a person is considered a tax resident when he stays in Romania for 183 days in a
12 month period or has the centre of his vital interest in Romania.
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Non-residents are subject to Romanian taxes on Romanian-sourced income.
Double taxation treaties offer protection against being taxed twice.
Income tax rate is a flat rate of 16 per cent.
Dividends are submitted to a tax at the rate of 16 per cent.
Capital gains tax is taxed at 16 per cent.

2.5.2.(p)

General presentation of Slovakia’s tax law system and relevant

recent changes (See Annex 20 for the Country Report)
Slovakia’s corporate tax rate has evolved from 25 per cent in 2003 to 19 per cent in
2004. This represents quite an important change. The rate of 19 per cent is now
also applicable to sole traders. As of 2004, the double taxation of dividends also
disappeared from the fiscal landscape. However, exemptions on capital gains tax
were reduced in scope that same year.

•

Corporate tax

A company is considered resident in Slovakia for tax purposes when its legal
seat or place of effective management is in Slovakia.
In principle, resident undertakings are taxed in Slovakia on their worldwide
income.
If the source of the income is a country which has concluded a double taxation
treaty with Slovakia and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Slovakia.
Non-resident undertakings are only taxed on Slovakian-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Slovakia and is a resident of a country that has concluded a
double taxation treaty with Slovakia, it will not be taxed in Slovakia.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
-deductions of limited amounts
Page 241 / 486

= taxable base
The following incomes are tax-free in the calculation of taxable income:
- dividends (under certain conditions)
- donations
The following expenses are not deductible:
- fines and penalties
- representation costs
The corporate tax rate in Slovakia is 19 per cent.

•

Personal taxation

Slovakian residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. For tax purposes
a person is considered a tax resident when he stays in Romania for 183 days in a
tax year or his permanent residence is in Slovakia.
Non-residents are submitted to Slovakian taxes on Slovakian-sourced income.
Double taxation treaties offer protection against being taxed twice.
Income tax rate is a flat rate of 19 per cent.
Dividends are submitted to a tax at the rate of 0 per cent.
Capital gains are taxed at 19 per cent.

•

Recent relevant changes and plans

Recent changes to the tax system that standardize rates mean that tax neither
penalizes nor promotes retained earnings.

2.5.2.(q)

General presentation of Slovenia’s tax law system and relevant

recent changes (See Annex 21 for the Country Report)
Slovenia’s tax system prior to 2005 promoted retained earnings by imposing heavy
taxes on dividends payouts. Further, Slovenia has a thin capitalization rule. A major
tax reform was implemented in 2005.

This sought to lower capital gains taxes,
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dividends payout taxes and corporate income tax.

The most important reform

concerns taxation of dividends payouts since the lowering of taxes is organized over
a period of 20 years with a 0 per cent rate as the ultimate goal. This means that for
a period of 20 years the level of retained earnings may remain important, with
owners waiting for the 0 per cent rate to distribute. However, after 20 years there
will be a strong incentive to distribute. In 2006 and 2007 new tax provisions have
changed private income taxation.

•

Corporate tax

A company is considered resident in Slovenia for tax purposes when its head
office or effective place of management is located in Slovenia.
In principle resident undertakings are taxed in Slovenia on their worldwide
income.
If the source of income is a country which has concluded a double taxation
treaty with Slovenia and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Slovenia.
Non-resident undertakings are only taxed on Slovenian-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Slovenia and is a resident of a country which has concluded a
double taxation treaty with Slovenia, it will not be taxed in Slovenia.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main non-deductible expenses are:
- excessive expenses and interest according to transfer pricing
- 50 per cent of long term provisions
- revaluation of debts, financial investment and good-will
- private expenses, donations and bribes.
The corporate tax rate in Slovenia is 25 per cent.
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Corporate tax is reduced to 10 per cent for undertakings operating in a special
economic zone.

•

Personal taxation

Slovenian residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. A person is a
Slovenian tax-resident when he or she has a permanent address in Slovenia.
Non-residents are subject to Slovenian taxes on Slovenian-sourced income.
Double taxation treaties offer protection against being taxed twice.
Income Tax on active income is progressive. The progressive tax rates are: 16
per cent, 33 per cent, 37 per cent, 41 per cent and 50 per cent.
Dividends income is taxed at 20 per cent but Slovenia will decrease this rate by
5 per cent every 5 years until it reaches 0 per cent.
Capital gain is taxed at 20 per cent but this rate is reduced by 5 per cent for
each 5 year period of detention.

•

Recent relevant changes and plans

The Slovenian tax regime will continue to promote retention of earnings for a
number of years but eventually this will be mitigated when dividends taxation
is eliminated.

2.5.2.(r)

General presentation of Spain’s tax law system and relevant

recent changes (See Annex 22 for the Country Report)
Changes have occurred in Spain’s tax system in 2007. Spain appears to be moving
toward a dual income tax system in which dividends, interest and capital gains are
subject to an 18 per cent tax rate.
Prior to this little change has been perceptible. Starting 2007, the corporate tax
rate drops to 32.5 per cent from 35 per cent. It is set for 30 per cent in 2008 with a
progressive phasing out of most tax deductions.

However, deduction for

reinvestments of profits is maintained. Further, SMEs fulfilling certain conditions
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benefit from a reduced rate of 25 per cent as of January 2007. The progressive
system that went from 15 per cent to 45 per cent tax on dividends has been dropped
and so have dividends tax credits. The flat tax rate applicable to dividends will
certainly have a positive effect and enhance distributions.
In terms of specific measures, the 2007 changes tighten the requirements to qualify
for reinvestment deduction which relates to the sale of fixed assets by a corporation.

•

Corporate tax

A company is considered resident in Spain for tax purposes when its statutory
seat or place of effective management is located in Spain.
In principle resident undertakings are taxed in Spain on their worldwide
income.
If the source of the income is a country which has concluded a double taxation
treaty with Spain and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Spain.
Non-resident undertakings are only taxed on Spanish-sourced income. However
if the non-resident company does not have a permanent establishment in Spain
and is a resident of a country which has concluded a double taxation treaty
with Spain, it will not be taxed there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
= taxable base
Main non-deductible expenses are:
- penalties
- gifts
- corporate tax.
The corporate tax rate in Spain is 35 per cent in 2006.
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•

Personal taxation

Spanish residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. Furthermore,
Spanish residents are tax exempt up to 60.101,21 € on their salary obtained
abroad, providing the income is subject to a tax similar to Spanish tax. For tax
purposes a person is considered a tax resident of Spain when he is in Spain for
183 days in a calendar year or if the main centre or base of his or her business
is in Spain.
Non-residents are subject to Spanish taxes on Spanish-sourced income. Double
taxation treaties offer protection against being taxed twice.
Income Tax rates are (in 2006):
15 per cent up to 4.161,6 €
24 per cent between 4.161,6 € and 14.357,6 €
28 per cent between 14.357,6 € and 26.842,3 €
37 per cent between 26.842,3 € and 46.818 €
45 per cent above 46.818 €
Interest and dividend income is taxed at the above mentioned progressive
rate159.
Capital gains are taxed at a 15 per cent rate and at 18 per cent rate since 2007
160

.
•

Recent relevant changes and plans

2007 changes generally favour distribution through the introduction of an
overall low flat rate on the taxation of dividends. A new tax rate on SMEs that
fulfil certain conditions will promote retention of earnings to a certain extent
but as with any measure entailing many conditions, its effects will be mitigated
by its complexity.

159
160

Since 1 January, 2007 dividends and interests are taxed at a flat rate of 15 per cent.
Since 1, January 2007 the rate is 18 per cent for all capital gains.
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2.5.2.(s)

General presentation of Sweden’s tax law system and relevant

recent changes (See Annex 23 for the Country Report)
Sweden introduced a dual income tax system in 1991. However, this was changed
back to a more classical system in 1995 when double taxation of dividends was
reintroduced, albeit a reduced income tax rate of 30 per cent. Since then there
have not been major changes.

•

Corporate tax

A company is considered resident in Sweden for tax purposes when it is
registered with the Swedish Companies registration office.
In principle resident undertakings are taxed in Sweden on their worldwide
income.
If the source of the income is a country which has concluded a double taxation
treaty with Sweden and providing there is a permanent establishment of the
company in this country, the income is exempted from tax in Sweden.
Non-resident undertakings are only taxed on Swedish-sourced income.
However,

if

the

non-resident

company

does

not

have

a

permanent

establishment in Sweden and is a resident of a country which has concluded a
double taxation treaty with Sweden, it will not be taxed there.
The taxable base is obtained by applying the following formula:
Net result obtained by balance sheet
+ non-deductible expenses
- tax free income
- tax losses
- deductions of limited amounts
= taxable base
Swedish undertakings can delay taxation on up to 25 per cent of their profit for
a maximum of 6 years by retaining it in a tax allocation reserve.
The corporate tax rate in Sweden is 28 per cent.
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•

Personal taxation

Swedish residents are subject to tax on their worldwide income. Double
taxation treaties provide protection against being taxed twice. A person is
considered a tax-resident when their real dwelling and home is in Sweden,
which means anyone who enters Sweden with the intention of residing there or
who has lived in the country for six months or longer.
Non-residents are subject to taxes in Sweden only on earnings from Swedishsourced income. Double taxation treaties offer protection against being taxed
twice.
Residents can deduct a basic allowance of between SEK 11.900 and SEK
31.100 on taxable earned income (from employment or business activity) if
they have had unlimited tax liability for the whole year.
After the basic deduction Swedish residents pay the following taxes on taxable
earned income: municipal tax in their municipality of residence (approx. 30-33
per cent), church tax and burial charges (approximately 1-2 per cent), state
progressive income tax and a general pension charge of 7 per cent, at most 25.
900 SEK. State income tax is 20 per cent of that part of your taxable earned
income that exceeds SEK 316.700 (2006: SEK 306.000). If taxable earned
income exceeds SEK 476.700 (2006: SEK 460.600), an additional state income
tax of a further 5 per cent on that part that exceeds SEK 476.700 (2006:
SEK 460.600) is applied.
Dividends and interest are submitted to a 30 per cent tax rate.
Capital gains are taxed at a rate of 30 per cent.
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2.5.3

Summary of recent changes based on each Country Report and

other studies
Table 10: Summary of recent changes based on each Country Report and
other studies
Country

Recent Changes

Favours
Retention

AT

2005 with important change in corporate tax rate
and 2007 with retention incentives

X

CZ

2002
Corporate tax decrease

X

DK

2005 slight change in corporate tax rate

ES

2007 reform on corporate tax and dividends

EE

2000

X

FI

2005

X

FR

2006/2007 on dividends and capital gains

X

IE

2002 on corporate tax

X

IT

2004

X

LT

2002
2003

X (2002)

LU

2006

NL

2005-2006

NO

2006

X

SI

2005

X over the
short term

SK

2004

Favours
distributions

Neutral

X
X

X

X

X (2003)
X
X

PL
PT
RO
X over the
long term
X

SE
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2.5.4

Highlighting differences between different legal forms

The essential distinction when examining legal forms is the one which distinguishes
undertakings that imply limited liability and taxation at the corporate rate, from
partnerships, sole traders and transparent partnerships. This second group implies
unlimited liability and taxation at the personal business income tax rate to a
significant degree.
This difference is a consequence of the fact that transparent partnerships and sole
trader undertakings are not considered to have an independent patrimonium. Hence
they are taxed at the individual level and have unlimited liability.
Most considerations in the present Study concern undertakings which possess a
patrimonium clearly distinguishable from their shareholders’ belongings.
Since sole traders and transparent partnerships have no legal tax status as such,
their profits are therefore automatically considered to belong directly to the
owner(s). In these cases the decision to either distribute profits or retain earnings is
in fact a decision of whether to invest profit in the undertaking or not. Furthermore,
in such cases, corporate tax rules, dividends tax rules and so on do not apply.
Considering that sole traders and/or transparent partnerships have in fact been
discriminated against when compared to corporations - since personal business
income tax rates are much higher than corporate tax rates, and an absence of clear
divisions exists between the professional and private patrimonium of the natural
person(s) owning the undertaking hinders outside financing - some countries have
proposed that these undertakings should be given the opportunity to benefit from a
tax regime comparable to the corporate tax regime.
In consequence, a number of countries consider sole traders and/or partnerships as
separate entities for the purposes of taxation. This is the case, for example, for the
Czech Republic, Estonia, Lithuania, Norway, Portugal, Romania and Slovenia. Thanks
to these legislations many sole traders and other SME owners in these countries are
now on a level playing field with larger corporate structures.
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Even more interesting is the measure recently taken in Austria, where sole traders
and partnerships can benefit from the same tax rate (28 per cent) as undertakings,
on the profit they reinvest. Hence Austria recently granted partnerships and sole
traders the same advantages as corporations when profit is reinvested. This measure
will have an important impact on the growth of undertakings in Austria, not least
because almost all Austrian undertakings are SMEs, and most are sole traders and
partnerships.
Such a measure should be considered by other European countries since in many
countries the prevailing situation makes it entirely unattractive for sole traders and
transparent partnership owners to invest in their undertakings.
The situation is very different for undertakings subject to corporate tax regimes. In
these cases, investment in the company is much easier than for sole traders and
transparent partnerships. Nevertheless, measures taken to encourage retention of
earnings in these undertakings are beneficial, since their solvency is improved, and
by extension the capacity for these undertakings to survive periods of recession is
increased. Unlike sole traders and transparent partnerships, such undertakings imply
limited liability, which in turn suggests that due to lack of own equity a period of
recession could easily lead to multiple and very significant cases of bankruptcy.
Those tax measures designed to have an impact on own equity of undertakings are in
fact the focus of the present Study.

2.5.5

Comparison with previous study entitled “Company Taxation in

the Internal Market COM (2001) 582”
The previous study prepared by the European Commission and titled “Company
Taxation the Internal Market”161 provided an analysis of company taxation aimed at
highlighting differences in the effective level of corporate taxation, and identifying
the main tax provisions that may hamper cross-border economic activity in Europe.
Thus the study focuses mainly on measures that impact the freedoms recognized by
the Treaty, and indirectly on tax competition between countries.
As a result the scope of this previous study was quite different from that of the
present Study, which focuses on practical measures aimed at encouraging business
161

COM (2001) 582 Final
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owners to retain earnings in their undertakings. Also of interest is the perception
business owners have of such measures. These important distinctions give rise to
substantial differences between the two studies, so that a simple comparison of the
two would not be adequate to the Project in hand.
Further, the previous study dealt with corporate tax, while this Study takes personal
taxation into consideration, and limits itself to analysis of corporate tax measures
that may affect the decision of a business owner to distribute profits or retain
earnings.
Moreover, the previous study consisted solely of a theoretical analysis of the
corporate tax regime. The present one includes surveys that relate to perceptions of
described measures, a presentation of the equity situation, and an analysis of the
concrete effect, if any, of taxes on equity ratios.
Finally, there is another area where the two studies do not overlap: the period of
time covered, and therefore the range of countries examined is different for each
study.
Consequently we are of the opinion that although both studies analyse related
subjects, they are substantially different and do not offer themselves to comparative
analysis.

2.5.6

Analysis of corporate income tax rates, income tax rates and

capital gains tax for business owners distinguishing between legal forms
An analytical table of corporate tax rates, income tax rates and capital gains tax for
business owners, taking legal form into consideration in the Target Countries, is
presented under Annex 27.

2.5.7

Capital gains tax rates of different legal forms regarding retention

of earnings
Capital gain obtained by a company is generally taxed at the corporate rate tax.
Some countries apply a reduced rate to such capital gains and/or even consider
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these capital gains as tax-free income. In particular, capital gains on shares are
often considered tax-free income. However, this does not encourage retention of
earnings, since dividends in most cases are considered tax-free income in all member
states by application of the Parent-Subsidiary Directive.
Capital gains tax is especially relevant to the present Study since by retaining
earnings, shareholders who are natural persons can choose to benefit from profits
made by their undertakings through capital gains instead of dividends. This is
achieved by retaining earnings in a company until it is sold.
Hence, if the capital gain tax rate is lower than the dividends tax rate this
constitutes an incentive in favour of retention.
The graph below presents a comparison between dividends tax rates and capital
gains tax rates before reductions and exemptions.
Graph 54: Tax rate on dividends and capital gains tax rate162

ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Tax Rate on Dividends
**Capital Gains Tax Rate (reductions and exemptions are not reproduced)
Sources: Country Reports163
162

Please note that rates used are generally the lowest rates in principle available. For
Ireland, for example, the tax rate on dividends is 25 per cent (20 per cent plus social
security) on the first 34 000 Euros distributed and the balance is taxed at 46 per cent
(including social security). Note that in this summary Slovakia has a TRD of 0 per cent and
the Czech Republic has a CGTR of 0 per cent. Thus the graph presents a picture that is only
partially correct because it summarizes systems in order to compare them. For a complete
picture of the different tax systems and the exemptions, exceptions and mitigating measures
that they include, one should review the Country Reports provided under the Annexes hereto.
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The Czech Republic, Slovenia – as a result of a 5 per cent reduction in the rate for
each period of 5 years of detention, and Lithuania (15 per cent) as a result of
exemptions, have no or low capital gains taxes. Their debt to equity ratios are also
among the lowest in the 19 Target Countries.
Ireland is another good example of a country that applies such a measure. Relatively
low debt to equity ratios and the Business Owner Survey confirm the success of the
measure, although other factors such as economic growth and a combination of low
corporate tax and relatively high dividends tax have an impact as well.
In order for such a measure to be successful it is imperative that a lower capital
gains tax does not apply to share repurchase schemes by the company, or to internal
capital gain schemes in which the business owner sells his shares to a holding
company he or she owns. If a lower capital gains tax applies in such situations
business owners will be able to distribute profits immediately while benefiting from
the lower rate.

163

See footnote 11.
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2.5.8

Dividend distribution tax rates

The graph below presents the corporate tax rates and the dividends tax rate.
Graph 55: Corporate tax rates and tax rate on dividends164

Sources: Country Reports165
ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2007
*Corporate Tax Rate
** Tax Rate on Dividends
Note that Estonia has a 0 per cent CTR and Slovakia has a 0 per cent TRD.

2.5.9

Tax exemptions on distribution of dividends

Instead of providing a tax exemption on dividends tax, most countries apply a
reduced rate on dividends. A few countries (e.g. Italy) still subject dividends to the
general progressive tax rate, while allowing an exemption of a certain percentage of
the perceived dividends.

164

The graph presents a picture that is only partially correct because it summarizes systems
in order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto. Note that in this summary Slovakia has
a TRD of 0 per cent and Estonia has a CTR of 0 per cent.
165
The Mazars Country Reports were the main source. This was completed or checked against
other sources such as Ernst & Young World Corporate Tax Guides, Deloitte Touche Tohmatsu
- The Economist Intelligence Unit International Tax and Business Guide and Snapshots Series,
KPMG’s corporate tax rates surveys and Price Waterhouse Coopers Invest In and Business
Guides To Series.

Page 255 / 486

We will not elaborate on this matter since these exemptions were taken into
consideration when we established the applicable rates on dividends and the manner
in which double taxation is limited (by reduced dividends tax rate or exemption of a
part of the dividends). In our opinion this factor does not significantly influence the
decision of the business owner to distribute or retain earnings.

2.5.10

Tax exemptions/deductions on interest rates

A table describing the tax exemptions/deductions on interest rates in the Target
Countries is presented under Annex 28.

2.5.11

Tax treatments of reinvested profits

If a business owner wishes to increase own equity by using retained earnings instead
of distributing dividends, he or she will retain earnings in the company and
eventually incorporate them as capital. Except in very particular situations it makes
no sense for the business owner to distribute profits, pay dividends taxes and then
inject the net amount back into the company as capital. To increase own equity the
preferred option is to delay payment of dividends tax.
In exceptional circumstances where the dividends tax rate is set to increase,
Business Owners may distribute dividends and reinvest them into undertakings as
capital. This happened in Norway in 2005, where the dividends tax rate was set to
increase from 0 per cent to 28 per cent on January 1st 2006. This is obviously a very
exceptional situation which does not modify general opinion on the inadequacy of
distributing profits in view of increasing capital.

2.5.12

Tax aspects of retained earnings vs. distributed profits and wages

A table describing the taxation of retained earnings in comparison to that of
distributed profits and wages in the Target Countries is presented under Annex 29.

2.5.13

Tax aspects of equity financing (retained earnings) vs. debt

financing
A table describing the tax treatment of equity financing and debt financing in the
Target Countries is presented under Annex 30.
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2.5.14

Tax aspects of business income vs. private income

Graph 56: Tax Rate on Dividends166/Total Effective Tax rate on Dividends/Tax
rate on Wages167

ON A PER COUNTRY BASIS IN PERCENTAGE
YEAR: 2006
*Tax Rate on Dividends
**Total effective Tax Rate on dividends
Sources: Country Reports and Ernst & Young World Corporate Tax Reports

The fact that private income is taxed at lower rates than business income
encourages business owners to distribute profits and debt finance their undertakings.
This is done in order to decrease amounts taxed at business income rates, and
increase amounts taxed at private income rates.

166

Although private income covers more than dividends, we consider that this graph reflects
the difference in taxation between private income and business income, since a natural
person can always invest in a company located in another country that applies no or very low
corporate tax. In any case it reflects the fact that private income is in general taxed at a
lower rate than business income.
167
The graph presents a picture that is only partially correct because it summarizes systems
in order to compare them. For a complete picture of the different tax systems and the
exemptions, exceptions and mitigating measures that they include, one should review the
Country Reports provided under the Annexes hereto. Note that in this summary Slovakia has
a TRD of 0 per cent.
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Hence, increasing the tax rate on private income encourages the retention of
earnings.
However this does not seem to be a sound measure to encourage the retention of
earnings, since it would require abandoning flat rates applied in most countries on
dividends, replacing them with taxation at a progressive rate combined with a tax
credit. Such a modification seems somewhat arduous, and is therefore in our opinion
not commensurate with the aim of the measure.
This is especially so since such a measure will only affect small undertakings. In
contrast, larger undertakings have shareholders which are undertakings, as well as
non-resident natural persons who will be unaffected by the measure.

2.6 Conclusions, recommendations and lessons learned

2.6.1 Conclusions
In this Module (Module 2) each tax system is described and are identified those
countries with clear measures aimed at favouring retention or distribution of profits,
those that do not have such measures and those that have adopted a mixture of
measures, the results of which may be favourable or unfavourable to the retention of
earnings. The objective of this was to try and determine:
1. Which tax system promotes the retention of earnings;
2. Which tax system promotes distribution of profits;
3. Which tax system promotes neither; and
4. Which tax system proposes a mixture of measures, some of which could be
considered favourable either to the promotion or distribution of profits?
Knowing a country has implemented tax measures one way or another may not be a
sound basis on which to draw conclusions when examining the actual success or
effects of such measures. This Module must therefore be combined with the other
two Modules to help determine if, and where possible how, tax measures are
perceived by business owners, whether they impact their decisions, and the extent
to which such measures are effective in their aims.

Page 258 / 486

2.6.2 Recommendations
Based on the analysis of the different tax systems it appears that private income is
often favoured over business income168. Consequently, it is more advantageous for
business owners to invest in private assets rather than in their business.

This

discrimination is in our view counterproductive and we recommend that taxation
follows a neutral stand in respect to business and private income.

2.6.3 Lessons learned
The analysis of the applicable tax regimes in the Target Countries reveals that most
of these regimes do not contain any tax measures to encourage the retention of
earnings. Only a few countries have adopted specific tax measures that favour the
retention of earnings.
The tax regimes of most of the countries studied in fact favour distribution. First, in
most countries private income is less taxed than business income. Second, all
countries allow the deductibility of interest in case of debt financing but permit no
deduction in case of equity financing.
When focusing on the countries that have adopted specific tax measures that favour
retention of earnings, the Swedish legislation is of interest since it demonstrates the
ability to encourage retention without any apparent cost.
Likewise, Ireland was able to create a global tax system which favours retention but
could limit the cost of the system by applying an additional tax on retained amounts
that are not invested in the activity of the company169.
These examples establish that it is possible to encourage retention of earnings
through tax legislation whilst limiting the costs to the country’s budget of such
measures.

168

See 2.5.14
Since Irish tax legislation provides for a very low corporate tax rate combined with a high
dividend tax, Irish business owners are inclined to retain earnings in their company . This is
particurlarly so because Irish business owners are inclined to retain their earnings within their
companies. In order to compensate the fact that this system motivates business owners to
keep their savings in their company, which does not favour the Irish economy as these funds
are not invested in the capital market, Irish tax legislation introduced an additional tax on
company assets that are not invested in the activity of the company.
169
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3 EQUITY
STRUCTURE
AND
SITUATION
OF
UNDERTAKINGS
IN
PARTICIPATING
COUNTRIES
(MODULE 1)
3.1 Context
To determine whether taxation is likely to have an impact on business owners’
decisions to retain earnings or distribute profits, it was important not only to
describe different tax systems but also to try to evaluate whether there may be a
link between equity structures of business enterprises and taxation. Such a link may
be tenuous, since many factors come into play in the equity structures of
undertakings in different countries. But presenting these structures within the 19
Target Countries also serves the purpose of identifying differences between EU
countries, whether they are explainable in terms of their tax systems or not.

3.2 Objectives
Module 1 aims at providing a summary of the equity situation and equity structures
of SMEs. This involves describing and interpreting the equity situation and equity
structure of SMEs in the relevant EU countries, based on accessible national and
international databases for the years 2002 to 2005. Where possible, size, legal form
and activity are used as parameters, but priority is given to a uniform presentation
of the equity structures of SMEs across the 19 Target Countries.

3.3 Presuppositions
In implementing Module 1 it was assumed that the information provided would be
mainly of a descriptive nature, to be used as far as possible and where relevant in
establishing correlations with the other Modules in the Report.
This Part does not present its findings with a view to determining good or bad
performers based on any particular economic theory, but rather to identify available
data, summarize it and try to determine whether there is a likelihood that tax
systems and perceptions of tax systems translate into particular equity structures.
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The limit of this analysis is clearly that the data sets do not coincide with the
perception survey in terms of time periods, the surveys being conducted this year
and the equity data sets corresponding to past years. Thus, the correlation results
are to be read with utmost caution. To some extent it is easier to compare equity
structure situations with tax systems, since both cover the same time periods.

3.4 Presentation and implementation of methodology
The equity situation and equity structure of SMEs in the Target Countries.
In preparing this report, the contractor aimed to provide relevant statistical
information in a uniform manner on the Target Countries for
-

the years 2002-2004 at a minimum,

-

the purpose of distinguishing where possible between micro, small and
medium-sized undertakings, and

-

the purpose of distinguishing where possible and relevant between legal forms
of undertakings (i.e. sole traders, partnerships, corporations).

A description and interpretation of such statistical information is provided.

This

includes the following ratios and comparisons:
•

Equity ratios and equity structures of SMEs in relevant countries and changes
within the defined period.

•

Equity ratios and structures of SMEs depending on their legal form, size and
sector of business activity (Manufacturing [NACE170 Rev. 1.1. category: Section
D], Distributive trades [NACE Rev. 1.1. category: Section G]; Services [NACE
Rev. 1.1. category: Sections H, I and K]) for the defined period.

•

Comparison of equity ratios and equity structures of SMEs with those of large
enterprises in the defined period.

170

NACE stands for "Nomenclature Generale des Activites Economiques dans I’Union
Europeenne" (General Name for Economic Activities in the European Union).
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3.4.1

Data collection procedures – Identification and confirmation of

data sources

3.4.1.(a) Databases

The Database used for this Project is the AMADEUS database from Bureau Van
Dijk.

This provides the most complete information and generally covers all

Target Countries.
Other databases were researched and accessed but have not been used to
generate statistical results because they did not provide data in a uniform
manner for all 19 Target Countries.

3.4.1.(b) The Database’s advantages
The AMADEUS Database includes data at individual company level on over 9
million private and publicly owned non-financial firms in 34 European countries.
However, unlike AMADEUS our analysis focuses only on the 19 Target Countries.
The total sample of Target Country firms in the Database includes over 4 million
enterprises.
The AMADEUS Database is in fact a compilation of databases which includes
data from all Target Countries. Most of the data are generally sourced from
company registrar offices. These offices not only require all incorporated firms
to submit annual filings but also to make this information publicly available.
The data is collected by a number of undertakings, then treated and organized
into the AMADEUS Database according to uniform criteria.
It should also be noted that company registrar offices were contacted
independently.
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The AMADEUS Database provides information on undertakings for the last 10
years and covers the period required for the purposes of this report, 20022005.
The AMADEUS Database also assigns undertakings a three-digit NACE code –
the European standard of industry classification. The NACE codes follow the
NACE Revision 1 classification. As a result, technically the AMADEUS Database
allows searches for Manufacturing (NACE Rev. 1.1. category: Section D),
Distributive trades (NACE Rev. 1.1. category: Section G); Services (NACE Rev.
1.1. category: Sections H, I and K) with the potential drawback to such
differentiation being that the results do not provide data on enough firms per
industry in a limited number of countries.
The AMADEUS Database proposes a standardized format for annual statements
of accounts, which makes it a perfect tool for comparing equity situations and
equity structures between Target Countries.
The comparison between SMEs and large undertakings is made readily
available in the AMADEUS Database by the existence of two relevant variables:
number of employees and turnover.
The AMADEUS Database generally provides statistical information on the
following variables which to a large extent correspond to the information
sought under Module 1:
1/ Added Value
2/ Capital
3/ Cash Flow
4/ Cash and Cash Equivalents
5/ Costs of Employees
6/ Cost of Goods Sold
7/ Current Assets
8/ Current Liabilities
9/ Depreciation
10/ Fixed Assets
11/ Financial Expenses
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12/ Financial P/L
13/ Financial Revenue
14/ Gross Profit
15/ Intangible Fixed Assets
16/ Interest Paid
17/ Loans
18/ Long Term Debt
19/ Material Costs
20/ Non Current Liabilities
21/ Number of Employees
22/ Other Current Assets
23/ Other Fixed Assets
24/ Other Non-Current Liabilities
25/ Other Operating Expenses
26/ Operating profit/losses
27/ Operating Revenue/Turnover
28/ Other Shareholders Funds
29/ Profit/Loss for Period
30/ Profit/Loss After Tax
31/ Profit/Loss Before Tax
32/ Receivables
33/ Sales
34/ Stocks
35/ Taxation
36/ Tangible Fixed Assets
37/ Total Assets
38/ Total Shareholder Funds and Liabilities
39/ Working Capital
The AMADEUS Database generally proposes the following main ratios, which
should, together with the variables, allow access to information on equity
structures and situations:
1/ Average Cost of Employee/ per Year
2/ Cash Flow/Turnover
3/ Collection Period (days)
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4/ Cost of Employees/Operating Revenue
5/ Credit Period (days)
6/ Current Ratio
7/ Gearing
8/ Interest Cover
9/ Liquidity Ratio
10/ Net Assets Turnover
11/Operating Revenue/ per Employee
12/ Profit Margin
13/ Profit per Employee
14/ Return on Capital Employed
15/ Return on Shareholders’ Funds
16/ Return on Total Assets
17/ Share Funds per Employee
18/ Shareholders Liquidity Ratio
19/ Solvency Ratio (percentage)
20/ Stock Turnover
21/ Total Assets per Employee
22/ Working Capital per Employee

3.4.1.(c) The Database’s limits
As stated before, Module 1 involves taking into account a number of parameters
that include differentiating between micro sized undertakings and small and
medium-sized undertakings. However, the number of micro undertakings is too
limited in some instances to provide a reliable basis for a comparative analysis
between micro/small and medium-sized undertakings (i.e. in the Czech
Republic, Luxembourg and Romania).
Further, the AMADEUS Database includes information only from undertakings
that file corporate returns. Sole traders and partnerships are often considered
pass-through entities, meaning that they file their information as personal
income for personal income taxation purposes. This means that the information
on the structure of pass-through entities is not available through the AMADEUS
Database, nor is it generally available to the Team’s knowledge through
databases that the public may have access to, as personal income information
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will fall under the Privacy Protection laws of many countries. This in itself may
not be a large issue, as intrinsically sole traders cannot be subjects of equity
structure analysis. This is because they have no equity as this term is generally
understood, or alternatively because they are all equity. This does not mean
that analysis of their debt to equity ratios would be of no interest, as banks will
usually mortgage the sole trader’s home before granting a loan for his or her
business activities.
The AMADEUS Database does not specifically identify those undertakings which
have filed their financial information irregularly, or undertakings which have
closed. As a result, filtering devices had to be implemented to avoid taking
these undertakings into account.
The volume of company data per country can vary greatly. This may be the
result of the size of an economy, or the structure of an economy which may
foster larger undertakings (the size of the SME sector varies from country to
country). However, it can also be the consequence of a weaker performance by
those organizations collecting local data, or the fact that undertakings in some
countries do not file their statements with local company registration offices.
The number of undertakings in a specific NACE activity, defined under Module 1,
can also vary greatly from one country to another. It quickly became apparent
that NACE Rev. 1.1. category: Section H generates a number of results in some
countries that is simply too small for the purposes of this Study. This may be the
result of the location of the country, and/or particular economic and cultural
characteristics, but it can also be the result of activities being legally structured
differently from one country to another. (Some business activities, for example,
are carried out mainly by sole traders, and since such individuals often do not
need to file annual “corporate” statements, the activity itself would fall below
the radar screens of financial information collectors).
The AMADEUS Database does not take sole traders into account, or SMEs that
exist informally. In some Target Countries, the informal sector is important.
The overall equity structure of such countries might be higher if SMEs belonging
to the informal sector were to be taken into account. For obvious reasons, such
undertakings may have extremely low debt to equity ratios.
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Although the AMADEUS Database generally proposes an important number of
variables as presented above, not all such variables may be applicable. Their
availability will depend greatly on the filters attributed to a specific search. If
variables such as total assets, total liabilities, gross profits and sales are
available, whatever filters are applied other variables related mainly to the debt
and equity structures of undertakings may not in some instances be provided.
This is one consequence of the large number of countries being studied. Some
countries simply do not require certain types of information to be provided. For
this reason search results will only show the lowest common denominator among
all countries.

The legal form of undertakings may not be provided in some

countries, resulting in another important variable under Module 1 being absent
in some instances.
Generally speaking, analysis of the results obtained through the AMADEUS
Database provides a general overview of the equity structures and situations of
SMEs in the Target Countries for the years of interest. However, such results
should only be considered as general rather than precise indicators, even though
particular efforts were undertaken to limit or eliminate flaws and confirm
results.

3.4.1.(d) The information provided using the Database
Using the AMADEUS Database it was possible to summarize the equity situation
and equity structure of SMEs in the Target Countries.
Relevant statistical information is provided in a uniform manner for the Target
Countries for
-

the years 2002-2005

-

Micro/small and medium-sized undertakings except for Luxembourg with
respect to micro undertakings,

-

Large undertakings, and

-

Undertakings in manufacturing, distributive trades and services (except for a
few undertakings with respect to micro undertakings in each sector.
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The description and interpretation of the statistical information retrieved
concerns:
•

Equity ratios and equity structures of SMEs in the relevant countries and
changes in the defined period.

•

Equity ratios and structures of SMEs depending, where discernable, on their
size and sector of business activity (Manufacturing [NACE Rev. 1.1. category:
Section D], Distributive trades [NACE Rev. 1.1. category: Section G]; Services
[NACE Rev. 1.1. category: Sections H, I and K]) for the defined period.

•

Comparison of equity ratios and equity structures of SMEs with those of large
enterprises in the defined period.

3.4.1.(e) National Statistics agencies
National Statistics agencies and company registrar offices were contacted for
their data, but their information was not used in preparing this Final Report as
only the AMADEUS Database provides a uniform presentation of financial
information across countries.

3.4.1.(f) Quality control
•

Choice of main database to use as foundation for analytical work

To ensure that the AMADEUS Database chosen and the data collected
by the Team was the best available, the Team hired the services of a
renowned consulting firm, providing it with the scope of Module 1.
The Consultant independently chose the same Database as the only
database capable of furnishing the types of results that are sought
under Module 1.
The Consultant confirmed that some of the data required under
Module 1 is not available through existing databases.
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•

Determination of effective use of the AMADEUS Database

The Consultant also confirmed the limits of the AMADEUS Database but
was able to provide useful information as a contribution to the
implementation of Module 1.
In particular the Consultant provided a general presentation and
analysis of the equity structure and equity situation in the Target
Countries for the years 2002 to 2005 which was used as a benchmark
and a quality control tool for the Research Team.

3.4.1.(g) Other studies
Other studies on the equity structures and status of undertakings were reviewed
for their substantive content and methodology.

These are listed in the

bibliography attached under Annex 4.
These studies confirm that the AMADEUS Database is the database of choice for
studies such as the one falling within the scope of Module 1. They also confirm
the Methodology used to retrieve the data and generate results and ratios.
Most of the studies are too old, too limited in scope or too different in their
goals and perspectives to provide anything more than a confirmation on
Methodology and database choice.

3.5 Data
The data collected is presented hereunder and in the relevant annexes.
3.5.1

Presentation of studies

A number of studies relevant to this Project have been conducted and are presented
succinctly hereunder. Not all studies are presented and analysed and others may
exist.
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3.5.1.(a) Euro barometer studies on SME access to finance
A number of surveys are regularly conducted by the European Commission to
evaluate SME access to finance. In 2005, the European Commission conducted a
survey (“the 2005 Survey”) on such access in the 15 Member States171.
involved the participation of 3047 business managers.

This

The 2005 Survey was

completed in 2006 (“the 2006 Survey”) with the results from the same survey
carried out in 10 new Member States172.

Interestingly, it appears from the

survey’s results that debt financing is less of a necessity in the new Member
States.

The surveys also indicate that SMEs “tend to meet their financial

management needs internally” with the assumption that outside financing is
provided through debt financing in the new Member States with equity financing
used less. This is confirmed by the importance of own equity financing that can
be found in the debt to equity ratios of enterprises in the new Member States
under the present Study.
Another point made by the 2006 Survey is that SMEs operating in trade and
services are the “most likely to feel that easy access to financing would best
assure the development of their company”. Industry oriented undertakings on
the other hand are least likely to share this view. This result is interesting,
given that the industrial sector is traditionally perceived as more investment
hungry than others.
The 2006 Survey also concludes that undertakings with a large turnover are more
likely to meet their financial needs internally than undertakings with a lower
turnover. Therefore it is expected that large undertakings will have better debt
to equity ratios than smaller ones.

The survey notes other factors such as

sector, years of activity and type of shareholdings as important in the ability of
undertakings to meet their financial needs internally.

171

European Commission, SME Access to Finance, Analytical Report, Flash Eurobarometer 174,
TNS Sofres/EOS Gallup Organization, October 2005.
172
European Commission, SME Access to Finance in the New Member States, Analytical
Report, Flash Eurobarometer 184, The Gallup Organization, July 2006.
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3.5.1.(b) European Central Bank Lending Survey
As stated before a number of factors may impact equity structure ratios. One of
these is the evolution of loan policy among banks and in particular whether the
credit standards for a particular period have eased or tightened. The retention
of earnings by SMEs in some countries may be the result of more or less easy
access to debt financing rather than taxation. It appears from the European
Central Bank surveys in this area that over the years 2002 to 2005, loan policy by
banks in the EU varied from one bank to another and from one country to
another173.
However, the ECB also presents the evolution of demands for loans and credit
lines. These could be relevant here, in that although demand may take into
account loan policy by the banks it also translates the actual demand for debt
financing174.
Interestingly, tax policy does not appear to be a factor that is taken into account
in loan demand projections and loan policy determination.

3.5.1.(c) 2003 Observatory of European SMEs report
The 2003 Observatory of European SMEs report175 states that although there is no
overall clear link between equity ratios and firm size, there are links on the
national level. The Study shows that in Austria, Denmark, Finland, Germany and
Spain the equity ratios of small undertakings are lower than in medium-sized
undertakings and considerably higher in countries such as Belgium and France. A
number of reasons are put forward to explain these differences and they are as
follows:
Differing taxation systems,
Differing financial systems,
Differing legal frameworks, and
Differing financing traditions.

173

http://www.ecb.eu/stats/money/lend/html/index.en.html.
European Central Bank, The Euro Area Bank Lending Surveys.
175
European Commission, 2003 Observatory of European SMEs, SMEs and access to finance,
2003/2.
174
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The Study also concludes that differences observed by sectors are mainly related
to the differing capital demands between sectors.
Another interesting point the Study makes is that small undertakings may only
have low equity ratios as a consequence of difficult access to external finance.

3.5.1.(d) European Committee of Central Balance Sheet Data Offices (Own
Funds Working Group)
The European Committee of Central Balance Sheet Data Offices under the Own
Funds Working Group organized a number of studies on own equity levels in
undertakings in a selection of European countries176.
The first study was conducted in 1997, the second in 2000177 and the third in 2005.
Each study focuses on a different topic relating to equity structure issues within
undertakings. The first study proposed a presentation on the “Equity of European
Industrial Corporations”. The second presented the broader topic of “Corporate
Finance in Europe from 1986 to 1996. The third debates “Net Worth at Risk”.
The first two studies’ main findings are:
-

that the level of net equity in undertakings varies from country to country,

-

that large undertakings present more harmonized financial structures than
small and medium-sized ones,

-

that the explanations for differences between countries are many and

although diverse tax systems is one of them, other factors such as local financing
practices, structure of assets, loan policy and guarantees required from lenders,
pensions regulations, insolvency rules and many others are as important.
The 2005 study focuses on the concept of Net Worth at Risk which it defines as
the amount of net losses as a percentage of total assets that an undertaking can
endure, without defaulting on loans, in case of a strong two year economic
downturn.

The study thus sees Net Worth as the source of financing - which

includes initial capital, additional capital and reinvested earnings – which can be

176

Only four or five (one partially) countries are studied. Germany, Spain, Italy and France
are included in all three studies.
177
The European Commission DG ECFIN participated in this.
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used to face difficulties, or as capital to be remunerated, but also and mainly as a
capital resource intended to absorb losses in the face of adversity.
The study concludes that of the group comprising France, Germany, Italy and
Spain, it was the Spanish undertakings in the manufacturing sector which had the
best own equity levels, while the Italian and German undertakings had the worst
and French undertakings in between these extremes. However, the study also
shows that given the potential losses undertakings may be exposed to in cases of
downturn, Italy and France fared best. It is interesting to note that own equity
levels are thus not the only parameters to take into account in case of economic
downturn.

The levels of potential losses vary from one country to another

depending on historical considerations, the importance of various sectors in the
economy, the timing of the last major recession. Thus, levels of potential losses
in times of economic adversity depend on undertaking size, sector of activity and
nationality. Identifying appropriate and desirable levels of own equity can only be
determined by accounting for variables such as these.
Interestingly, the study also shows that its results are not foolproof and that still
other factors should be taken into consideration such as differences in tax
systems, accounting rules, banking systems and levels of protection for creditors
in each country.

3.5.2

General presentation, description and comparison of the equity

structure and situation of undertakings in the Target Countries

This section summarises the equity situation and equity structure of SMEs in the
relevant countries examined in this Study, namely Austria, the Czech Republic,
Denmark, Estonia, Finland, France, Ireland, Italy, Lithuania, Luxembourg, the
Netherlands, Norway, Poland, Portugal, Romania, Slovakia, Slovenia, Spain and
Sweden. The data covers the period 2002 to 2005 and distinguishes among micro,
small, medium-sized and large firms.
The SME definition used is the EU definition based on the number of employees and
as inherent in the available databases. The classifications are: 0-9 micro; 11-49
small; 50-249 medium; 250+ large. It should be noted that a relatively large SME in a
small country would be regarded a relatively small SME in a large country, however
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this would be relevant only if the SMEs are targeting the EU market as a whole,
rather than being mainly focused on their own country market.
The data was further split up into sector of business activity: manufacturing,
distributive trades and services.

The data was obtained from the AMADEUS

database. Data was aggregated for the top 500 undertakings deending on size and
sector in each segment.
The choice of indicators analysed was based on their relevance to the Study as well
as to the data available in the AMADEUS database.
The main indicator used in this Study is the debt to equity ratio178. This ratio is
available in all Target Countries.
Although other variables could have been considered, it should be noted that by
increasing the number of variables analysed, the Study would have encountered even
more serious data problems, which relate not merely to availability but also to
reliability. Furthermore, it is not clear how analysis of cash flow ratios and debt
composition would throw light on issues of equity financing, because they are
influenced by a number of additional considerations which open new questions that
are not directly relevant to the Study at hand.
A time series approach based on a relatively short time period between 2002 and
2005 cannot allow a meaningful interpretation of drivers, because even if changes in
policy were to happen in that period, they would be unlikely to have their full
impact in such a short time span. The time series data presented is given only for the
purposes of information because it cannot allow clear analysis.
The debt to equity ratio is defined as follows:
1. Debt to equity ratio: a financial ratio indicating the relative proportion of
equity and debt used to finance a company’s assets. Here it shall mean the
total debt (including short-term debt) divided by own equity. If the ratio is

178

No ratio is easy to use across a number of countries. However, the Amadeus Database
provides for a uniformized database of financial statements from undertakings with a debt to
equity ratio automatic calculation option. This can and was also manually checked. It is
possible that the measures of the value of equity are probably downward biased in the data.
This would imply that the debt-equity ratios show high to real values. This bias may also be of
different magnitude depending on the country. This constitutes one of the limits of studying
such ratios across a number of countries.
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greater than 1, the majority of assets are financed through debt. If smaller
than 1, assets are primarily financed through equity.
A reduction in the debt to equity ratio could come from:
- an increase in equity
- a reduction in debt
- increases in both debt and equity, with the latter rising more than the former
- decreases in both debt and equity, with the former falling more than the latter
It is observed that any one of the above four events could happen either because
there are incentives (or disincentives) to use equity (that is driven by the level of
equity) or because there are changes in debt availability or its cost (that is, driven by
the level of debt).

Among the incentives (or disincentives) for SMEs to use own

equity, there is the availability and cost of debt. In other words, SMEs could be
incentivised to increase retained earnings in periods of monetary policy tightening
and higher interest rates.
This factor is relevant primarily in an analysis over time and not between countries.
Monetary conditions may change over time, but are likely to remain similar across
the countries used in this Study, because many of them are part of the euro area and
the rest have monetary policy arrangements which are closely tied to those of the
euro area. From a time series perspective, an assessment of monetary conditions
may be obtained through the European Central Bank main refinancing operation
marginal rate, which between 2002 and 2005 stood at 2.85%, 2.02%, 2,09% and
2.25%. There was overall some easing of monetary policy, mainly between 2002 and
2003, which was however not sustained. This may have helped to increase the debt
to equity ratio during the period. However, accounting for the precise extent to
which this factor, as opposed to others, influenced the time series development of
the debt to equity ratio is not possible.
The other indicators briefly presented herein are defined below. These indicators
were used because they are part of what is generally included in definitions of equity
structure. However, they are not as relevant as the debt to equity structure and
have only been presented to round out information on the subject in hand.
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2. Current liabilities to equity ratio: a financial ratio indicating the relative
proportion of equity and current liabilities used to finance a company’s
assets. Here it shall mean current liabilities divided by own equity. If the
ratio is greater than 1, the majority of assets are financed through current
liabilities. If smaller than 1, assets are primarily financed through equity.
3. Accounts payable (creditors)-equity ratio: a financial ratio indicating the
relative proportion of equity and creditors used to finance a company’s
assets. It shall mean the creditors divided by own equity. If the ratio is
greater than 1, the majority of assets are financed through creditors. If it is
smaller than 1, assets are primarily financed through equity.
4. Current ratio: This ratio is obtained by dividing the total current assets of a
company by its total current liabilities. The ratio is regarded as a test of
liquidity for a company.

It expresses the working capital relationship of

current assets available to meet a company’s current obligations.
5. Cash ratio: Total euro value of cash and marketable securities divided by
current liabilities. The cash ratio measures the extent to which a corporation
or other entity can quickly liquidate assets and cover short-term liabilities,
and therefore is of interest to short-term creditors. Also called liquidity ratio
or cash asset ratio.
6. Return on equity ratio: One of the most important profitability metrics is
return on equity [ROE]. Return on equity reveals how much profit a company
earned in comparison to the total amount of shareholder equity found on the
balance sheet.
7. Return on capital employed: This is used in finance as a measure of the
returns that a company is realising from its capital employed. The ratio can
also be seen as representing the efficiency with which capital is being utilised
to generate revenue.

It is commonly used as a measure for comparing

performance between undertakings and for assessing whether a business
generates enough returns to pay for its cost of capital.
8. Return on assets ratio: Where asset turnover tells an investor the total sales
for each euro of assets, return on assets [ROA] tells an investor how much
profit a company has generated for each euro in assets.
9. Return on assets 2 ratio: This ratio represents earnings before interest and
taxes (EBIT) divided by total assets.
10. Return on assets 3 ratio: The ratio represents earnings before interest but
after taxes, divided by total assets.
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11. Depreciation to total assets ratio: This ratio represents depreciation divided
by total assets.
12. Total assets to equity ratio: This represents total assets divided by equity.
13. Taxation to earnings: This ratio represents taxation divided by earnings.
14. Return on shareholders’ funds: This ratio represents profit before tax divided
by share capital and reserves. The return on shareholders’ funds ratio shows
the overall efficiency of a company in employing ordinary shareholder
resources.

3.5.2.(a) Debt to Equity Ratio
The figure indicates that except for the Czech Republic, all countries have a
ratio greater than one. The highest ratio is for France. Romania has not been
included here because of a debt to equity ratio of 25. This is due to the micro
enterprises ratio.
The debt to equity ratio is of particular interest to this Study as it shows the
type of financing undertakings choose and how exposed they may be to risk of
defaulting in case of a downturn. In effect, investments do not have to be paid
back when debts do. Thus, undertakings that have a high debt to equity ratio
will in cases of downturn be in more difficult positions than their counterparts
carrying less debt.
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Graph 57: Debt to equity ratio
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3.5.2.(b) Current Liabilities to Equity Ratio
The figure indicates that Romania and France again have the highest ratio and
the Czech Republic the lowest. The high ratios for Romania and France are due
to the micro undertakings’ high ratio, which have high levels of current
liabilities. The low ratio obtained for the Czech Republic is also due to micro
undertakings.

The current liabilities to equity ratio for this sector was only

around -3, reflecting negative shareholders’ funds.

Twelve of the nineteen

countries analysed have a ratio lower than 1. This indicates a low immediate
protection rate available for creditors in France, Portugal, Norway, the
Netherlands, Denmark and Ireland.

This analysis does not take account of the

many different types of guarantees that banks may have on other assets. It
merely identifies the amount of immediate protection available to creditors.
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Graph 58: Current liabilities to equity ratio for all undertakings
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3.5.2.(c) Accounts Payable to Equity Ratio
All countries have a ratio lower than 0.5. Italy and France have the highest
ratios, while Slovenia and the Czech Republic have the lowest.

In the case of

Italy, this was mainly due to large ratios obtained for small undertakings, while
in the case of France ratios for all sizes of enterprises were high, except for
micro undertakings.

The creditor values in the balanced sheets for Slovenia

have a value of zero. This could be due to lack of information for Slovenia,
rather than an actual value of zero for its creditors. This is an interesting
indicator of vulnerability in cases of downturn.

The more significant the

accounts payable to equity ratio the greater the risk of a bankruptcy domino
effect when economic conditions deteriorate.
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Graph 59: Accounts payable to equity ratio for all undertakings
0.50
0.45
0.40
0.35
0.30
0.25
0.20
0.15
0.10
0.05

Ta

rg

et

Co

un

tr i

es

Av

er

ag

e

SK

SI

SE

RO

PT

PL

NO

NL

LU

LT

IT

IE

FR

FI

ES

EE

DK

CZ

AT

0.00

Accounts Payable (Creditors)-Equity Ratio 2002-2005

SOURCE: AMADEUS

3.5.2.(d) Current Ratio
Austria has the highest current ratio, exceeding 6. This reflected a very high
ratio for small undertakings, over 16. This is mainly due to very high ratios
obtained in 2002, around 45, and to a lesser extent in 2003, around 25.

It

reflects high levels of other current assets and stocks and low levels of current
liabilities, especially loans. The average ratios for the period 2004-2005 are only
2.22. The ratio for micro undertakings, at 4.75, is also rather high. The average
ratios for 2004-2005 are only 2.22. The ratio for microenterprises, at 4.75, is
also rather high. Luxembourg’s current ratio is also quite high, although half
that of Austria. This reflects a high ratio for small undertakings. The values for
other current liabilities and loans are equal to zero in this category. All other
countries have similar current ratios ranging between 1 and 2. A general rule of
thumb for the current ratio is 2 to 1. However, an industry average may be a
better standard than this imprecise formula.
Typical current ratios will vary by firm and industry. Thus, a high current ratio
for a country overall may be an indication of the level of specialization in that
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country. Austria’s and Luxembourg’s high current ratios can be seen as positive.
Undertakings from these countries have the means to remain solvent during
downturns.
Graph 60: Current ratio for all undertakings
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3.5.2.(e) Cash Ratio
Most countries examined have cash ratios lower than 0.4.

Luxembourg, at

almost 1.2, and Italy, at just over 0.8, have much higher cash ratios. In the case
of Luxembourg this was attributable to high ratios for small undertakings, while
for Italy, this was due to medium undertakings.

This mainly reflected low

current liabilities.
The cash ratio is a liquidity ratio and provides an indication of a company’s
ability to pay off its current liabilities if for some reason immediate payment is
demanded. Not surprisingly Luxembourg has the best ratio. This ratio is not
indicative per se of significant own equity since it only includes the most liquid
assets, that i.e. cash and cash equivalents. However, it is interesting to confirm
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that Luxembourg’s undertakings are those which hold the largest cash reserves
by far. This is explained by the dominance of the banking and financial services
sector in the country.
Finally, it should be stated that the cash ratio may provide a good indicator of a
company’s ability to face immediate cash demands, but is less of an indicator of
when undertakings are facing the prospect of a couple of years of slow economic
activity.
Graph 61: Cash ratio for all undertakings
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3.5.2.(f) Return on equity Ratio
The return on equity ratio is negative for Slovakia and Romania, and quite low
for Italy.

In the case of Slovakia the negative figure was due to small

undertakings, while it was attributable to micro undertakings in the case of
Romania. In both these cases, it reflected losses. Italy reported very low ratios
in all undertakings categories. The ratio is relatively high in Ireland, Austria and
Estonia. In Ireland and to a lesser extent, Estonia, ratios are high for all size
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categories except micro undertakings, while in Austria, it is due to medium
undertakings.

The evaluation of this ratio depends on the perspective one

wishes to adopt. In general from an investor’s point of view it will be a measure
of the performance of the business.
Graph 62: Return on equity ratio for all undertakings
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3.5.2.(g) Return on Capital Employed
The return on capital employment ranges from 0 to 18.

It is highest for

Denmark, with high percentages reported in all undertakings sizes and lowest for
Luxembourg. The figure for Luxembourg reflects a high percentage for mediumsized undertakings (in 2002, mainly) and a negative value for large undertakings
(in 2001). It should be noted that the figure for Romania, although within the
Target Countries’ Average reflects relatively high values for small, medium-sized
and large undertakings, and a very low negative percentage for micro
undertakings.
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Graph 63: Return on capital employed ratio for all undertakings
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3.5.2.(h) Return on Assets Ratio
The return on assets ratio ranges between +/-0.1 for all countries analysed,
except for Italy, where it is almost -0.9. The ratio shows that the earning power
of company assets is lowest in Italy and Slovakia. In Italy, the large low value
reflects medium sized undertakings, reflecting losses and high interest paid.
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Graph 64: Return on assets ratio for all undertakings
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3.5.2.(i) Return on Assets 2 Ratio

This ratio is higher than 1 for Italy and is in the region of 0.1 for all the other
countries analysed in this Study.

For Italy this reflects the high ratio for

medium-sized enterprises.
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Graph 65: Return on assets 2 ratio for all undertakings
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3.5.2.(j) Return on Assets 3 Ratio
Same as above.
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Graph 66: Return on assets 3 for all undertakings
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3.5.2.(k) Depreciation to Total Assets Ratio
This ratio is negative for Italy and Ireland and positive for all the other countries
in the 0.05 region, except for Austria, where it is 0.4. The negative ratio for
Italy reflects medium-sized undertakings, reflecting negative total assets in
2002.

In Ireland, the values are zero in micro and large undertakings and

negative in small and medium undertakings, reflecting very low levels of
depreciation.

In Austria, the high value reflects medium sized undertakings,

which registered high levels of depreciation in 2003.
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Graph 67: Depreciation to total assets ratio for all undertakings
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3.5.2.(l) Total Assets to Equity Ratio
Most countries have similar total assets to equity ratios. Romania and France
have the highest ratio, while the Czech Republic at less than 1.5 has the lowest
ratio all reflecting the weight of micro undertakings’ ratios.

Page 288 / 486

Graph 68: Total assets to equity ratio for all undertakings
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3.5.2.(m) Taxation to Earnings Ratio
The Czech Republic has the highest ratio by far. The EU average is more than 10
times lower than the ratio obtained for the Czech Republic. The ratio for small
undertakings in the Czech Republic is extremely high, over 2300, because of the
high losses reported for this segment.
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Graph 69: Taxation to earnings ratio for all undertakings
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3.5.2.(n) Return to Shareholders’ Funds
The EU average score for this ratio is around 14. Romania has the lowest ratio, a
negative 15, reflecting the impact of the micro undertakings ratio for 2005.
Norway has the highest reflecting the high ratios in all undertakings sizes except
micro undertakings.
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Graph 70: Return on shareholders’ funds for all undertakings
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3.5.3

Presentation of collected data from the AMADEUS database

The Database used for this Project is the AMADEUS database from Bureau Van Dijk.
This provides the most complete information and covers all Target Countries.
The AMADEUS Database and other databases were not designed to obtain sets of
representative statistics, but rather to provide detailed accounting data, in
particular for the purpose of risk analysis and rating. Further, the variables that the
databases offer exclude some of the parameters defined under Module 1.

Sole

traders and partnerships are excluded from the databases as they in fact concern the
individual statement of the business owner.

Only tax authorities would have

relevant information on these. In particular, information on micro enterprises is not
reliable for the Target Countries. Similarly NACE code subdivisions resulted in too
few results for some countries. The NACE activity choices were thus adapted to the
Target Countries where necessary.

However, thanks to the large number of

undertakings in the sample the results will be representative of the general equity
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situation and structure of undertakings, the more so since observations cover a
longer period than 2002-2005.

3.5.4

Presentation of collected data from other databases

In general and given the time available, effectively only one database was used in
the implementation of the Project.
Other databases were researched thoroughly but not used because they are either
already included in the AMADEUS database, are incomplete or too limited in the
variables they propose.

Sections of other databases were used to provide

verification of findings under the AMADEUS Database. This was so of the Altares/Dun
& Bradstreet database which covered only a few countries (at least in the one
accessible to the Team). The Altares/Dun & Bradstreet database was most helpful
although it covered a very limited number of countries. Local or national databases
were not used because the information they contained did not correspond to
financial standards under criteria used by the AMADEUS Database. Generally, among
the other databases searched only the BACH database has been thoroughly
researched with relevant information downloaded and corresponding results
generated. The BACH database is a very useful instrument but it does not include all
Target Countries and the number of variables it details remains limited.

3.5.5 Presentation of equity structure and situation tables
As shown above, many ratios exist that give an indication of an undertaking’s
financial structure.

A complete presentation of equity structure and situation is

provided under Annexes 31 and 32.
Other ratios enable evaluation of financial risks exposure.

The Debt to EBITDA

(earnings before interest, taxes, depreciation and amortization) ratio, for example,
gauges a company’s ability to pay its debts. However, information on EBITDA is not
available for all Targeted Countries for the period in question.
The debt to equity ratio provides an indication of the equity structure of
undertakings. It is not the only ratio but it appears to be the most appropriate for
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the purposes of the Project. Further, it is available for all the Target Countries over
the period of interest.

3.5.6 Presentation of Database generated equity ratios for SMEs
The Database provides relevant information for the period 2002 to 2005. However, in
respect to countries such as Luxembourg and Romania, the information should be
used with prudence.

For Luxembourg, information on micro undertakings is

available. For Romania the data on micro undertakings shows extremely high debt to
equity ratios, which is somewhat surprising for the year 2005.

As a result,

Luxembourg and Romania are not always included in the graphs.

3.5.6.(a) General Debt to Equity ratios
A table presenting the debt to equity ratios for each country is presented under
Annex 31.

3.5.6.(b) Average Debt to Equity ratios per country for SMEs from 2002 to
2005
In order to compare SME and large undertaking debt to equity ratios in general,
averages for SMEs’ debt to equity ratios were calculated over the period 2002 to
2005.
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Table 11: Average Debt to Equity ratios per country for SMEs from 2002 to
2005
DEBT/EQUITY
DEBT/EQUITY RATIO DEBT/EQUITY RATIO DEBT/EQUITY RATIO
COUNTRY RATIO SMES 2002
SMES 2003
SMES 2004
SMES 2005
1,96
1,69
1,36
AT
1.95
1,33
0,85
0,24
CZ
0.67
2,02
1,90
1,43
DK
2.06
1,96
1,47
1,13
EE
1.34
1,22
1,38
1,13
ES
2,19
1,12
1,23
1,07
FI
1.37
4,05
4,67
3,25
FR
4.84
2,35
2,42
1,91
IE
1.77
1,17
2,41
2,67
IT
2.11
1,01
1,12
0,90
LT
1.58
0,94
1,46
0,71
LU
0.88*
2,24
5,41
1,87
NL
2.93
3,13
2,99
2,05
NO
2.41
1,40
1,56
0,95
PL
1.03
2,48
2,40
1,60
PT
2.08
4,56
4,68
5,11
RO
21.92**
2,15
1,81
1,35
SE
1.80
1,63
1,38
0,82
SI
1.33
1,64
1,15
1,01
SK
0.99

*Excluding micro-undertakings
**2.18 when excluding micro-undertakings

3.5.6.(c) Average Debt to Equity ratios per country for large undertakings
from 2002 to 2005
In order to compare SME and large undertaking debt to equity ratios in general,
averages for large undertakings’ debt to equity ratios were calculated over the
period 2002 to 2005.
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Table 12: Average Debt to Equity ratios per country for large undertakings
from 2002 to 2005
∆
Debt/Equity
AT
CZ
DK
EE
FI
FR
IE
IT
LT
LU
NL
NO
PL
PT
RO
SI
SK
ES
SE

2002
Large*
1,84
0,68
2,27
0,78
1,23
2,78
0,87
2,50
0,55
1,74
2,70
2,21
1,44
2,55
1,16
0,82
0,83
2,12
1,77

2003
Large

2004
Large
1,79
0,71
2,04
0,71
1,21
2,56
1,23
2,38
0,52
1,62
2,37
1,85
1,37
2,65
1,15
0,92
0,79
2,03
1,65

2005
Large
1,62
0,68
2,17
0,63
1,25
2,62
1,18
2,69
0,50
0,63
1,84
1,80
1,07
2,40
1,57
1,01
0,56
2,03
1,66

1,34
0,63
2,19
0,67
1,31
2,36
0,86
1,91
0,59
0,72
2,19
1,70
0,79
2,32
1,48
0,91
0,55
2,42
1,66

*Large undertaking (Headcount >= 250 and Turnover > € 50 million or Balance
sheet total > € 43 million)

3.5.7

Presentation of Database generated equity ratios for micro

undertakings
Clearly, the graph below shows that the differences in debt to equity ratios are very
important among different Target Countries where micro undertakings are
concerned.

It is of interest that these differences drop as undertaking size

increases, as is shown in the graphs that follow. However, in many countries the
debt to equity ratios of micro undertakings are very low. This indicates that present
targets are low, not that micro undertakings are particularly low. In effect, small
undertakings in ten countries out of the 17 Target Countries have debt to equity
ratios that are on average higher than the 2 mark over the period 2002 to 2005. This
may indicates that regardless of factors such as taxation, debt to equity ratios can
tend to increase between stages of development of the undertakings. This may also
be the result of a suddenly increased access to debt financing which occurs when
undertakings grow large enough to own sufficient assets to use as collateral.
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Graph 71: Debt to equity ratio for micro undertakings in the Target Countries
for the period 2002 to 2005.

SOURCE: AMADEUS

*Romania and Luxembourg excluded
The graph above shows that the Czech Republic has a negative debt to equity ratio.
Negative ratios in respect to debt to equity ratios have meaning. A negative ratio
number may indicate that undertakings do not have enough assets to cover their
liabilities. Accordingly it is not an indicator of good levels of own equity.
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3.5.8

Presentation of Database generated equity ratios for small

undertakings
Graph 72: Debt to equity ratio for small undertakings in the Target Countries
for the period 2002 to 2005.

SOURCE: AMADEUS

In general the debt to equity ratios for small undertakings tend to decrease over the
years. They increase for three countries, France, the Netherlands, and Lithuania. In
Italy, the debt to equity ratio for small undertakings is high and relatively constant
over the 2002 to 2005 period.
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3.5.9

Presentation of Database generated equity ratios for medium-

sized undertakings
Graph 73: Debt to equity ratio for medium-sized undertakings in the Target
Countries for the period 2002 to 2005.

SOURCE: AMADEUS

Eleven countries show debt to equity ratios equal to or below the 2 mark for
medium-size undertakings. Interestingly it is in Ireland that the debt to equity ratios
are the highest for medium-sized undertakings although the ratio fell sharply in
2005. There is no perceptible overall decrease in the debt to equity ratios. This
indicates that taxation may be a factor for medium-sized undertakings as the ratios
seem to be linked more to national factors than to size as such.
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3.5.10

Presentation of Database generated equity ratios for large

undertakings
Graph 74: Debt to equity ratio for large undertakings in the Target Countries
for the period 2002 to 2005.

SOURCE: AMADEUS

Thirteen countries show equity ratios that are lower than the two mark. The debt to
equity ratios show a general decreasing trend over the period 2002 to 2005. Spain
and the Netherlands are the two countries that really take exception to that trend.

To conclude on these tables, it appears that small companies are those with the
higher overall equity ratios.

The ratios are relatively high for micro companies.

They drop for medium-sized undertakings and again for large undertakings.

This

tends to suggest that size or the stage of development of a company will have an
effect on the capital structure of an undertaking. It also suggests that depending on
the stage of development of an undertaking the impact of taxation may be more or
less significant.
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3.5.11

Presentation of Database generated average debt to equity ratios

for all undertakings between 2002 and 2005.
As shown in the graph below, large undertakings are generally less prone to high
levels of debt to equity ratio. The trend for small and large undertakings in these
last few years has been downward with debt to equity levels consistently below
the ratio of 1.5 for large undertakings. Although, the debt to equity ratio for
micro undertakings is driven up by the Romanian figures, it should be noted that
debt to equity ratio levels for SMEs is generally higher than that of large
undertakings.
Graph 75: Debt to equity ratio for micro, small, medium-sized and large
undertakings in the Target Countries for the period 2002 to 2005.

SOURCE: AMADEUS
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3.5.12

Presentation of Database generated equity ratios for SMEs

depending on activity
Different business activities generate different equity ratios regardless; it appears,
of tax considerations. As stated previously, it is generally assumed that financing
needs depend on the type of activity in which a company is engaged179. As a result,
a country with a strong finance-hungry sector may show noteworthy debt to equity
ratios. Similarly, countries that see changes in the importance of different sectors in
their economy will also see debt to equity ratio changes in various sectors.

A

developing sector will be in the initial stages of its development more finance-hungry
than one in which seed and growth investments have already been made.
Tables of relevant data extracted from the Database presenting the average debt to
equity ratios for SMEs based on activity for the period 2002 to 2005, are attached to
this report as Annex 31.

3.5.12.(a)

Comparison between Debt to equity ratios for SMEs based on

activity from 2002 to 2005, and debt to equity ratios for SMEs in general

The graphs below present the evolution of debt to equity ratios for SMEs in general
between 2002 and 2005, in comparison to SMEs in manufacturing and distributive
trades and services. This effectively shows that sectors of activity have their own
equity structure requirements, regardless of taxation or other across the board
factors. The graphs presented below should be read in conjunction with Annex 34,
which identifies the importance of different sectors of activity in each country. The
importance of a sector in an economy and the financing requirements that define
each sector impact the debt to equity ratios of a country. However, the extent of
such impact is unclear, since the Study of this particular issue is not within the scope
of this Project, and relevant information is not accessible.
The research conducted under Annexes 31, 32 and 34 enable us to conclude from
observation that the importance of a sector in an economy, its evolution within the
economy, and the financing requirements that define each sector over time will
impact the debt to equity ratios for a country. However, the extent of such an
impact is unclear and its determination is not within the scope of this Project and it
is at the stage not possible to ascertain whether the necessary data would be
179

European Commission, SME Access to Finance in the New Member States, Analytical
Report, Flash Eurobarometer 184, The Gallup Organization, July 2006, p 15.
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available to make a clear determination as to the impact of each sector over a four
year on the equity situation and structure of SMEs in the Target Countries.

Graph 76: Debt to equity ratio for SME undertakings in Austria and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Austria for the period 2002 to 2005.

SOURCE: AMADEUS

*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Austria it appears that the distributive sector has most impact on the average
debt to equity ratio.
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Graph 77: Debt to equity ratio for SME undertakings in the Czech Republic
and the Target Countries and debt to equity ratio in the manufacturing,
distributive and services sectors in the Czech Republic for the period 2002
to 2005.

SOURCE: AMADEUS

*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

As shown above, the manufacturing sector in the Czech Republic could be the
cause of the negative debt to equity ratio for the country in 2003. However
manufacturing was positive in 2002, while the average debt to equity ratio
remained negative.

This indicates that the cause for the negative ratio is

probably to be found in other sectors.

There is therefore little causal link

between the general average debt to equity ratio and sectoral ones.
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Graph 78: Debt to equity ratio for SME undertakings in Denmark and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Denmark for the period 2002 to 2005.

SOURCE: AMADEUS

*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Denmark it appears that the distributive sector has most impact on the
average debt to equity ratio.

However in comparison to services and

manufacturing it does not carry a proportionately large amount of weight in the
national economy, as indicated under Annex 34.
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Graph 79: Debt to equity ratio for SME undertakings in Estonia and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Estonia for the period 2002 to 2005.

SOURCE: AMADEUS

*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

There seems to be little relationship between the evolution of debt to equity
ratios in Estonia and the manufacturing, distributive and services sectors when
taken individually.

However, a relationship emerges when the sectors are

considered together. Thus the three sectors can be said to be representative of
the Target Country average for SMEs. Again, there are important differences
between debt to equity ratios depending on sector.
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Graph 80: Debt to equity ratio for SME undertakings in Finland and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Finland for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Finland manufacturing is an important sector, as shown under Annex 34. Debt
to equity ratios for that sector are low in Finland. Decreases in debt to equity
ratios in manufacturing generally impact the average for SMEs. It is not clear
that this is the case here.

This could be explained by the impact of other

sectors or the relatively high level of SMEs in the manufacturing sector.

Page 306 / 486

Graph 81: Debt to equity ratio for SME undertakings in France and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in France for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

There seem to be no specific correlations between the debt to equity ratios for
different sectors and those of SMEs in France.

The three sectors all display

relatively low debt to equity ratios. Interestingly, in France it is the distributive
sector that is most hungry for debt financing.
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Graph 82: Debt to equity ratio for SME undertakings in Ireland and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Ireland for the period 2002 to 2005.

SOURCE: AMADEUS

*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

The services sector has been a high growth sector in Ireland in the last few
years. This has led to increased investment, which may explain high debt to
equity ratio levels for that sector.
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Graph 83: Debt to equity ratio for SME undertakings in Italy and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Italy for the period 2002 to 2005.

SOURCE: AMADEUS

*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

The three sectors studied have relatively high debt to equity ratios in Italy.
There is no apparent correlation between their respective debt to equity ratios
and the same ratio for SMEs.
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Graph 84: Debt to equity ratio for SME undertakings in Lithuania and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Lithuania for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Lithuania, there is no apparent correlation between the three sectors’
respective debt to equity ratios and that of the debt to equity ratio for SMEs.
There are important differences between the debt to equity ratios in the three
sectors.

Thus, even if taxation has an impact, this does not eliminate

differences.
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Graph 85: Debt to equity ratio for SME undertakings in Luxembourg and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Luxembourg for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Luxembourg the debt to equity ratio for the services sector was not complete.
Thus, it is not possible to present these sectors in relation to the general
average.
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Graph 86: Debt to equity ratio for SME undertakings in the Netherlands and
the Target Countries and debt to equity ratio in the manufacturing,
distributive and services sectors in the Netherlands for the period 2002 to
2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

It does not appear that the debt to equity ratio in the Netherlands is influenced
by the debt to equity ratio in the services sector. The negative ratio for the
country in 2003 should be analyzed with caution. It may only be a glitch in the
overall scheme of things. The analysis of negative ratios is beyond the scope of
this Study. However, putting the negative ratio aside, one can see that the three
sectors do present differences which again tends to suggest that debt to equity
ratios are sector specific rather than linked to the over effect of taxation.
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Graph 87: Debt to equity ratio for SME undertakings in Norway and the
Target Countries and debt to equity ratio in the manufacturing, distributive
and services sectors in Norway for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

From the graph above one can see that the three sectors in Norway present
important differences and which again tends to suggest that debt to equity
ratios are sector specific rather than linked to the overall effect of taxation.
Further, each sectors ratios change significantly from one year to another. This
amplifies the fact that in Norway each sector requires different capital
structures and that such requirement are constantly evolving regardless of the
overall impact of taxation.
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Graph 88: Debt to equity ratio for SME undertakings in Poland and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Poland for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

From the graph above one can see that the three sectors in Poland present important
differences and which again tends to suggest that debt to equity ratios are sector
specific rather than linked to the overall effect of taxation. Further, each sectors
ratios change significantly from one year to another. This amplifies the fact that in
Poland each sector requires different capital structures and that such requirement
are constantly evolving regardless of the overall impact of taxation.
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Graph 89: Debt to equity ratio for SME undertakings in Portugal and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Portugal for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

Portugal’s general debt to equity ratio does not specifically follow the trend set one
or another of the sectors of activity studied herein.
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Graph 90: Debt to equity ratio for SME undertakings in Romania and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Romania for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Romania the debt to equity ratio in general for micro companies is such that it is
not possible to elaborate on the relation between general ratios and specific sector
ratios.
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Graph 91: Debt to equity ratio for SME undertakings in Slovenia and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Slovenia for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Slovenia, the general debt to equity ratio seems to follow the evolution of the
services sector. Interestingly the manufacturing sector remains preponderant. But
the development of the services sector in recent years is impacting the general debt
to equity ratio.
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Graph 92: Debt to equity ratio for SME undertakings in Slovakia and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Slovakia for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

As shown above it is the manufacturing sector in Slovakia that has an important
impact on the general debt to equity ratio for the country.

The manufacturing

sector is very important in that country and it has regardless of other factors such as
taxation had the greatest impact on the debt to equity ratio.
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Graph 93: Debt to equity ratio for SME undertakings in Spain and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Spain for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

As shown above it is the services sector in Spain that appears to have an important
impact on the general debt to equity ratio for the country. The rapid development
of a services sector hungry in investments may be the reason for this trend.
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Graph 94: Debt to equity ratio for SME undertakings in Sweden and the Target
Countries and debt to equity ratio in the manufacturing, distributive and
services sectors in Sweden for the period 2002 to 2005.

SOURCE: AMADEUS
*Average SMEs
**Average SMEs in the 19 Target Countries
***Average SMEs in the 18 Target Countries (19 less Romania)

In Sweden the sectoral debt to equity ratios do not appear to follow a specific trend
that would be related to a factor of general application such as taxation. This tends
to suggest that each sector is influenced by factors that are inherent to such sector.

3.5.13

Presentation of Database generated equity ratios for SMEs

depending on legal form
A comprehensive description of equity structures and situations of undertakings
taking into account legal form – more specifically of partnerships, sole traders and
corporations -

was not possible due to lack of information on smaller scale

undertakings in the AMADEUS database. The Team prepared an indicative table of
legal forms (see Annex 26) to facilitate variables identification. But most databases
appeared to contain only a few of these forms. In many countries individual
proprietorships and partnerships are not compelled to publish their financial data.
Honyvem Spa, one of the main data collection organizations in Italy, confirmed that
to their knowledge the information on individual proprietorships and partnerships is
Page 320 / 486

not available in database form. The corollary to the absence of any obligation for
individual proprietorships and partnerships to file financial data is that these legal
structures are not undertakings as such but pass-through entities, which only exist at
the level of the individuals who own them. As a result, not only would access to
such information be difficult because it would appear mainly on individual tax
returns, but the idea that pass-through entities even have an equity structure is
questionable, at least within the scope of this Study.

3.5.14

Presentation of Database generated equity ratios for SMEs

depending on size
The following graphs present the debt to equity ratios for SMEs depending on size for
each year from 2002 to 2005.
Graph 95: Debt to equity ratio for micro, small, medium-sized and large
undertakings in the Target Countries for 2002.

SOURCE: AMADEUS

In 2002 small business undertakings showed the highest debt to equity ratios, even
taking into account the situations of the Czech Republic and Romania. This changed
in 2003 when micro undertakings indicated the highest debt to equity ratios in the 19
Target Countries. The situation in the Czech Republic should be analyzed cautiously,
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as a negative debt to equity ratio is far from being an indicator of good financial
health.
Graph 96: Debt to equity ratio for micro, small, medium-sized and large
undertakings in the Target Countries for 2003.

SOURCE: AMADEUS

In 2004 medium-sized undertakings had a higher debt to equity ratio than small
undertakings. It is the only year for which this observation can be made over the
period 2002 to 2004. Large undertakings’ ratios averaged out below the 1.5 mark for
the first time.
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Graph 97: Debt to equity ratio for micro, small, medium-sized and large
undertakings in the Target Countries for 2004.

SOURCE: AMADEUS

In 2005 the deteriorating economic situation in Romania pushed the overall average
debt to equity ratio of micro undertakings over the 5 mark. At the same time large
undertakings’ ratios fell below the 1.4 mark. The decrease was thus as constant
over the years examined for large undertakings as the increase was for micro
undertakings.
In general small, medium and large undertakings saw their debt to equity ratio
averages drop consistently every year of the studied period. Micro undertakings’
ratio averages consistently increased over the same period.
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Graph 98: Debt to equity ratio for micro, small, medium-sized and large
undertakings in the Target Countries for 2004.

SOURCE: AMADEUS

3.5.15

Analysis of results and comparisons based on activity and size

The results above reflect that in most countries, undertakings in the distributive
trades sector have the highest debt to equity ratios, followed by those in the
manufacturing sector. Undertakings in the services sector tend to have the lowest
debt to equity ratios.
When the economy of a country has a high proportion of undertakings in one sector
rather than another, levels of own equity and debt to equity ratios will be affected.
Luxembourg for example has a very developed services sector. This could partly
explain low debt to equity averages in this country.
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Although average debt to equity ratios vary in each country between micro, small,
medium-sized and large undertakings, no clear trend can be distinguished based on
levels of activity within each country.
3.6 Conclusions, recommendations and lessons learned
3.6.1

Conclusion

The AMADEUS Database used to implement the Study provided the best available
data in the most suitable form for this Project. Some variables were not explored
because of lack of uniform information over all 19 Target Countries and because of
time restrictions on this Project.
The information obtained reveals the equity structures and situations of SMEs in
general, based on size and activity for the period from 2002 to 2005.
It shows that there are important differences between countries in the equity status
of SMEs.
The Czech Republic180 (0,67 in 2005), Estonia (1,34 in 2005) , Finland (1,37 in 2005),
Lithuania (1,58 in 2005),

Luxembourg181 (0,88 in 2005), Poland (1,03 in 2005),

Slovakia (0,99 in 2005) and Slovenia (1,33 in 2005) are better positioned in terms of
debt to equity ratios.
Austria (1,95 in 2005), Ireland (1,77 in 2005) and Sweden (1,80 in 2005) show average
numbers.
Finally, Denmark (2,06 in 2005), France (4,84 in 2005), Italy (2,11 in 2005), the
Netherlands (2,93 in 2005), Norway (2,41 in 2005), Portugal (2,08 in 2005), Romania
(21,92182 in 2005) and Spain (2,19 in 2005) have the highest ratios.
This has generally been the case over the last few years. Most debt to equity ratios
though follow a downward trend, except for micro enterprises pulled upwards by the
Romanian ratios, which appear extraordinarily high. However, important differences
are also noticeable between sectors, and can depend on company size. Thus the
180

The low ratio from the Czech Republic stems from negative ratios noted for micro
enterprises which may underline negative equity altogether. Thus the ratios for this country
should be analyzed with prudence.
181
Data on micro-enterprises in Luxembourg is generally missing.
182
2,18 when excluding micro-companies. Data on micro-companies for this country is
extraordinarily high.
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average for one country in respect to SMEs may provide incomplete information, and
an analysis based on the size of a business or sector of activity, and other exogenous
factors may be required in order to assess risks in case of recession.
It should be noted that the objective of the Study is not to define the levels at which
specific ratios are considered positive or negative, but merely to describe the equity
structures of undertakings in the 19 Target Countries.
Undertaking size and the sector of activity will have an impact on the debt to equity
ratio but size and activity are only part of the equation. Other factors, such as tax,
economic stages of development, historical considerations... have an impact also.
3.6.2

Recommendations

The main AMADEUS Database was used to implement Part 4 of the Study.

This

database is a very good tool and includes data on an impressive number of countries
and undertakings. However, it does not contain all relevant variables as explained
before and it is surprising that at the European level insufficient effort has been
made to ensure that databases such as BACH provide more complete sets of data. It
is important that before future studies are performed in this area, reliable and
efficient tools are developed to collect financial data from all Member States. A
private-public partnership between Member States, European Institutions and the
owners of the AMADEUS database could usefully be considered.

3.6.3

Lessons learned

Own equity is important to undertakings but studies as shown under Part 1 and
Section 3.51 reveal that too much own equity may not be a sign of dynamism in an
enterprise. Further, high own equity averages in one country when compared to
another do not indicate that the former country’s business sector will fare any better
in a recession. High own equity may surely help. But it has been shown that the
levels of own equity needed to face a downturn will vary from one country to
another as shown under Section 3.5.1.

They will also depend on business size,

activity and stage of development but also on other factors183, such as the number
and nature of assets, financing practices in each country, relationships between
firms and banks, tax systems, guarantees offered to lenders, provisions - for example
for pensions, insolvency rules and so on.

183

See section 3.5.1.
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In this Project this issue was not specifically addressed, and the Team generally
considered that high equity levels were preferable to lower ones.
Finally, the factors identified above are not only important downstream in
identifying levels of own equity that may be desirable in anticipation of adverse
economic conditions, but also upstream as they influence an undertaking’s equity
structure per se.

Page 327 / 486

4 BUSINESS
OWNER
PERCEPTION
AND
UNDERSTANDING OF THE TAX IMPACT ON RETENTION
OF EARNINGS IN PARTICIPATING COUNTRIES
4.1 Context
Increasing own equity levels among SMEs requires not just observation of how
SME equity structures have evolved in conjunction with the development of tax
systems, but also study of which forces influence those who are most directly
affected by the subject matter of this Project, the business owners themselves.
Thus, Part 2 aims together with the 19 Country Reports, to present each tax
system in great detail. Part 3 aims to identify the equity situations of SMEs in
the 19 Target Countries. Part 4 is concerned with business owners’ perceptions
and understanding of the tax impact on retention of earnings.
The results from each Part may be analysed as a stand-alone study or as a
whole, in so far as comparison is possible. They should enable determination of
(i) the importance of taxation in retaining earnings or distributing profits, (ii)
the obstacles that tax may present to the retention of earnings, and (iii)
solutions to foster a stronger inclination by business owners to retain earnings.
4.2 Objectives
As stated earlier the General Objective of the Project is the determination of
those tax provisions that Business Owners perceive as effecting their decisions to
retain earnings. Implementing this General Objective called for the involvement
of business owners themselves in the Project.

This was done through the

organization of a survey (the Business Owner Survey) using a questionnaire
(“Questionnaire 2” or “Q2”) attached under Annex 1.
In order to complete those sections of the Report concerned with capturing the
views of Business Owners a second survey was organized, using a specific
questionnaire (“Questionnaire 3” or “Q3”) attached under Annex 1, but this time
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with tax advisers, accountants and business organizations providing information
on their clients (the Tax Adviser Survey). In particular, questions relating to
business owners’ perceptions of tax impacts on earnings and profits were asked.
Tax Advisers are or should be aware of the factors that determine a business
client’s decisions leading to the retention of earnings or distribution of profits.
As well as the Business Owner and Tax Adviser Surveys a third short
Questionnaire was compiled by the Team Leader (“Questionnaire 4”) as
presented under Section 4.5.10. The objective of Questionnaire 4 was to obtain
answers to the basic questions put by the General Objective of the Project and
to complete the Business Owner and Tax Adviser Surveys answers.
Thus the objectives under Part 4 were to conduct a number of surveys in order
to obtain the views of business owners, tax advisers, accountants, business
organizations and academics on the issue of how taxation influences business
owners’ decisions to retain earnings or distribute profits.
Once these views were captured they could be analysed and compared, where
relevant, with the actual tax systems and equity situations of SMEs in the 19
Target Countries.

4.3 Presuppositions
To implement Part 4, it was assumed that the questions included in
Questionnaires 2 and 3 were adequate, if answered, to provide sufficient
information to fulfil the objectives pursued under Part 4. It was also assumed
that by completing approximately 30 of Questionnaire 2 and 10 of Questionnaire
3 per Target Country, sufficient data would be generated to provide convincing
statistics.
4.4 Presentation of the methodology

The Beneficiary provided Questionnaires 2 and 3 to use in implementing the
Business Owner and Tax Adviser Surveys as under Annex 1.
In order to give the Business Owner Survey more weight, approximately 30
Business Owners and 10 Tax Advisers from each country were surveyed.
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4.4.1

The Questionnaires

Questionnaires 2 and 3 were created, adapted and approved by the Beneficiary.
These Questionnaires are the backbone of the interviews and a survey conducted
in person, by email, by telephone and through a website (the “Website”).
Questionnaire 2 aimed at obtaining answers directly from Business Owners.
Questionnaire 2 contains 58 questions.
Questionnaire 3 aimed at obtaining answers from Tax Advisers, accountants and
other business organizations that deal with and advise Business Owners.
Questionnaire 3 contains 51 questions.
Questionnaires 2 and 3 are highly technical, complex and lengthy but they are
also exhaustive and insightful.
To complement Questionnaires 2 and 3, a short, straightforward Questionnaire 4
was created. This was sent to business accountants and owners, associations of
undertakings; academics specialized in tax and other experts to obtain their
input on some of the more general issues that the Project highlights.
Questionnaire 4 is presented under Section 4.5.10.
The Questionnaires were translated into a number of languages as deemed
necessary and depending on interviewing needs.

4.4.2

The answers to the Questionnaires

A Website was created to integrate the answers to the Questionnaires.
The Website is accessible through the domain name acquired for that purpose
www.taximpact.org. Server space was leased to make the Website function on
the Internet. Email addresses were created to ensure coherence and efficiency
in contacts made implementing the Project.
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The primary purpose of the website was to enable the Team to enter answers to
Questionnaires into a database from any location in the EU plus Norway.
The Website also presents the Project to the Questionnaire’s targets and beyond
them to every person contacted during the Study and to the public at large.
Thus, its utility is not limited to facilitating access to the databases. It provides
greater visibility on European Union policy in the area of tax and SME promotion.
Regarding collection of statistics resulting from the interview answers, statisticsgenerating software was acquired and interfaced with the Website. The
statistics are thus directly produced and processed from the online database.
Statistics are automatically updated when new verified answers are submitted.
Some individuals and undertakings were contacted to answer the Questionnaires
directly, by going to the website.

However, any individual or entity that

answered the Questionnaires directly online was subsequently contacted and
interviewed. This represents a small proportion of the total number of people
who participated in this Module.
The statistics generated from the answers obtained to the closed questions
included in the Questionnaire do not identify participants in the Questionnaires.
However, each participant was requested to provide their name to ensure that
no person or undertaking participated twice in the Survey.

Once this is

ascertained, the names of participants are to be deleted. In some countries,
participants were not prepared to have their names put into a database.
Exceptionally, and only with the express approval of the Beneficiary and the
implementation of necessary safeguards, surveys were therefore conducted on a
fully anonymous basis.

4.4.3

The target groups for the Questionnaires

In order to obtain the Business Owners’ perceptions on tax it was necessary to
identify those who were likely to know about the issues at hand and those who
were likely to answer the Questionnaires.
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It was thus necessary to first identify the targets of the Surveys, and then to
define the means to contact them or advertise the existence of the Survey.

4.4.3.(a)

The targets of the Questionnaires

The targets of the Questionnaires were as follow:
-

Undertakings (in particular SMEs);

-

Professions (doctors, architects, dentists, lawyers - because they are
usually either sole traders or organized in partnerships) and craftsmen;

-

Company representative associations;

-

Associations of Professions, both national and European;

-

Lawyers;

-

Tax Advisers;

-

Associations of tax Advisers;

-

Accountants; and

-

Associations of accountants.

4.4.3.(b)

Potentialparticipants in the Survey

The potential participants in the Survey were identified using the following:
-

a company contacts database ;

-

targeted research carried out by the Research Assistants under the Team
Leader’s supervision;

-

individuals known personally or professionally by the Country Experts;

-

professionals working in tax related areas such as lawyers, and
accountants asked to participate in the Survey and interview and
disseminate the Questionnaire; and

-

Specialized Sources.

These were selected randomly.
The Specialized Sources contacted to both participate in the Study and
disseminate it were as described below:
-

Chambers of Commerce and Industry;
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-

Chambers of Trade and Crafts;

-

Company representative associations and unions (European and national,
mostly trade associations); and

-

4.4.4

SME support organizations (sBSN and others).

Surveys implementation

Firstly it was decided that because of their knowledge of local conditions, their
local contacts and their expertise in the matter at hand, Country Experts would
be the most suitable agents to identify participants and interview them.
As a result, most direct interviews for Questionnaires 2 and 3 were organized by
the Country Experts.
Secondly, acting in support of Country Experts, a number of organizations and
undertakings were identified and contacted by the Research Team who also
proceeded to interviews or led participants to answer Questionnaires 2 and 3
directly online with follow-up interviews when necessary.
Thirdly, Questionnaire 4 was submitted directly by the Research Team.

4.4.4.(a)

The total number of potential participants contacted

In each of the 19 Target Countries, between 300 and 5000 potential
participants per country were randomly directly contacted by telephone,
email and in person for Questionnaire submission.
Few accepted to participate given the complexity of the Questionnaire. Most
participants were clients of the Country Experts.

4.4.4.(b)

The number of actual participants

More than 850 individuals participated in the Surveys in their own capacity or
as representatives of undertakings.

For some countries more individuals
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participated than were required.

Only the first completed Questionnaires

were taken into account.
29 individuals answered Questionnaire 4. The individuals chosen to answers
Questionnaire 4 were chosen based on their interest in the subject matter at
hand and their willingness to answer the Questionnaire.

Many individuals

were contacted and only 29 accepted to participate.
As a result the table below identifies the number of Questionnaires 2 and 3
completed and taken into account per country:
Table 13: Number of Questionnaires 2 and 3 complted and taken into account
per country
Country

Questionnaire n°2 - Questionnaire n°3 Business Owner
Tax Advisers

Austria
The Czech Republic
Denmark
Estonia
Finland
France
Ireland
Italy
Lithuania
Luxembourg
The Netherlands
Norway
Poland
Portugal
Romania
Slovenia
Slovakia
Spain
Sweden

30
30
30
30
30
30
30
30
30
28
28
30
30
30
30
30
30
30
30

4.4.4.(c)

10
10
10
10
10
10
10
10
10
12
12
10
10
10
10
10
10
10
10

Difficulties encountered

Although the Team successfully managed to obtain a sufficient number of
participants, it should be stated that this required a substantial amount of
effort.

The Research Team and Country Experts report that some

undertakings have not been open to the interviewing process for a number of
reasons, stated below.
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1/ Do not wish to reveal confidential information;
2/ Do not wish to give information on equity structure;
3/ Do not wish to provide their names or the name of their company;
4/ Find the Questionnaire inappropriate because it cannot apply to sole
traders;
5/ Find the Questionnaire too complex and long; and
6/ Find the Questionnaire inappropriate (in the case of sole traders).
Given the status of the Country Experts, their networks and their experience
in the area of enquiry, the interviews should have been a more
straightforward process.
However, many undertakings refused to participate because of confidentiality
issues.

Even among those who did participate, many required that the

interviewer would not disclose their names, a condition based on national
privacy regulations.
4.5 Survey and studies
A number of studies are regularly conducted in respect to SMEs.

The European

Commission is at the forefront of such studies and the most active organization in
the promotion of SMEs in the EU.

Its focus on SMEs stems from the recognized

economic important of SMEs in the EU and from their relative fragility also.

4.5.1

Presentation of other studies

A number of surveys are regularly conducted by the European Commission to
evaluate SME access to finance184.

More specifically, in 2005 the European

Commission conducted a survey on SME access to finance in the 15 Member
States185. This involved the participation of 3047 business managers. The 2005
survey was completed in 2006 by the results from the same survey carried out in
the 10 new Member States186.

184

See the European Observatory for SMEs reports.
European Commission, SME Access to Finance, Analytical Report, Flash Eurobarometer 174,
TNS Sofres/EOS Gallup Organization, October 2005.
186
European Commission, SME Access to Finance in the New Member States, Analytical
Report, Flash Eurobarometer 184, The Gallup Organization, July 2006.
185

Page 335 / 486

Although the Eurobarometer survey questions are not the same as those asked in
this Study, some questions and answers do have some relevance to the subject
matter at hand. These questions are as follows.
“Which of the following would per cent assure the development of your
company?” 31 per cent of respondents in the 2005 survey and 34 per cent of
respondents in the 2006 survey answered that they would like social and fiscal
regulations more suited to their sector of activity.

The second most chosen

answer was “easy access to means of financing” with 14 per cent and 24 per cent
for the 2005187 and 2006188 surveys respectively. This appears to indicate that in
the view of business managers, social and fiscal regulations have by far the
greatest impact on the development of their undertakings.
One question pertained to the capacity of SMEs to meet their financial needs
internally (without use of outside financing). Interestingly, Estonia came first,
with 97 per cent of SMEs declaring that they met their financial needs
internally189. France, Italy, the Netherlands and Sweden came last.
It should be noted that these surveys are focused on outside financing and that
the options for retention of earnings and increases in own equity are never
proposed.
4.5.2

General presentation of the Survey results

The Business Owner and Tax Adviser Survey results per country are presented in
a table form under Annexes 24 and 25.
The Survey Results are generally described below for all the Questionnaires. In
general the Surveys show that a majority of Business Owners do not take
taxation into consideration when deciding to retain earnings or distribute
187

The other elements deemed as most relevant: 16 per cent indicated better qualified
people, 9 per cent referred to a greater production capacity, 11 per cent to stricter
regulation regarding competition from outside the EU, and the smallest percentage, 6 per
cent thought that an advice and support service for the development of their company could
best assure their company’s development.
188
The other elements deemed most relevant: 14 per cent indicated better qualified people,
7 per cent referred to a greater production capacity, 5 per cent to stricter regulation
regarding competition from outside the EU, and the smallest percentage, 4 per cent thought
that an advice and support service for the development of their company could best assure
their company’s development.
189
European Commission, SME Access to Finance in the New Member States, Analytical
Report, Flash Eurobarometer 184, The Gallup Organization, July 2006, p 46.
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profits.

Further, Business Owners generally do not consider that taxation is

neutral in this respect. This suggests that taxation is not the most important
factor taken into consideration by Business Owners when they decide to
distribute profits or retain earnings. This does not mean that taxation is not at
some point a determinant.

For example, a business owner may decide to

distribute for personal reasons and then evaluate the tax implication of such a
decision.

This is confirmed by the view of Tax Advisers who believe that

business owners do take taxation into consideration.

Further, it is clearly

apparent that in those countries where clear measures have been taken to
promote retention of earnings, Business Owners do consider that taxation has an
impact on their decision to retain earnings or distribute profits. Taxation thus
has an impact when its aim is clear and understood by Business Owners, and its
scope is such that it would not be rational economically to disregard it.

4.5.3

Presentation of the collected data for responses by Business

Owners to Questionnaire 2
Given that there were over thirty questions under the Business Owner Survey
(Questionnaire 2), only a number of these are presented below in the form of pie
chart. These specific pie charts were selected based on their relevance to the
Study. Other responses are also discussed for in 4.5.9.
All answers to the questions are included in the summary table under Annex 24.

4.5.4

Description per Country of the most relevant responses to

Questionnaire 2 by Business Owners
A summary table of answers to Questionnaire 2 is attached under Annex 24.
A description of the relevant answers to Questionnaire 2 is presented below. This
description of Business Owner’s answers and that of the Tax Adviser’s answers is
important in understanding the overall description and analysis of responses to
Questionnaires 2 and 3 (Tax Advers) provided under Section 4.5.8.
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4.5.4.(a) Austria
Pie Chart 22: Answer to Question 11 in the Business Owners Survey for
Austria: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Austria most Business Owners (48 per cent) when taking into
account taxation only, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, in which 54 per cent
of Business Owners consider that it is more advantageous for them to retain
earnings.
In Austria, the tax impact is thus perceived by Business Owners as a less
important factor in favour of retention than is the case in other countries.
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Pie Chart 23: Answer to Question 25 in the Business Owners Survey for
Austria: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25. Most Business Owners (58 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries, provided in
the form of an overall average of 61 per cent for this answer to the question.
In Austria, the tax impact is thus perceived by Business Owners as less neutral in
comparison to other countries.
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Pie Chart 24: Answer to Question 32 in the Business Owners Survey for
Austria: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32 Most Business Owners (56 per cent) consider that the current tax
treatment of business income versus private investment income has no impact in
favour of retention or in favour of distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer to the question.
In Austria, the tax impact is thus perceived by the Business Owner as less neutral
than is the case in other countries.

Page 340 / 486

4.5.4.(b) The Czech Republic
Pie Chart 25: Answer to Question 11 in the Business Owners Survey for the
Czech Republic: Taking only taxes into consideration, is it more
advantageous for you as business owner to retain or to distribute earnings?

Question 11. In the Czech Republic most Business Owners (53 per cent),
consider that it is more advantageous for them to retain earnings when taking
into account taxation alone.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, 54 per cent of
Business Owners consider that it is more advantageous for them to retain
earnings.
In the Czech Republic, the impact of taxation is therefore perceived by the
Business Owner as more heavily in favour of retention than is the case in other
countries.
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Pie Chart 26: Answer to Question 25 in the Business Owners Survey for the
Czech Republic: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Business Owners (93 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer to the question.
In the Czech Republic, any tax advantage conferred by debt financing does little
to promote the retention of earnings.
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Pie Chart 27: Answer to Question 32 in the Business Owners Survey for the
Czech Republic: Is the current tax treatment of business income vs. private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Czech Business Owners (73 per cent) consider that the
current tax treatment of business income versus private investment income has
no impact in favour of retention or in favour of distribution.
This result should be compared to that of the 19 Target Countries, provided in
the form of an overall average of 64 per cent for this answer to the question.
In the Czech Republic the tax impact is thus perceived by the Business Owner as
neither promoting retention nor distribution. This does not mean that the there
is no tax impact but that the causality link between retention of earnings and
business income and private income related investments is not immediately
obvious or that the tax impact is not “important”.
Further, it should also be noted that if no Business Owner answered that the
current tax treatment of business income versus private investment income an
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important aspect for their decision to either retain or distribute more earnings
some, almost a quarter of those surveyed, did in fact see an important impact in
favour of distribution.

4.5.4.(c) Denmark
Pie Chart 28: Answer to Question 11 in the Business Owners Survey for
Denmark: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Denmark most Business Owners (47 per cent) when taking into
account taxation only, consider that it is more advantageous for them to
distribute profits.
These answers should be compared to those of the 19 Target Countries, provided
in the form of an overall average for the question, 20 per cent of Business
Owners consider that it is more advantageous for them to distribute profits.
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In Denmark, the tax impact is thus perceived by the Business Owner as a more
important factor in favour of distribution than in other countries.

Pie Chart 29: Answer to Question 25 in the Business Owners Survey for
Denmark: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Business Owners (83 per cent) consider that the tax
treatment of retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries, provided in
the form of an overall average of 61 per cent for this answer to the question.
In Denmark, the tax impact is thus perceived by the Business Owner as more
neutral in comparison to other countries.
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Pie Chart 30: Answer to Question 32 in the Business Owners Survey for
Denmark: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Danish Business Owners (80 per cent) consider that the
current tax treatment of business income versus private investment income has
no impact in favour of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer to the question.
In Denmark, the tax impact is thus perceived by the Business Owner as clearly
neutral in comparison to other countries.
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4.5.4.(d) Estonia
Pie Chart 31: Answer to Question 11 in the Business Owners Survey for
Estonia: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Estonia most Business Owners (92 per cent) when taking
taxation only into account consider that it is more advantageous for them to
retain earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 54 per cent
of Business Owners consider that it is more advantageous for them to retain
earnings.
In Estonia, the impact of tax is thus perceived by the Business Owner as
weighted more heavily in favour of retention than is the case in other countries.
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Pie Chart 32: Answer to Question 25 in the Business Owners Survey for
Estonia: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25. Most Business Owners (64 per cent) consider that tax treatment of
retained earnings in comparison to debt financing has an important influence,
favouring retention.
This result should be compared to that of the 19 Target Countries which
provided an overall average of 29 per cent for this answer to the question.
In Estonia, the tax impact is thus perceived by the Business Owner as more
heavily in favour of retention than in other countries.
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Pie Chart 33: Answer to Question 32 in the Business Owners Survey for
Estonia: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners (56 per cent) consider that the current tax
treatment of business income versus private investment income has an
important impact in favour of distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average 17 per cent for this answer to the question.
In Estonia, the tax impact is thus perceived by the Business Owner as more
heavily in favour of distribution than in other countries.
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4.5.4.(e) Finland
Pie Chart 34: Answer to Question 11 in the Business Owners Survey for
Finland: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Finland most Business Owners (41 per cent) when taking into
account taxation only, consider that tax has no effect on their decision to retain
earnings or distribute profits.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, 26 per cent of
Business Owners consider that tax has no effect on their decision to retain
earnings or to distribute profits.
In Finland, the tax impact is thus perceived by the Business Owner as more
neutral in comparison to other countries.
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Pie Chart 35: Answer to Question 25 in the Business Owners Survey for
Finland: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25. Most Business Owners (77 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided, in
the form of an overall average of 61 per cent for this answer to the question.
In Finland, the tax impact is thus perceived by the Business Owner as more
neutral in comparison to other countries.
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Pie Chart 36: Answer to Question 32 in the Business Owners Survey for
Finland: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners (77 per cent) consider that the current tax
treatment of business income versus private investment income has no impact in
favour of retention over distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer to the question.
In Finland, the tax impact is thus perceived by the Business Owner as more
neutral by comparison to other countries.
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4.5.4.(f) France
Pie Chart 37: Answer to Question 11 in the Business Owners Survey for
France: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In France most Business Owners (44 per cent) when taking taxation
alone into account consider that tax has an effect on their decisions to retain
earnings or to distribute profits. 25 per cent of Business Owners consider that
tax is neutral.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 20 per cent
of Business Owners consider that tax has an effect on their decisions to
distribute earnings.
In France, the perceived impact of taxation is thus in line with other countries.
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Pie Chart 38: Answer to Question 25 in the Business Owners Survey for
France: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25. Most French Business Owners (56 per cent) consider that the tax
treatment of retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer to the question.
In France, the tax impact is thus perceived by the Business Owner in a similar
way to that of the average for the 19 Target Countries.
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Pie Chart 39: Answer to Question 32 in the Business Owners Survey for
France: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most French Business Owners (88 per cent) consider that the
current tax treatment of business income versus private investment income has
no impact in favour of retention or in favour of distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer to the question.
In France, the tax impact is thus perceived by Business Owner as more neutral by
comparison to other countries.
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4.5.4.(g) Ireland
Pie Chart 40: Answer to Question 11 in the Business Owners Survey for
Ireland: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Ireland most Business Owners (59 per cent) when taking only
taxation into account, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 54 per cent
of Business Owners consider that it is more advantageous for them to retain
earnings.
In Ireland, the tax impact is thus perceived by the Business Owner as a more
important factor in favour of retention than in other countries.
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Pie Chart 41: Answer to Question 25 in the Business Owners Survey for
Ireland: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25. Most Irish Business Owners (63 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has an important
impact in favour of retention.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average 29 per cent for this answer to the question.
In Ireland, the tax impact is thus perceived by the Business Owner as a more
important factor in favour of retention than in other countries.
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Pie Chart 42: Answer to Question 32 in the Business Owners Survey for
Ireland: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Irish Business Owners (63 per cent) consider that the current
tax treatment of business income versus private investment income has an
important impact in favour of retention.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 19 per cent for this answer to the question.
In Ireland, the tax impact is thus perceived by Business Owners as a more
important factor in favour of retention than is the case in other countries.
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4.5.4.(h) Italy
Pie Chart 43: Answer to Question 11 in the Business Owners Survey for Italy:
Taking only taxes into consideration, is it more advantageous for you as
business owner to retain or to distribute earnings?

Question 11. In Italy for most Business Owners (54 per cent), it is more
advantageous to retain earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, in answer to which
54 per cent of Business Owners consider that it is more advantageous for them to
retain earnings.
In Italy, the impact of tax is thus perceived by the Business Owner as more
heavily weighted in favour of retention of earnings than is the case in other
countries.
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Pie Chart 44: Answer to Question 25 in the Business Owners Survey for Italy:
Does the current tax treatment on retained earnings in comparison to debt
financing have a direct impact on your decision to retain or distribute
earnings?

Question 25. Most Business Owners (93 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention of earnings or distribution of profits.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer to the question.
In Italy, the tax impact is thus perceived by the Business Owner as more neutral
in comparison to other countries.
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Pie Chart 45: Answer to Question 32 in the Business Owners Survey for Italy:
Is the current tax treatment of business income vs. Private investment
income an important aspect for your decision to either retain or distribute
more earnings?

Question 32. Most Italian Business Owners (73 per cent) consider that the
current tax treatment of business income versus private investment income has
no impact on their choice of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer to the question.
In Italy, the tax impact is thus perceived by the Business Owner as more neutral
in comparison to other countries.
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4.5.4.(i) Lithuania
Pie Chart 46: Answer to Question 11 in the Business Owners Survey for
Lithuania: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Lithuania most Business Owners (63 per cent) when taking only
taxation into account, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to that of the 19 Target Countries as
provided in the form of an overall average for the question, where 54 per cent
of Business Owners considered that it was more advantageous for them to retain
earnings.
In Lithuania, the tax impact is thus perceived by the Business Owner as a more
important factor favouring retention of earnings than is the case in other
countries.
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Pie Chart 47: Answer to Question 25 in the Business Owners Survey for
Lithuania: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Lithuanian Business Owners (54 per cent) consider that the
tax treatment on retained earnings in comparison to debt financing has an
important impact in favour of retention.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 29 per cent for this answer to the question.
In Lithuania, the tax impact on retention and distribution is thus perceived by
the Business Owner as a more important factor in favour of retention than is the
case in other countries.
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Pie Chart 48: Answer to Question 32 in the Business Owners Survey for
Lithuania: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Lithuanian Business Owners (48 per cent) consider that the
current tax treatment of business income versus private investment income has
no impact in favour of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer.
In Lithuania, the tax impact is thus perceived by the Business Owner as less
neutral in comparison to other countries.
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4.5.4.(j) Luxembourg
Pie Chart 49: Answer to Question 11 in the Business Owners Survey for
Luxembourg: Taking only taxes into consideration, is it more advantageous
for you as business owner to retain or to distribute earnings?

Question 11. In Luxembourg most Business Owners (78 per cent) when
considering taxation alone, state that tax has no effect on their decisions to
retain earnings or distribute profits.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 26 per cent
of Business Owners considered that tax has no effect on their decisions to retain
earnings or to distribute profits.
In Luxembourg, the impact of tax is thus perceived by the Business Owner as
more neutral in comparison to other countries.

Page 365 / 486

Pie Chart 50: Answer to Question 25 in the Business Owners Survey for
Luxembourg: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Business Owners in Luxembourg (78 per cent) consider that
the tax treatment of retained earnings in comparison to debt financing has no
impact in favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer.
In Luxembourg, the tax impact is thus perceived by the Business Owner as more
neutral by comparison to other countries.
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Pie Chart 51: Answer to Question 32 in the Business Owners Survey for
Luxembourg: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32 Most Business Owners in Luxembourg (88 per cent) consider that
the current tax treatment of business income versus private investment income
has no impact in favour of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer.
In Luxembourg, the tax impact is thus perceived by the Business Owner as more
neutral in comparison to other countries.
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4.5.4.(k) The Netherlands
Pie Chart 52: Answer to Question 11 in the Business Owners Survey for the
Netherlands: Taking only taxes into consideration, is it more advantageous
for you as business owner to retain or to distribute earnings?

Question 11. In the Netherlands most Business Owners (72 per cent), taking
taxation only into account, consider that it is more advantageous for them to
retain earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 54 per cent
of Business Owners considered that it is more advantageous for them to retain
earnings.
In the Netherlands, the tax impact is thus perceived by the Business Owner as
more clearly in favour of retention than is the case in other countries.
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Pie Chart 53: Answer to Question 25 in the Business Owners Survey for the
Netherlands: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Dutch Business Owners (85 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer.
In the Netherlands, the tax impact is thus perceived by Business Owners as more
neutral in comparison to other countries.
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Pie Chart 54: Answer to Question 32 in the Business Owners Survey for the
Netherlands: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners in the Netherlands (79 per cent) consider
that the current tax treatment of business income versus private investment
income has no impact in favour of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer.
In the Netherlands, the impact of tax is thus perceived by the Business Owner as
more neutral in comparison to other countries.
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4.5.4.(l) Norway
Pie Chart 55: Answer to Question 11 in the Business Owners Survey for
Norway: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Norway most Business Owners (82 per cent), when taking into
account taxation only, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, 54 per cent of
Business Owners consider that it is more advantageous for them to retain
earnings.
In Norway, the impact of tax is thus perceived by the Business Owner as more
clearly in favour of retention than is the case in other countries.
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Pie Chart 56: Answer to Question 25 in the Business Owners Survey for
Norway: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25 Most Norwegian Business Owners (73 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer.
In Norway, the tax impact is thus perceived by the Business Owner as more
neutral in comparison to other countries.
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Pie Chart 57: Answer to Question 32 in the Business Owners Survey for
Norway: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners in Norway (82 per cent) consider that the
current tax treatment of business income versus private investment income has
no impact in favour of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer.
In Norway, the tax impact is thus perceived by the Business Owner as more
neutral in comparison to other countries.
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4.5.4.(m) Poland
Pie Chart 58: Answer to Question 11 in the Business Owners Survey for
Poland: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Poland most Business Owners (45 per cent), when taking
account of taxation only, consider that it is more advantageous for them to
distribute profits.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 26 per cent
of Business Owners consider that it is more advantageous for them to distribute
profits.
In Poland, the tax impact is thus perceived by the Business Owner as more
weighted in favour of distribution than is the case in other countries.
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Pie Chart 59: Answer to Question 25 in the Business Owners Survey for
Poland: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25. Most Polish Business Owners (56 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer.
In Poland, the tax impact is thus perceived by the Business Owner as less neutral
in comparison to other countries.
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Pie Chart 60: Answer to Question 32 in the Business Owners Survey for
Poland: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners in Poland (65 per cent) consider that the
current tax treatment of business income versus private investment income has
no impact in favour of retention or distribution.
This result should be compared to that of the 19 Target Countries to the
question where the question globally generate a 64 per cent negative answer,
thus almost exactly the same as Poland.
In Poland, the tax impact is thus perceived by the Business Owner as clearly
neutral in comparison to other countries.
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4.5.4.(n) Portugal
Pie Chart 61: Answer to Question 11 in the Business Owners Survey for
Portugal: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Portugal most Business Owners (88 per cent) when taking into
account taxation only, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, in which 54 per cent
of Business Owners consider that it is more advantageous for them to retain
earnings.
In Portugal, the tax impact is thus perceived by the Business Owner as
considering that their tax system more heavily favours retention than Business
Owners in other countries.
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Pie Chart 62: Answer to Question 25 in the Business Owners Survey for
Portugal: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Portuguese Business Owners (64 per cent) consider that the
tax treatment on retained earnings in comparison to debt financing has an
important impact in favour of retention of earnings.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 29 per cent for this answer.
In Portugal, the tax impact is thus perceived by the Business Owner as being
more in favour of retention than is the case in other countries.
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Pie Chart 63: Answer to Question 32 in the Business Owners Survey for
Portugal: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Portuguese Business Owners (62 per cent) consider that the
current tax treatment of business income versus private investment income has
an important impact in favour of retention.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 19 per cent for this answer.
In Portugal, the impact of tax is thus perceived by the Business Owner as
weighted more in favour of retention than in general for the whole of the Target
Countries.
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4.5.4.(o) Romania
Pie Chart 64: Answer to Question 11 in the Business Owners Survey for
Romania: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Romania most Business Owners (93 per cent) when taking into
account taxation only, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 54 per cent
of Business Owners consider that it is more advantageous for them to retain
earnings.
In Romania, the tax impact is thus perceived by the Business Owner as favouring
retention more than is the case in other countries. This may take into account
the fact that modern tax regulations in Romania favours retention by comparison
to the previous tax system.
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Pie Chart 65: Answer to Question 25 in the Business Owners Survey for
Romania: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Business Owners (90 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has an important
impact in favour of retention.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 29 per cent for this answer to the question.
In Romania, the tax impact is thus perceived by the Business Owner as more in
favour of retention than is the case in other countries.
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Pie Chart 66: Answer to Question 32 in the Business Owners Survey for
Romania: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners (90 per cent) consider that the current tax
treatment of business income versus private investment income has no impact in
favour of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer.
In Romania, the tax impact is thus perceived by the Business Owner as clearly
more neutral by comparison to the average for the Target Countries.
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4.5.4.(p) Slovakia
Pie Chart 67: Answer to Question 11 in the Business Owners Survey for
Slovakia: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Slovakia most Business Owners (52 per cent) when taking into
account taxation only, consider that it is more advantageous for them to
distribute profits.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 20 per cent
of Business Owners consider that it is more advantageous for them to distribute
profits.
In Slovakia, the tax impact is thus perceived by the Business Owner as more
heavily weighted in favour of distribution than is the case in other countries.
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Pie Chart 68: Answer to Question 25 in the Business Owners Survey for
Slovakia: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Business Owners (86 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer to the question.
In Slovakia, the tax treatment of retained earnings in comparison to debt
financing is thus perceived by the Business Owner as having no specific impact
on distribution or retention which is in line with the average for the Target
Countries.
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Pie Chart 69: Answer to Question 32 in the Business Owners Survey for
Slovakia: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners in Slovakia (55 per cent) consider that the
current tax treatment of business income versus private investment income has
an important impact in favour of distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 17 per cent for this answer to the question.
In Slovakia, the tax treatment of business income versus private income is thus
perceived by the Business Owner as having an important impact in favour of
distribution than is the case on average for the Target Countries.
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4.5.4.(q) Slovenia
Pie Chart 70: Answer to Question 11 in the Business Owners Survey for
Slovenia: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Slovenia most Business Owners (60 per cent) when taking into
account taxation only, consider that tax has no effect on their decisions to
retain or to distribute profits.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 26 per cent
of Business Owners consider that tax has no effect on their decisions to retain or
to distribute profits.
In Slovenia, the tax impact is thus perceived by the Business Owner as more
neutral in comparison to other countries.
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Pie Chart 71: Answer to Question 25 in the Business Owners Survey for
Slovenia: Does the current tax treatment on retained earnings in
comparison to debt financing have a direct impact on your decision to
retain or distribute earnings?

Question 25. Most Business Owners (73 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer to the question.
In Slovenia, the tax treatment of retained earnings in comparison to debt
financing is thus perceived by the Business Owner as having no specific impact
on distribution or retention which is exceeds the average for the Target
Countries.
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Pie Chart 72: Answer to Question 32 in the Business Owners Survey for
Slovenia: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. All the Slovenian Business Owners surveyed (100 per cent)
considered that the current tax treatment of business income versus private
investment income has no impact in favour of retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer to the question.
In Slovenia, the tax treatment of business income versus private income is thus
perceived by the Business Owner as having no important impact in favour of
distribution or retention which exceeds the average for the Target Countries.
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4.5.4.(r) Spain
Pie Chart 73: Answer to Question 11 in the Business Owners Survey for
Spain: Taking only taxes into consideration, is it more advantageous for you
as business owner to retain or to distribute earnings?

Question 11. In Spain most Business Owners (87 per cent) when taking into
account taxation only, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 54 per cent
of Business Owners consider that it is more advantageous for them to retain
earnings.
In Spain, the tax impact is thus perceived by the Business Owner as clearly more
in favour of retention than is the case in other countries.
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Pie Chart 74: Answer to Question 25 in the Business Owners Survey for
Spain: Does the current tax treatment on retained earnings in comparison to
debt financing have a direct impact on your decision to retain or distribute
earnings?

Question 25. Most Business Owners in Spain (93 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has no impact in
favour of either retention or distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 61 per cent for this answer to the question.
In Spain, the tax treatment of retained earnings in comparison to debt financing
is thus perceived by the Business Owner as having no specific impact on
distribution or retention which is more neutral even than the average for the
Target Countries.
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Pie Chart 75: Answer to Question 32 in the Business Owners Survey for
Spain: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners (86 per cent) consider that the current tax
treatment of business income versus private investment income has no impact in
favour of retention over distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 64 per cent for this answer to the question.
In Spain, the tax treatment of business income versus private income is thus
perceived by the Business Owner as having a no important impact in favour of
distribution or retention which exceeds the average for the Target Countries.
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4.5.4.(s) Sweden
Pie Chart 76: Answer to Question 11 in the Business Owners Survey for
Sweden: Taking only taxes into consideration, is it more advantageous for
you as business owner to retain or to distribute earnings?

Question 11. In Sweden, most Business Owners (67 per cent) when taking into
account taxation only, consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of the 19 Target Countries as
provided in the form of an overall average for the question, where 54 per cent
of Business Owners consider that it is more advantageous for them to retain
earnings.
In Sweden, the tax impact is thus perceived by the Business Owner as weighted
more in favour of retention than is the case in other countries.
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Pie Chart 77: Answer to Question 25 in the Business Owners Survey for
Sweden: Does the current tax treatment on retained earnings in comparison
to debt financing have a direct impact on your decision to retain or
distribute earnings?

Question 25. Most Business Owners (67 per cent) consider that the tax
treatment on retained earnings in comparison to debt financing has an important
impact in favour of retention.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average of 29 per cent for this answer to the question.
In Sweden, the tax treatment of retained earnings in comparison to debt
financing is thus perceived by the Business Owner as having an important impact
in favour of retention and this view is clearly not shared by the Target Countries
on average.

Page 393 / 486

Pie Chart 78: Answer to Question 32 in the Business Owners Survey for
Sweden: Is the current tax treatment of business income vs. Private
investment income an important aspect for your decision to either retain or
distribute more earnings?

Question 32. Most Business Owners (67 per cent) consider that the current tax
treatment of business income versus private investment income has an
important impact in favour of distribution.
This result should be compared to that of the 19 Target Countries as provided in
the form of an overall average 17 per cent for this answer to the question.
In Sweden, the tax treatment of business income versus private income is thus
perceived by the Business Owner as having an important impact in favour of
distribution which is a view that is not shared by other Business Owners in the
Target Countries on average.
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4.5.5

General summary table of responses from Business Owners

A general summary table of responses from Business Owners is provided under Annex
24.
The fact that most Business Owners considered that specific measures have no
impact on their decisions to retain earnings or distribute profits, although they
acknowledged the general impact of their country’s overall tax regime, points to the
lack of knowledge or interest amongst this group in details or effects of tax
legislation.
Hence, of all the survey questions submitted to Business Owners, the one that
provided us with most information is question 11, since this question is of a general
nature, whereas most others refer to particular aspects of the issue.
The average responses to question 11 are as follows:
-

54 per cent of Business Owners consider that it is more advantageous for
them to retain earnings;

-

20 per cent of Business Owners consider that it is more advantageous for
them to distribute profits;

-

26 per cent of Business Owners consider that tax has no effect on their
decisions to retain or to distribute profits.

The high percentage of Business Owners, who consider that retaining earnings is
more advantageous, although this is not true in many countries taken individually, is
in our opinion a consequence of the mere existence of a dividends tax, which
obviously creates a perception that distribution is penalized by tax legislation. In our
opinion this does not constitute a measure in favour of retention, since the dividends
tax will eventually be paid not only on the profit but also on the income generated
by the retained earnings.
Moreover, the answers obtained by the Business Owners are to be interpreted in the
light of their answers to the question n°7: “Has taxation in previous years been an
important factor in your decision to distribute profits?”
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Table 14: Answer given by Business Owners to Question 7
Perception
tax impact
AT
CZ
DK
EE
ES
FI
FR
IE
IT
LT
LU
NL
NO
PL
PT
RO
SE
SI
SK

of YES

NO
X
X
X

X
X
X
X
X
X
X
X
X
X
X
X
X
X
X
X

In our opinion it is significant that the countries where tax legislation contains clear
incentives in favour of retention of earnings, these being Estonia, Ireland and
Sweden, are among the 5 countries only in which Business Owners clearly consider
that taxation is an important factor in their decisions to distribute profits. This is
especially so since we know that Norwegian Business Owners had good reason to
consider taxation an important factor because dividends tax in Norway was 0 per
cent until 2006 and has increased to 28 per cent since.
Although we do not have an explanation for the importance Polish Business Owners
attribute to taxation, we consider that the answers to the discussed question
establish that taxation can have an important impact on a business owner’s
decisions, provided that a strong and clear tax incentive in favour of retention exists.
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4.5.6 Presentation of the collected data for responses by Tax Advisers to the
most relevant questions in Questionnaire 3
A summary table of answers to Questionnaire 3 are presented under Annex 25.
Given that there were over thirty questions under the Tax Advisers Survey, only a
selection of these are presented below in the form of pie charts. These specific pie
charts were selected based on their relevance to the Study.

4.5.6.(a) Austria
Pie Chart 79: Answer to Question 4 in the Tax Advisers Survey for Austria:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Austria most Tax Advisers (75 per cent) consider that taxation has
been an important factor in business owners’ decisions to distribute profits.

Page 397 / 486

Pie Chart 80: Answer to Question 8 in the Tax Advisers Survey for Austria:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Austria most Tax Advisers (45 per cent) consider that taking only
taxes into consideration, tax has no effect on the decision of business owners to
retain earnings or to distribute profits.
These answers should be compared to those of Business Owners in Austria where
48 per cent of Business Owners consider that it is more advantageous for them to
retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 23 per cent of Tax Advisers generally consider that tax
has no effect on the decision of business owners to retain or to distribute
profits.
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4.5.6.(b) The Czech Republic
Pie Chart 81: Answer to Question 4 in the Tax Advisers Survey for the Czech
Republic: Has taxation been in previous years an important factor in
business owners’ decision to distribute earnings?

Question 4. In the Czech Republic most Tax Advisers (91 per cent) consider that
taxation has been an important factor in business owners’ decisions to distribute
profits.
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Pie Chart 82: Answer to Question 8 in the Tax Advisers Survey for the Czech
Republic: Taking only taxes into consideration, is it more advantageous for
business owners to retain or distribute earnings?

Question 8. In the Czech Republic 45 per cent of Tax Advisers consider that
taking only taxes into consideration, it is more advantageous for business owners
to retain earnings, and 36 per cent think that tax has no effect on the decisions
of business owners to retain or to distribute profits.
These answers should be compared to those of Business Owners in the Czech
Republic where 53 per cent of Business Owners consider that it is more
advantageous for them to retain earnings.
These answers should also be compared to those of Tax Advisers in the other 19
Target Countries, where 48 per cent of them generally consider it more
advantageous for business owners to retain earnings, while 23 per cent believe
that tax has no effect on decisions of business owners to retain earnings or
distribute profits.
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4.5.6.(c) Denmark
Pie Chart 83: Answer to Question 4 in the Tax Advisers Survey for Denmark:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Denmark most Tax Advisers (60 per cent) consider that taxation
has not been an important factor in business owners’ decisions to distribute
profits.
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Pie Chart 84: Answer to Question 8 in the Tax Advisers Survey for Denmark:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Denmark most Tax Advisers (60 per cent) consider that taking
only taxes into consideration, it is more advantageous for business owners to
retain earnings.
These answers should be compared to those of Business Owners in Denmark
where 36 per cent of Business Owners consider that it is more advantageous for
them to distribute profits.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of this group generally consider that it is
more advantageous for business owners to retain earnings.
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4.5.6.(d) Estonia
Pie Chart 85: Answer to Question 4 in the Tax Advisers Survey for Estonia:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Estonia most Tax Advisers (70 per cent) consider that taxation has
been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 86: Answer to Question 8 in the Tax Advisers Survey for Estonia:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Estonia 100 per cent of Tax Advisers consider that taking only
taxes into consideration, it is more advantageous for business owners to retain
earnings.
These answers should be compared to those of Business Owners in Estonia where
92 per cent of Business Owners consider that it is more advantageous for them to
retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of them generally consider that it is more
advantageous for business owners to retain earnings.
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4.5.6.(e) Finland
Pie Chart 87: Answer to Question 4 in the Tax Advisers Survey for Finland:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Finland most Tax Advisers (90 per cent) consider that taxation
has been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 88: Answer to Question 8 in the Tax Advisers Survey for Finland:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Finland most Tax Advisers (50 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to
distribute profits.
These answers should be compared to those of Business Owners in Finland where
28 per cent of Business Owners consider that tax has no effect on their decision
to retain or to distribute profits.
These answers should be compared to those of Tax Advisers in the other 19
Target Countries where 29 per cent of Tax Advisers generally consider that it is
more advantageous for business owners to distribute profits.
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4.5.6.(f) France
Pie Chart 89: Answer to Question 4 in the Tax Advisers Survey for France:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In France most Tax Advisers (82 per cent) consider that taxation has
been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 90: Answer to Question 8 in the Tax Advisers Survey for France:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In France most Tax Advisers (67 per cent) consider that taking only
taxes into consideration, tax has no effect on the decisions of business owners to
retain earnings or distribute profits.
These answers should be compared to those of Business Owners in France where
25 per cent of Business Owners consider that tax has no effect on their decisions
to retain or to distribute profits.

These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 23 per cent of Tax Advisers generally consider that tax
has no effect on the decision of business owners to retain or to distribute
profits.
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4.5.6.(g) Ireland
Pie Chart 91: Answer to Question 4 in the Tax Advisers Survey for Ireland:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Ireland most Tax Advisers (80 per cent) consider that taxation has
been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 92: Answer to Question 8 in the Tax Advisers Survey for Ireland:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Ireland most Tax Advisers (70 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to retain
earnings.
These answers should be compared to those of Business Owners in Ireland where
59 per cent consider that it is more advantageous for them to retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of this group generally consider that it is
more advantageous for business owners to retain earnings.
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4.5.6.(h) Italy
Pie Chart 93: Answer to Question 4 in the Tax Advisers Survey for Italy: Has
taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Italy most Tax Advisers (80 per cent) consider that taxation has
been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 94: Answer to Question 8 in the Tax Advisers Survey for Italy:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Italy most Tax Advisers (90 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to
distribute profits.
These answers should be compared to those of Business Owners in Italy where 54
per cent of Business Owners consider that it is more advantageous for them to
retain earnings and only 3 per cent consider distriburing profits.

These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 29 per cent of them generally consider it more
advantageous for business owners to distribute profits.
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4.5.6.(i) Lithuania
Pie Chart 95: Answer to Question 4 in the Tax Advisers Survey for Lithuania:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Lithuania 100 per cent of Tax Advisers consider that taxation has
been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 96: Answer to Question 8 in the Tax Advisers Survey for Lithuania:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Lithuania 50 per cent of Tax Advisers consider that taking only
taxes into consideration, it is more advantageous for business owners to retain
earnings and the other 50 per cent think tax has no effect on the decisions of
business owners to retain earnings or distribute profits.
These answers should be compared to those of Business Owners in Lithuania
where 63 per cent of them consider that it is more advantageous for them to
retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of Tax Advisers generally consider that it is
more advantageous for business owners to retain earnings and 23 per cent think
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that tax has no effect on the decisions of business owners to retain or to
distribute earnings.

4.5.6.(j) Luxembourg
Pie Chart 97: Answer to Question 4 in the Tax Advisers Survey for
Luxembourg: Has taxation been in previous years an important factor in
business owners’ decision to distribute earnings?

Question 4. In Luxembourg 100 per cent of Tax Advisers consider that taxation
has been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 98: Answer to Question 8 in the Tax Advisers Survey for
Luxembourg: Taking only taxes into consideration, is it more advantageous
for business owners to retain or distribute earnings?

Question 8. In Luxembourg most Tax Advisers (50 per cent) consider that taking
only taxes into consideration, it is more advantageous for business owners to
retain earnings.
These answers should be compared to those of Business Owners in Luxembourg
where 78 per cent of Business Owners consider that tax has no effect on their
decision to retain or to distribute profits and only 11 per cent consider it is more
advantageous to retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of them generally consider that it is more
advantageous for business owners to retain earnings.
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4.5.6.(k) The Netherlands
Pie Chart 99: Answer to Question 4 in the Tax Advisers Survey for the
Netherlands: Has taxation been in previous years an important factor in
business owners’ decision to distribute earnings?

Question 4. In the Netherlands most Tax Advisers (58 per cent) consider that
taxation has been an important factor in business owners’ decisions to distribute
profits.
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Pie Chart 100: Answer to Question 8 in the Tax Advisers Survey for the
Netherlands: Taking only taxes into consideration, is it more advantageous
for business owners to retain or distribute earnings?

Question 8. In the Netherlands, most Tax Advisers (46 per cent) consider that,
taking only taxes into consideration, it is more advantageous for business owners
to retain earnings.
These answers should be compared to those of Business Owners in the
Netherlands where 72 per cent of Business Owners consider that it is more
advantageous for them to retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of them generally consider that it is more
advantageous for business owners to retain earnings.
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4.5.6.(l) Norway
Pie Chart 101: Answer to Question 4 in the Tax Advisers Survey for Norway:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Norway most Tax Advisers (91 per cent) consider that taxation
has been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 102: Answer to Question 8 in the Tax Advisers Survey for Norway:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Norway most Tax Advisers (82 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to retain
earnings.
These answers should be compared to those of Business Owners in Norway where
82 per cent of Business Owners consider that it is more advantageous for them to
retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of Tax Advisers generally consider that it is
more advantageous for business owners to retain earnings.
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4.5.6.(m) Poland
Pie Chart 103: Answer to Question 4 in the Tax Advisers Survey for Poland:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Poland most Tax Advisers (80 per cent) consider that taxation has
been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 104: Answer to Question 8 in the Tax Advisers Survey for Poland:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Poland most Tax Advisers (90 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to retain
earnings.
These answers should be compared to those of Business Owners in Poland where
45 per cent of this group consider that it is more advantageous for them to
distribute profits while 40 per cent consider retaining earnings is more
advantageous.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of this group generally consider that it is
more advantageous for business owners to retain earnings.
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4.5.6.(n) Portugal
Pie Chart 105: Answer to Question 4 in the Tax Advisers Survey for
Portugal: Has taxation been in previous years an important factor in
business owners’ decision to distribute earnings?

Question 4.In Portugal most Tax Advisers (64 per cent) consider that taxation
has been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 106: Answer to Question 8 in the Tax Advisers Survey for
Portugal: Taking only taxes into consideration, is it more advantageous for
business owners to retain or distribute earnings?

Question 8. In Portugal most Tax Advisers (70 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to retain
earnings.
These answers should be compared to those of Business Owners in Portugal
where 88 per cent consider that it is more advantageous for them to retain
earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of Tax Advisers generally consider that it is
more advantageous for business owners to retain earnings.
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4.5.6.(o) Romania
Pie Chart 107: Answer to Question 4 in the Tax Advisers Survey for
Romania: Has taxation been in previous years an important factor in
business owners’ decision to distribute earnings?

Question 4.In Romania most Tax Advisers (91 per cent) consider that taxation
has been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 108: Answer to Question 8 in the Tax Advisers Survey for
Romania: Taking only taxes into consideration, is it more advantageous for
business owners to retain or distribute earnings?

Question 8. In Romania most Tax Advisers (46 per cent) consider that taking
only taxes into consideration, it is more advantageous for business owners to
retain earnings.
These answers should be compared to those of Business Owners in Romania
where 93 per cent of Business Owners consider that it is more advantageous for
them to retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent generally consider that it is more
advantageous for business owners to retain earnings.
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4.5.6.(p) Slovakia
Pie Chart 109: Answer to Question 4 in the Tax Advisers Survey for
Slovakia: Has taxation been in previous years an important factor in
business owners’ decision to distribute earnings?

Question 4. In Slovakia most Tax Advisers (70 per cent) consider that taxation
has been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 110: Answer to Question 8 in the Tax Advisers Survey for
Slovakia: Taking only taxes into consideration, is it more advantageous for
business owners to retain or distribute earnings?

Question 8. In Slovakia most Tax Advisers (56 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to
distribute profits.
These answers should be compared to those of Business Owners in Slovakia
where 52 per cent of Business Owners consider that it is more advantageous for
them to distribute profits.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 29 per cent of Tax Advisers generally consider that it is
more advantageous for business owners to distribute profits.
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4.5.6.(q) Slovenia
Pie Chart 111: Answer to Question 4 in the Tax Advisers Survey for
Slovenia: Has taxation been in previous years an important factor in
business owners’ decision to distribute earnings?

Question 4. In Slovenia most Tax Advisers (80 per cent) consider that taxation
has been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 112: Answer to Question 8 in the Tax Advisers Survey for
Slovenia: Taking only taxes into consideration, is it more advantageous for
business owners to retain or distribute earnings?

Question 8. In Slovenia most Tax Advisers (56 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to
distribute profits.
These answers should be compared to those of Business Owners in Slovenia
where 60 per cent of Business Owners consider that tax has no effect on their
decision to retain or to distribute profits, while 23 per cent consider it is more
advantageaous to distribute profits.

These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 29 per cent of Tax Advisers generally consider that it is
more advantageous for business owners to distribute profits.
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4.5.6.(r) Spain
Pie Chart 113: Answer to Question 4 in the Tax Advisers Survey for Spain:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Spain 100 per cent of Tax Advisers consider that taxation has not
been an important factor in business owners’ decisions to distribute profits.
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Pie Chart 114: Answer to Question 8 in the Tax Advisers Survey for Spain:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Spain most Tax Advisers (90 per cent) consider that taking only
taxes into consideration, it is more advantageous for business owners to retain
earnings.
These answers should be compared to those of Business Owners in Spain where
87 per cent of Business Owners consider that it is more advantageous for them to
retain earnings.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 48 per cent of them generally consider that it is more
advantageous for business owners to retain earnings.
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4.5.6.(s) Sweden
Pie Chart 115: Answer to Question 4 in the Tax Advisers Survey for Sweden:
Has taxation been in previous years an important factor in business owners’
decision to distribute earnings?

Question 4. In Sweden most Tax Advisers (60 per cent) consider that taxation
has been an important factor in business owners’ decision to distribute profits.
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Pie Chart 116: Answer to Question 8 in the Tax Advisers Survey for Sweden:
Taking only taxes into consideration, is it more advantageous for business
owners to retain or distribute earnings?

Question 8. In Sweden 40 per cent of Tax Advisers consider that taking only
taxes into consideration, it is more advantageous for business owners to
distribute profits and another 40 per cent think that tax has no effect on the
decisions of business owners to retain earnings or to distribute profits.
These answers should be compared to those of Business Owners in Sweden where
67 per cent of Business Owners consider that it is more advantageous for them to
retain earnings, while 25 per cent consider distributing profits is more
advantageous.
These answers should be compared to those of other Tax Advisers in the other 19
Target Countries where 29 per cent of Tax Advisers generally consider that it is
more advantageous for business owners to distribute profits and 23 per cent
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think that tax has no effect on the decisions of business owners to retain
earnings or distribute profits.

4.5.7

General Summary Table of responses from Tax advisers

A table presenting the responses from Tax Advisers is attached as Annex 25.

4.5.8

Analysis of Tax Advisers’ relevant responses

Question n° 8: “Taking only taxes into consideration, is it more advantageous for
business owners to retain or to distribute earnings?”
48 per cent of Tax Advisers generally consider that it is more advantageous for
business owners to retain earnings.
29 per cent of Tax Advisers generally consider that it is more advantageous for
business owners to distribute profits.
23 per cent think that tax has no effect on business owners’ decisions to retain
earnings or to distribute profits.
The high percentage of Tax Advisers, who consider that retaining earnings is more
advantageous, although this is not true in most of the countries surveyed, is in our
opinion a consequence of the mere existence of a dividends tax which obviously
creates a perception that distribution is penalized by tax legislation. In our
opinion this does not constitute a measure in favour of retention since the
dividends tax will eventually be paid not only on the profit but also on the income
generated by the retained earnings.
Moreover, we consider it interesting that in most countries, Tax Advisers do not
give almost unanimous answers. Since they are professionals, we expected more
agreement in answers to the questions put to this group.

There was some

unanimity, but it seems that the question of whether a measure impacts the
retention of earnings or not is not as straightforward as it may seem. Hence, the
analysis of answers by Business Owners should take into account the fact that
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even taxation professionals do not agree on the impact of a measure which will
affect their clients’ business decisions to varying degrees.
When even Tax Advisers have no clear view as to whether retention of earnings or
distribution of profit is more tax efficient, it seems clear to us that the tax
legislation cannot positively, rationally or consistently influence Business Owners’
decisions regarding this issue.
Simpler measures may assist both Tax Advisers and Business Owners to better
assess the advantages and disadvantages of proposed measures.

4.5.9

Description and analysis of responses to Questionnaires 2 and 3

submitted respectively to Business Owners and Tax Advisers (together
“Participants”).

Questionnaires 2 and 3 are very similar. The main difference between them is
that Questionnaire 2 seeks to ascertain the view of Business Owners themselves,
whereas Questionnaire 3 uses councils and Advisers to business owners to
determine how this group makes its decisions.
Questionnaires 2 and 3 are divided into 4 Parts. Part 1 includes general questions.
Part 2 focuses on retained earnings versus distribution of profits, or payment of
wages. Part 3 explores the way in which taxation impacts financing decisions and
in particular how it affects debt and equity or retained earnings financing. Lastly,
Part 4 contrasts business with private income in relation to tax treatment.
Questionnaire 2 targets the perception and understanding Business Owners have of
taxation and its impact on their decisions to retain or distribute earnings.
Questionnaire 3 was designed to obtain information from Tax Advisers on how
they feel business owners make their decisions with respect to distribution or
retention of earnings.

The exercise is thus, first and foremost, one involving

knowledge stemming from a client-professional relationship rather than from
theoretical knowledge of a particular taxation system, already evaluated by the
Country Experts.
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Further, a number of points need to be clarified before the results are presented.

4.5.9.(a) General Comments
It is important to note that although 40 persons from each of the 19 Target
Countries were surveyed, this number was not stipulated as obligatory in terms
of the research. In effect the number of people surveyed per country could have
been reduced given the simplicity of Tax Systems and the homogeneity of SMEs
in some of the Target Countries. However, to facilitate comparisons between
countries it was determined by the Team Leader that 40 interviews per Target
Country would be preferable.
In the same spirit it was also determined that it would be preferable to survey
30 Business Owners and 10 Tax Advisers per Target Country, rather than
interview a random number of business owners and tax advisers up to a total of
40 interviews.

•

Some comments on Questionnaire 2

First it should be noted that many Business Owners found Questionnaire 2
difficult. Many failed to understand some questions or their purpose.
Second, some Business Owners were not comfortable with the idea of disclosing
information on how they made their decisions or what their perceptions were.
Third, many Business Owners declined to accept being listed as participants in
the Survey, stipulating confidentiality as a condition of information being
supplied. It was agreed that the information supplied would only be used for
general statistical purposes and then destroyed. Tax Advisers were also wary of
their names been publicised.

In both cases reassurances were provided and

guarantees of anonymity offered.
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•

Some comments on Questionnaire 3

It should be noted at the outset that participants in the Questionnaire 3 survey
were tax consultants and accountants.

Representative associations of

undertakings declined to participate, stating that they were not competent to
answer questions that obviously required a high level of expertise and
understanding of accounting and taxation.
Second, only ten experts per Target Country participated in this Survey. Many
more were contacted but only ten were selected to participate for the reasons
stated above.
Third, the Tax Advisers all had in-depth knowledge of the issues at hand, but
many cautioned that their views of what they felt was a business owners’
understanding or perception were to be considered with extreme prudence.
Many stated that in respect to some questions they were only speculating.
Finally, only the most relevant responses were analysed here.

4.5.9.(b) Part 1 of the Questionnaire 2 and 3 – General Questions
Most Business Owners are involved in micro-enterprises. Under-representation
of medium-sized enterprises will have to be taken into account in the answers
provided.
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Pie Chart 117: Answer to Question 1 in the Business Owners Survey for the
Target
Countries:
What
is
the
size
of
your
enterprise?

Close to 65 per cent of Business Owner undertakings were corporations, with
almost 93 per cent of these closely held. 17 per cent were sole traders. This is
important because it signifies that the participants in the Surveys were
effectively those targeted by the Project.

It can also explain differences in

answers since in Poland for example 80 per cent of the Business Owners are sole
traders.
Since the objective of the Study was to examine SMEs, Participants were chosen
based on clientele structure. Persons representing large undertakings were not
included in the Survey.
As shown below the Tax Advisers represent micro, small and medium-sized
undertakings in virtually equal proportions, with a slightly greater proportion
representing small enterprises.
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Pie Chart 118: Answer to Question 1 in the Tax Advisers Survey for the
Target Countries: What is the size of undertakings that you generally
represent or provide services to?

Further, the Tax Advisers interviewed provide services mostly to corporations.
This is shown below.
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Pie Chart 119: Answer to Question 2 in the Tax Advisers Survey for the
Target Countries: Do you represent or provide services to?

It should be noted however that in countries such as Austria, the Netherlands
and Slovakia the representation was more even across the different types of
legal form represented.

In Norway, Lithuania, Italy and Estonia the vast

majority were corporations. In the Czech Republic almost 70 per cent of Tax
Advisers represented sole traders.
More than 92 per cent of the Business Owners’ undertakings which are
corporations are also closely held.
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Pie Chart 120: Answer to Question 2.1 in the Business Owners Survey for the
Target Countries: If your Undertaking is a corporation, is it?

Consequently, as shown above, the profile of undertakings represented by the
Participants fitted perfectly with the subject matter of the Project.

The

relative homogeneity across the range of undertakings represented facilitates
comparisons between Target Countries and the evaluation of aggregated results.
Apart

from

introductory

questions

the

General

Questions

sections

of

Questionnaires 2 and 3 include questions that go directly to the essence the
Project’s problematic.
Questions 3 (of Questionnaire 3) and 6 of (Questionnaire 2) request information
about the main non-tax reasons that motivate business owners to distribute
earnings. Tax Advisers were of course asked about what in their view are the
main non-tax reasons that motivate business owners to distribute earnings.
The purpose of this question was to identify the factors, other than taxes, that
drive business owners to distribute profits or retain earnings. It is an important
question because the answers may provide valuable information on how taxes
could impact business owners’ decisions by addressing or allowing for such “nontax related” factors.

It could also explain how taxation indirectly impacts

business owner decisions. What may seem “non-tax factors” can in fact be tax
related, even if remotely?
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Business Owners were asked to choose among a list of “non-tax factors”. The
list included the following options:
- to build up an old age pension, funds for retirement
- limiting your financial risk
- financing of your other business activities
- financing of your cost of living, private use
- reducing surplus capital of your enterprise
- no investment possibilities left
- others …
The three most important non tax factors were the same for both Business
Owners and Tax Advisers. They were also largely ahead of the other factors.
However their order of importance was slightly different.
For Business Owners the most important factor for distributing is to finance
other business activities.

This is followed by using distribution proceeds to

finance the cost of living and other private use. The third most important nontax factor is that distribution is used to limit financial risk.
For Tax Advisers, distribution is used firstly to finance the cost of living and
other private use. Second, distribution is used to finance other business
activities. Third, distribution is used to limit financial risk.
The first and second answers are thus reversed. But the last reason, limiting
financial risk is the third most important non-tax factor for both Business Owners
and Tax Advisers.
These results considered overall are not surprising and are confirmed in the
available literature on the subject. However the order of priority that emerges
through the responses may not be as expected.
Most commentators with an interest in the area might have expected the
limitation of financial risk factor to come first or second.

The majority of

Business Owners represented are corporations and the existence of a separate
entity is most often explained through capital access and limitation of liability.
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Consequently, distribution will come as a logical consequence of the very
existence of the limitation of liability rationale.

The business owner not

surprisingly wants to ensure that what has been gained is “saved” or transferred
out of the entity most exposed to potential liabilities.
But this is a conservative approach, and the fact that most Tax Advisers and
Business Owners feel that distribution is used to finance other business activities
can be considered a sign of dynamism. It may also indicate attempts to limit risk
exposure by multiplication of investment strategies. This explanation brings the
limitation of financial risk factor and the venturing into other business activities
factors closer together.
From a tax perspective, the answer “financing other business activities” may
include investments made for private income. This then indicates that business
owners see more to gain from such investments than investing in their own
company. The reason may be tax related with taxes favouring private income.
As to the other two reasons stated, they appear to be genuinely non-tax related.
Business owners are first and foremost entrepreneurs for whom the company is
the main source of their income. They rely on some form of distribution from
the company to meet their living expenses.
Where the financial risk factor is concerned, it does not relate as such to
entrepreneurship but to one of the reasons for the existence of a corporate
entity separate from the business owner him or herself.
Corporations are used as liability shields.

The amount of capital invested

symbolizes the amount of risk the business owner is ready to take. Thus, capital
as long as it is in the corporation is always perceived as “at risk”. Increased own
capital as a consequence of profits generated means that more of the business
owner’s capital is at risk. Distribution operates the balance between the capital
that the business owner is prepared to risk within the framework of his or her
business activities and that which he or she wishes to “consolidate” by
transforming it into a personal asset.
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Question 4 flows from the previous question. It asks whether taxation has in
previous years been an important factor in business owners’ decisions to
distribute earnings.

The result is edifying.

To 73 per cent of Tax Advisers

taxation is an important factor for business owners in their decisions to
distribute earnings. The graph below shows this. It is not a surprising result
given the quality of those surveyed. First, Tax Advisers and accountants are
consulted on tax. So by definition if they are consulted, it is for the business
owners that taxation is an important factor. However, it is true that Tax
Advisers are also used because of their knowledge of filing requirements and
because in some countries, depending on the legal form used, the involvement
of a tax adviser or accountant is compulsory in preparing annual statements.
Second, Tax Advisers make their livings providing advice on taxation issues, and
that makes them prone to answering the questions enumerated below positively.

Pie Chart 121: Answer to Question 4 in the Tax Advisers Survey for the
Target Countries: Has taxation been in previous years an important factor
in business owners’ decision to distribute earnings?

We note however than in Denmark 60 per cent of Tax Advisers answered that
taxation was not an important factor in business owners’ decisions to distribute
profits.

This answer is interesting; especially when the same Tax Advisers

consider that for 70 per cent of them taxation is an important factor in the
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decision to retain earnings. This may be explained by the fact that retention of
earnings is to a certain extent counterintuitive and that as a result external
factors such as taxation may impact a business owner’s decision. In all other
Target Countries the result was overwhelmingly in favour of taxation as an
important factor.
The graph below actually shows that for 67 per cent of Tax Advisers, business
owners consider that taxation is an important factor in their decision to retain
earnings.

France, Luxembourg, Norway, Poland and Spain did not share this

perception. For Tax Advisers in these countries, business owners do not consider
that taxation is an important factor in their decision to retain earnings. None of
these countries are considered countries with strong incentives in favour of
retention of earnings.
Pie Chart 122: Answer to Question 5 in the Tax Advisers Survey for the
Target Countries: Has taxation been in previous years an important factor
in business owners’ decision to retain earnings?

The position of Business Owners on this contradicts that of Tax Advisers and
confirms at least partially some of the conclusions made above in respect to Tax
Advisers’ possible bias. Close to 60 per cent of Business Owners answer that
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taxation has not in previous years been an important factor in their decision to
distribute earnings.
Pie Chart 123: Answer to Question 7 in the Business Owners Survey for the
Target Countries: Has taxation been in previous years an important factor
in your decision to distribute earnings?

60 per cent of Business Owners consider that taxation has not been an important
factor in their decision to retain earnings.
Interestingly the Business Owners for which taxation is largely considered to be
an important factor in the decision to distribute or retain earnings are from
Estonia, Ireland and Sweden.
In general, for Business Owners the non-tax factors stated above are the
important ones that they take into account when deciding on distributing or
retaining earnings.
Confirming the reasons stated for the above contradictions between Tax Advisers
and Business Owners, whereas Tax Advisers affirm that business owners seek
their advice on retention and distribution of profits, 66 per cent of Business
Owners refute the statement. This means that Business Owners do not concur
with Tax Advisers on whether or not business owners seek advice from tax
advisers on retention of earnings and distribution of profits.
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As shown below, since taxation is important for Tax Advisers, a negative
aggregate answer to this question would have been surprising. However, it is
possible to consider that taxation is important to business owners in their
decision-making processes in respect to the retention or distribution of profits
without their consulting Tax Advisers on the matter.
In Portugal, Ireland, Austria and the Netherlands a majority of Tax Advisers and
Business Owners confirm that tax advisers are consulted on the issue of whether
to retain or distribute earnings.
In Slovenia, Slovakia and Italy, Tax Advisers are seldom consulted on these
matters.
It is quite possible that if the tax regimes in these countries were to be changed,
Tax Advisers could well be consulted. The questions are phrased too generally
to obtain clear cut results.
Pie chart 124: Answer to Question 6 in the Tax Advisers Survey for the
Target Countries: Are you asked advice by Business Owners on whether to
retain or distribute earnings?
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Question 10 of Questionnaire 2 which is similar to questionnaire 34 of
Questionnaire 3 basically asked the participants whether they consider the
current taxation structure to be an obstacle to the retention or distribution of
profits.
Tax Advisers and Business Owners generally agree on the fact that currently
taxation is not an obstacle.
However, 85 per cent of Business Owners in Ireland see taxation as an obstacle
to the retention of earnings. The result is almost the exact opposite for Tax
Advisers from that country. This makes it all the more interesting given that for
81 per cent of Irish Business Owners, taxation is an important factor in their
decisions to retain or distribute earnings. There seems to be in Business Owners’
views specific tax regulations that are obstacles to the retention of earnings and
that affect them in their decisions.

•

Conclusion on Part 1

To conclude Part 1 of the Questionnaire’s results, it appears that there is a
strong view by both Business Owners and Tax Advisers that the main non-tax
reasons or factors for the distribution or retention of earnings are as follows:
- limitation of financial risk,
- financing of other business activities,
- financing of cost of living, private use.
Further, these factors appear to outweigh, at least for Business Owners, the tax
factor.
Finally, taxation is not generally considered an obstacle to the retention of
earnings.

4.5.9.(c) Part 2 of Questionnaires 2 and 3 – Retained earnings versus
distributed profits and payment of wages
Part 2 generally aims to identify whether it is better in terms of taxation to
retain earnings or distribute profits. It also includes a determination of whether
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distribution of profits is considered a substitute for payment of wages and vice
versa, and how tax treatment of different modes of distribution fares in
comparison to the tax treatment of retained earnings.
The objective of the Study is not tax treatment of the payment of wages, and
even less of the payment of wages as opposed to the retention of earnings.
However, it is important to clearly determine what is meant by distribution. If
business owners perceive payment of wages as a form of distribution, which they
may very well do in micro and small undertakings, then this aspect of business
owners’ decision making processes should be taken into account.
Further, tax may play an important role in creating substitutes for distribution of
profits. One may find initially that in the minds of business owners, distributions
of profits cannot be substituted for payment of wages.

But when taxation

impacts unfavourably on distribution of profits with a view to promoting
retention of earnings, in fact distribution is organized through payment of wages
which become a cheaper way of distributing.

The Study does not aim to

calculate the particular degree of such interchange, but rather to highlight
whether it exists or not.
As shown below, for Tax Advisers taxation generally favours retained earnings as
already assessed under Part 1.
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Pie chart 125: Answer to Question 8 in the Tax Advisers Survey for the
Target Countries: Taking only taxes into consideration, is it more
advantageous for business owners to retain or to distribute earnings?

The same result applies to Business Owners, who as shown below are even more
inclined to consider that when taking only taxes into consideration, it is more
advantageous for them to retain earnings.
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Pie Chart 126: Answer to Question 11 in the Business Owners Survey for the
Target Countries: Taking only taxes into consideration, is it more
advantageous for you as business owner to retain or to distribute earnings?

However, answers are not always clear-cut and it appears that the more
complex the tax system the less Business Owners and their Tax Advisers are able
to grasp its general structure, or the interactions it allows between different tax
incentives and disincentives. Participants in this situation tend to focus on
specific aspects of taxation.
Answers have been uneven in their qualitative value and an obstacle to a clear
or unequivocal assessment of the situation. If it is not surprising that business
owners have difficulties understanding whether a tax system promotes retention
of earnings or distribution of profits, it is very much more so when the tax
experts themselves cannot agree. In many countries the answers are not clear.
Recent tax changes in the Target Countries may have muddied the waters
further rather than bringing greater clarity. Additionally, Tax Advisers may be
trying to give answers based on what they think business owners understand
rather than what they believe themselves.
In Spain for example, 90 per cent of Tax Advisers and 87 per cent of Business
Owners consider that taxation favours retention of earnings. This is a surprising
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figure. It may be that the latest changes in the Spanish tax regime are affecting
the answers to the question. It may also be that the Tax Advisers, when looking
at the tax regime in Spain only, are driven to conclude that by comparison with
distribution, retention is favoured. Of course, by comparison to other countries
such as Estonia, the system does not favour retention of earnings. But nowadays
in Spain it is perceived as more advantageous to retain earnings than to
distribute them.

There is also a perceived bias among Business Owners that

retention is advantaged because it is only subjected to one round of taxation,
whereas distribution is subjected to a second round.
Moreover, the fact that some tax systems discourage the generation of earnings
by imposing high taxes on both distribution and retention leads to differences in
answers to questions on this issue.
Further, and confirming this assessment, most Tax Advisers and Business Owners
as shown below consider there are no tax incentives promoting the retention of
earnings.

However, Tax Advisers and Business Owners from Austria, Finland,

Ireland, Luxembourg, Estonia and Sweden opt for the existence of tax
incentives.

Interestingly, what Estonian Tax Advisers see as incentives,

Lithuanian ones do not; although Lithuanian Business Owners consider that for 67
per cent of them tax incentives exist to promote the retention of earnings. It
seems that similar measures may be considered differently. Surprisingly when
Tax Advisers in Lithuania stated that “when companies distribute earnings they
pay taxes whereas when they retain earnings they do not have to pay taxes”,
they did not consider later that such a measure constitutes a tax incentive
aimed at promoting the retention of earnings.
More than 65 per cent of Tax Advisers feel that no tax incentives that promote
retained earnings exist.
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Pie Chart 127: Answer to Question 13 in the Tax Advisers Survey for the
Target Countries: Are there tax incentives promoting the retention of
earnings?

Similarly, close to 57 per cent of Business Owners consider that such incentives
do not exist (Question 16).
Pie Chart 128: Answer to Question 16 in the Business Owners Survey for the
Target Countries: Do you believe that tax incentives exist to promote the
retention of earnings?
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In relation to the question 16 of whether tax incentives exist to promote
distribution of profits, 75 per cent of Tax Advisers consider that no such
incentives exist. Similarly, few see in their tax systems sanctions against the
distribution of profits.

The Tax Advisers who considered that incentives in

favour of distribution do exist are from Italy and Slovenia.
As shown below, for most Tax Advisers (49%) the tax treatment on retained
earnings and distribution of profits has no direct impact on the business owner’s
decisions to retain or distribute earnings.
Pie chart 129: Answer to Question 19 in the Tax Advisers Survey for the
Target Countries: Does the current tax treatment on retained and
distribution of earnings have a direct impact on business owners’ decision
to retain or distribute earnings?

For Tax Advisers in Estonia, Ireland, Norway, Portugal and Sweden who all
consider that taxation promotes the retention of earnings, the current tax
treatment does have an important impact on business owners’ decisions to
retain earnings.
The result is similar for Business Owners in general.

However, in Norway a

majority of Business Owners considered that although taxation contained no
specific incentives to promote retention of earnings, the tax treatment did in
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fact influence their decisions in an important way and in favour of retention of
earnings. Business Owners from Estonia, Ireland and Sweden all considered that
not only were there incentives aimed at promoting retained earnings, but the
tax treatment had an direct influence in favour of retention of earnings.
Pie Chart 130: Answer to Question 18 in the Business Owners Survey for the
Target Countries: Does the current tax treatment of retained earnings and
distribution of profits directly influence your decision on the retention or
distribution of earnings?

Question 12 in Q2 and 9 in Q3 ask which of two forms of distribution - dividends
and equity sales - is favoured tax wise, and does this factor result in advantaging
retained earnings.

For Tax Advisers and Business Owners alike taxation is

generally neutral in its impact on dividends or capital gains. Double taxation
hits both in much the same way. This is in fact the case in many countries.
However, for France and Slovakia, Tax Advisers and Business Owners believe that
dividends are favoured. For Ireland, Spain and Sweden it is the reverse. Tax
Advisers and Business Owners (together “Participants”) from these countries
believe that capital gains tax is lower than taxes on dividends, and that as a
result tax advantages retained earnings.

So interestingly, although most
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Participants believe that retained earnings are advantaged by taxation, such
advantage does not derive from the tax treatment of capital gains.
With respect to the relationship between distribution and wages, for most Tax
Advisers, as shown below, business owners see wages as a form of distribution.
However, in Estonia, the Czech Republic and Romania this is not the case.
Pie Chart 131: Answer to Question 10 in the Tax Advisers Survey for the
Target Countries: Is wage amount or annual bonus considered by business
owners a way of distributing earnings?

The result is not as clear for Business Owners, with 47 per cent considering
wages as a form of distribution of profits (Question 13). Interestingly, Business
Owners in Romania and the Czech Republic give opposite answers to those of Tax
Advisers. They do not see wages as a form of distribution. Nor do Business
Owners from France, Italy, Luxembourg, Norway, Poland, Portugal, Slovenia or
Slovakia.
Thus, to a certain extent wages act as a substitute for distribution of profits.
Differences in results may be explained by the nature of the undertaking
represented, as much as by the tax treatment of wages versus distribution. For
sole traders, wages may be identical to distribution, without the impact of taxes
of course.

For larger undertakings, those that include a greater number of
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shareholders, the reasoning will be different and wages will not be an easy
substitute for distribution.

This is because within a corporation they serve

different purposes and reward different risks. The importance of wages as a
substitute for distribution will thus be determined by tax and other factors such
as company financing structure.
Although short-term loans from the undertaking to the business owner may be
considered a substitute for distribution, they fared a lot worst as a plausible
substitute for distribution than wages. More than 62 per cent of Business Owners
would not consider borrowing for their private short-term finance needs rather
than distributing earnings.

For almost exactly the same proportion of Tax

Advisers (63 per cent) except in Lithuania, the Netherlands and Portugal,
business owners do not consider borrowing from their undertaking for their
private short-term finance needs rather than distributing earnings.
Tax Advisers consider that business owners generally consider a tax planning
issue the choice between wages, an annual bonus, the level of retained earnings
and that of distributed earnings. Only three countries answered in the negative.
These were Italy, Slovenia and Lithuania. The general result from this question
is similar for Business Owners. However, more countries answered negatively.
Business Owners from Austria, Denmark, Lithuania, the Netherlands, Poland,
Slovakia and Sweden gave negative answers.

•

Conclusion on Part 2

Business Owners and Tax Advisers consider that it is more advantageous where
taxation is concerned to retain earnings. This is generally explained by the fact
that retention of earnings is taxed once, whereas in the case of distribution,
what is taken into account, the combination of earnings tax plus dividends tax.
This analysis of perceptions on taxation is confirmed by the fact that
Participants see neutrality in the treatment of distribution and capital gains
taxes.

Similarly supportive of this analysis is the fact that most survey

Participants both consider that there are no tax incentives to promote retention
of earnings, and that taxation does not influence business owner decisions to
retain or distribute earnings. Only in those countries in which there is a single
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level or degree of taxation or in countries which have enacted strongly and with
targeted measures in favour of retention of earnings do survey participants see
such incentives, understand and integrate them as important factors in their
decisions to retain earnings, and perceive them as clearly favouring retention of
earnings over distribution.
Participants were not asked whether they considered capital gains a substitute
for dividends distribution. To a large extent this is probably the case. As stated
before, Participants list
-

limitation of financial risk,

-

financing of other business activities, and

-

financing of cost of living, private use
as factors triggering distribution.

Despite these mechanisms Business Owners

are inclined to increase capital gains before a sale. However, time is in this case
the measure of elasticity.

Dividends are distributed regularly.

Capital gains

answer different time constraints. Tax can and does have an influence, as the
answers show. It is clear that for participants from Ireland and Sweden there is
an advantage in retaining earnings to generate capital gains at a later stage.
These are also countries in which Participants see retention of earnings as
advantageous, that there are incentives to promote it and that it is to be
considered an important factor in their decisions to retain or distribute earnings.
The payment of wages can to a certain extent constitute a form of distribution.
As a result, increased taxation on distribution of dividends could have the effect
of increasing business owners’ wages rather than enhancing retention of earnings
levels. Other factors come into play in the equation but wages do constitute a
substitute for distribution that tax legislators should be aware of when
determining fiscal policy.
Short-term loans from the company to the business owner are not considered
substitutes for distribution. Legal limitations on such loans may explain why this
is the case.
distribution.

Further, the nature of a short-term loan is different from
When business owners distribute it is a final decision and the

profits distributed are earmarked for a purpose unrelated to the undertaking
they are distributed from. As stated earlier, distribution is generally used for
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other business activities, personal expenses and to limit financial risk. A shortterm loan could not really answer these objectives.

4.5.9.(d) Part 3 of Questionnaires 2 and 3 – Tax aspects of retained
earnings financing versus debt financing

Part 3 is a difficult part to assess using a survey of SMEs. Many SMEs and in
particular sole traders have no real access to bank loans or debt financing.
Thus, their understanding of the tax consequences of debt financing will be even
more limited.

This should be taken into account when reading the results

below.
As shown below, Tax Advisers clearly consider that debt financing is treated
favourably in terms of taxation by comparison to equity financing. However, 90
per cent of these individuals also consider that the current tax treatment of
retained earnings in comparison to debt financing does not have a direct impact
on business owners’ decisions to retain or distribute earnings.
Pie Chart 132: Answer to Question 20 in the Tax Advisers Survey for the
Target Countries: Taking only taxes into consideration, do business owners
consider retained earnings financing or debt financing more of
advantageous for the Undertaking?
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This is confirmed less emphatically by Business Owners as shown below. 41 per
cent feel that taxation favours debt financing but 34 per cent opt for retaining
earning financing. But as with Tax Advisers, 90 per cent of those who perceive
an advantage in favour of debt financing also conclude that the tax treatment on
retained earnings in comparison to debt financing has no direct impact on their
decision to retain or distribute earnings. The only exception to this is Ireland.
Pie Chart 133: Answer to Question 19 in the Business Owners Survey for the
Target Countries: Taking only taxes into consideration, is retained earnings
financing or debt financing more of advantageous for your Undertaking?

For Participants from Denmark and taking only taxes into consideration, retained
earnings financing is more advantageous but it does not have a direct impact in
favour of either form of financing.
These results are not surprising. The comparison is usually made between equity
financing and debt financing.

It is not because debt financing is more

advantageous from a tax perspective than equity financing that this is going to
have a direct impact on business owner decisions to retain earnings or distribute
profits. It will have an impact on business owners when they need financing but
in relation to distribution decisions in general it has an indirect impact.
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For a slight majority of Participants accelerated depreciation, reinvestment
reserves or provisions are not considered important alternatives to financing by
means of retained earnings. In countries where such mechanisms do not exist or
are limited in scope and effect, the answer is clearly negative. This is the case
of Estonia and Lithuania. In other countries such as Spain, Norway and Austria
these are considered strong alternatives.
Pie Chart 134: Answer to Question 21 in the Tax Advisers Survey for the
Target Countries: Are accelerated depreciation, reinvestment reserves and
provisions considered important alternatives to financing by means of
retained earnings?

Question 22: However, it does not appear that Tax Advisers believe that business
owners have been overwhelmed by competing tax advantages. 86 per cent of
Business Owners concur with this view of Business Owners.
Question 23: More than 80 per cent of Tax Advisers consider that there are no
tax advantages resulting from increases in own equity, and that would be
directed towards the promotion of retention of earnings. Austria and Sweden
are the only countries to provide a positive answer to this question.
Question 24: However, for Tax Advisers almost half the Target Countries appear
to harbour tax provisions that depending on debt to equity ratios, limit the
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deductibility of interest. This view is not shared by Business Owners themselves.
Only 36 per cent of these individuals are aware of tax provisions that limit
interest deductibility depending on the debt to equity ratio. These would be the
thin capitalisation rules present in many countries.
Question 24.1: However, where Tax Advisers and Business Owners do agree is on
the impact of such provisions. Most of the Tax Advisers who acknowledged such
provisions consider that the measure has an effect on business owners’ decisions
to distribute profits.
Question 23.1: almost a majority of the Business Owners who identified such tax
provisions also stated that they do have an impact on their decisions to
distribute profits.
As shown below more than 75 per cent of Tax Advisers consider that net worth
(own equity) taxes do not have an impact on business owners’ decisions to
distribute or to retain earnings. This is confirmed by 78 per cent of Business
Owners. This does not mean that there are no net worth taxes but rather that
whether they exist or not has little influence on business owner decisions. In
effect a negative answer to the question does not indicate the existence of such
a tax. However, an affirmative answer tells a different story. If the answer is
“Yes” it is in fact a double answer. First, there are such taxes. Second they do
have an impact. Only Norwegian and Swedish Participants consider that such
taxes as currently exist do have an impact on business owners’ decisions to
distribute profits or retain earnings.
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Pie Chart 135: Answer to Question 25 in the Tax Advisers Survey for the
Target Countries: Are there any net worth (own equity) taxes which have an
impact on business owners’ decision to distribute or to retain earnings?

•

Conclusion on Part 3

Taxation favours debt financing over equity financing. However, this does not
necessarily have a direct impact on decisions to retain or distribute earnings. A
company may retain earnings or distribute profits for a variety of reasons.
The impact is indirect as it only exists when financing needs have been assessed.
Once assessment is complete, the financing mode is chosen. This may be equity
or debt. The nature of the investment will play an important part in the choice
of financing.

Further, there is always the choice between debt and equity

financing rather than debt and retained earnings. Equity financing comprises
retained earnings financing and additional capital financing.
Accelerated depreciation, reinvestment reserves and provisions can be
considered alternative financing instruments and the extent to which this is so
depends largely on the tax incentives that can benefitted from.
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When Participants determine that tax provisions in their country limit interest
deductibility depending on the debt to equity ratio level, they consider such
provisions do have an impact on their decision to distribution earnings. This is
important because it identifies thin capitalization rules as efficient in their
impact on business owner decisions.
Taxes on net worth in Norway and Sweden have an impact on business owners’
decisions to distribute profits.

4.5.9.(e) Part 4 of Questionnaires 2 and 3 – Tax aspects of business income
versus private income
Based exclusively on tax considerations, it is generally considered to be more
advantageous for business owners to earn income from private investments (e.g.
interest) than from business activities. This is what Tax Advisers generally
believe, as shown below. The same applies to Business Owners, although not as
clearly. However, Participants from Slovakia, Luxembourg, Lithuania, Ireland
and Estonia consider that the tax treatment of revenue from business activities
is more favourable.

Finland’s tax regime is seen as favourable to business

activities by Tax Advisers there but not by Business Owners.

Ireland is the

reverse and is perceived by Business Owners as favourable to income generated
from business activities.
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Pie Chart 136: Answer to Question 27 in the Tax Advisers Survey for the
Target Countries: Based exclusively on tax considerations, is it more
advantageous for business owners to earn income from business activities or
from private investments (e.g. interest)?

In close to 70 per cent of the cases corporate income taxation does not
encourage business owners to invest as individuals in private assets which they
subsequently rent or lease to their own company. Similarly, the same proportion
of Participants consider that there is no advantage where capital gains are
concerned for the business owner to rent or lease private assets (real estate,
buildings, machinery) for tax purposes to the business. Nor does taxation appear
to encourage undertakings to invest in assets rented or leased to the owner, at
least from what Tax Advisers have noticed in patterns of behaviour among
business owners. This is confirmed by 66 per cent of Business Owners.
Question n° 29 (Does taxation on capital gains taxation favour owning private assets or
business assets?): Participants are of the view that taxation on capital gains

favours owning private assets rather than business assets. However, participants
from Estonia, Lithuania and Portugal consider that business assets are favoured.
Business Owners from Ireland and Sweden also hold this view.

But it is not

shared by Tax Advisers from these two countries.
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Finally, 85 per cent of Tax Advisers and 77 per cent of Business Owners consider
that the current tax system does not constitute an obstacle to the retention of
earnings and stronger equity.

The only country where Tax Advisers clearly

consider the tax system such an obstacle is Italy. This is largely due to the
complexity of the Italian tax system, the insecurity of tax legislation in that
country and the fact that debt financing is more advantageous than equity
financing. Somewhat surprisingly it is Business Owners from Ireland, Lithuania
and Slovakia who consider their tax systems to be obstacles to the retention of
earnings and stronger equity.

However, the reasons invoked are not very

surprising. For Slovakian Business Owners, they lie in the uncertainty of future
tax legislation. For Irish Business Owners they reside in the facts that it is more
advantageous to distribute or pay dividends and use mechanisms such as
accelerated depreciation, reinvestment reserves and provisions. For Lithuanian
Business Owners the system is complex, changes too often creating insecurity,
and distribution is less taxed than retention.
Tax Advisers chose a number of tax incentives as likely to influence business
owners’ decisions to retain earnings. The measure that received the highest
approval rating includes the reduction of taxation on undistributed earnings, if
earnings are retained for a minimum period of time. This was followed by the
tax exemption on capital gains when an undertaking is sold. The third measure
also related to capital gains and the sale of the business.

The three key

measures in their descending order of importance are:
-

Reduced taxation on undistributed earnings, if earnings are retained for a
minimum period of time,

-

No taxation on capital gains on sale of undertaking, and

-

Incentives for capital gains tax purposes if the enterprise is sold.
Business Owners’ preferences went to the following measures in the following
order of importance:

-

Reduced taxation for SMEs in general,

-

No taxation on capital gains on sale of undertaking, and

-

Reduced taxation on undistributed earnings, if earnings are retained for a
minimum period of time.
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Two measures are preferred by both Business Owners and Tax Advisers and they
relate for one group to capital gains taxes, which is an indirect measure
promoting the retention of earnings and for the other to retained earnings which
is a direct measure. It should be noted that the “reduced taxation for SMEs in
general” was the fourth preferred measure of Tax Advisers.
Before drawing conclusions on this question it is important to note that Business
Owners and Tax Advisers will identify measures that do not currently exist in
their countries. Further, with many business owners retiring in the next few
years and thinking about selling their undertakings, it is not surprising that one
preferred measure includes an exemption of capital gains tax on sale of a
company. Thus, one must be prudent in assessing the impact of these preferred
measures on the actual retention of earnings.
And even if such measures were implemented, Tax Advisers as shown below
believe that these would lead to only a moderate increase in retained earnings.
Only 30 per cent believe that these would translate into a strong increase in
retention of earnings levels.
Pie Chart 137: Answer to Question 36 in the Tax Advisers Survey for the
Target Countries: Should the preferred tax incentives as described above be
introduced, what would be the effect on business owners’ decision in
respect to retained earnings?

Page 468 / 486

Business Owners echo this conclusion.

In general such measures would only

generate moderate increases in own equity.
This confirms the general conclusion that although taxation is a factor in
business owners’ decisions to distribute or retain earnings, it is not the most
important factor.
Interestingly, a majority of countries for which Tax Advisers proposed as their
preferred measure the absence of a capital gains tax in the case of sale of a
business, were also those that thought such a measure would have a strong
effect on business owners’ decisions to retain earnings. Such a measure should
be carefully assessed though as it would also benefit an important contingent of
soon-to-retire baby boomers and thus lead to quite the opposite effect in the
mid-term.

•

Conclusion on Part 4

It is generally considered to be more advantageous for business owners to earn
income from private investments (e.g. interest) than from business activities.
Seldom do the Participants see any tax advantages in investments and/or rental
arrangements between the Business Owner and the undertaking.
Capital gains from private assets are favoured over business assets where
taxation is concerned.
However, taxation is not seen as an obstacle as such to the retention of
earnings.
Measures aimed at promoting retention of earnings that both Business Owners
and Tax Advisers preferred were:
-

No taxation on capital gains on sale of undertaking,

-

Reduced taxation on undistributed earnings, if earnings are retained for a
minimum period of time,

-

Reduced taxation for SMEs in general, and
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-

Incentives for capital gains tax purposes if the enterprise is sold.
However, most Participants thought that even if implemented, such measures
would have only a moderate impact on retention of earnings, confirming that
taxation was not the only factor taken into consideration in Business Owners’
decision making processes.

4.5.9.(f) Combined analysis

Looking at the results from questions 8, 13, 16 and 19 for Tax Advisers and
Questions 11, 16 and 18 for Business Owners as presented in the tables below
one can conclude generally that when taking only taxes into consideration it is
more advantageous to retain earnings.
However, the advantage does not lie in existing tax incentives which promote
the retention of earnings, but rather they consider in one of three possibilities
(i) there are even fewer incentives to promote the distribution of profits, (ii)
the tax regime generally but not specifically favours retention of earnings or (iii)
distribution immediately means double taxation in most countries. The latter
explanations are confirmed because for Participants taxation does not generally
have a direct impact on business owners’ decisions to distribute profit or retain
earnings. Even if retained earnings are seen as advantaged because they are not
taxed twice, at the end of the day it makes little difference to a business.
Distribution is the only means for the business owner to increase his or her
private income.
Looking at countries individually one sees that Tax Advisers from Finland, Italy,
Slovakia, Slovenia and Sweden feel that taking only taxes into consideration it is
more advantageous for business owners to distribute earnings. However, only
Italy and Slovenia indicate that this advantage is related to a specific tax
incentive. Both these countries go on to confirm in similar proportions that the
incentives to distribute have an important impact in favour of distribution and
that they have a direct impact on business owners’ decisions to retain or
distribute earnings.

These incentives obviously constitute obstacles to the

retention of earnings by business owners.
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It is of interest that Business Owners from Italy and Slovenia do not share this
perception, which is shown in the table below.

For Italian Business Owners

taxation even favours retention of earnings. For Slovenian Business Owners it is
neutral. Thus, what may appear as obstacles to Tax Advisers are not necessarily
interpreted as such by Business Owners.
In Estonia and Ireland it is clearly advantageous for all Participants to retain
earnings, taking only taxes into consideration. The advantage seems to stem
from tax incentives that promote retention of earnings. And tax treatment does
have a direct impact, but it is only clearly favourable to the retention of
earnings in Estonia.
In Ireland and Luxembourg the situation is ambivalent. Although there appears
to be a clear advantage in favour of the retention of earnings and this advantage
can be traced to identifiable tax incentives, the direct impact favouring
retention of earnings is less clear. Obviously not all Tax Advisers who answered
questions 8 and 13 in the affirmative also answered question 19 positively.
Similarly not all Business Owners who answered question positively 16 responded
to question 18 in the same way.
Although Swedish Tax Advisers consider it more advantageous to distribute than
retain earnings, they also state that tax incentives do exist to promote retention
of earnings and that these do have an important impact in favour of retention of
earnings. Thus, even in a country where taking only taxes into consideration it
is more advantageous to distribute, there are incentives that nevertheless have
a favourable impact on business owners. This obviously creates some confusion
because although Business Owners see incentives in favour of retention of
earnings, and generally consider that taxes promote retention they are
ambivalent as to the effect of the current tax treatment on their decision
making process.
Question 34 (Does the current tax system constitute for business owners an
obstacle to the retention of earnings and stronger equity?): Finally, 86 per cent
of Tax Advisers are of the opinion that the current tax system does not
constitute an obstacle to the retention of earnings and stronger equity. This not
only confirms a number of statements made above, but also indicates that if
there are indeed obstacles, they lie less in taxation than in other factors.
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However, for those that did consider that their current tax system constitutes an
obstacle to the retention of earnings and stronger equity, the reasons invoked
were (i) the complexity of the tax system, (ii) the uncertainty of future tax
legislation, and (iii) that retained earnings financing is less advantageous than
debt financing.

4.5.9.(g) General Conclusion on the analysis
Participants identified the following as important non-tax factors that affect
their decision to distribute earnings:
- limiting the financial risk,
- financing of other business activities, and
- financing of the cost of living, private use.
These factors are all the more important since Business Owners do not consider
tax an important factor in their decisions to retain or distribute earnings. This is
confirmed by the general perception that taxation is not considered an obstacle
to the retention of earnings.
Thus, for tax to have an impact on business owner decision it would need to first
have an impact on the factors outlined above.
Far from considering that taxation is an obstacle to the retention of earnings
Participants generally consider that retention of earnings is advantaged by tax
by comparison to distribution. This is explained by the general perception that
distribution is taxed twice whereas retained earnings only once. This again is
perception rather than reality.

But this perception makes the comparison

difficult. This is an analysis confirmed by the fact that most Participants see no
real incentives for promoting the retention of earnings.
To some extent the payment of wages and annual bonuses is perceived as a form
of distribution of profits. Thus wages are interchangeable with other forms of
distribution. As a result, any tax disincentive on distribution of profits would
need to target wages as a form of distribution.
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On the other hand borrowing for private short-term finance needs is not
considered a substitute to distribution.
In terms of substitutes for retained earnings, accelerated depreciations,
reinvestments reserves and provisions are often considered substitutes for
retained earnings.

This is especially the case in Austria, Finland, the

Netherlands, Norway, Spain and Sweden.

Naturally in some countries where

these mechanisms are extremely limited in scope, they do not constitute a
substitute.

As a result, increasing measures that facilitate the use of these

types of financial tools may deter retention of earnings.
According to Tax Advisers, when business owners take taxes alone into account,
they consider that debt financing is more advantageous for an undertaking in
comparison to retained earnings financing. Business Owners themselves confirm
this. It appears that what is meant is that overall, debt financing is advantaged
because of the tax deductibility of the interest on loans.

However, for

Participants this advantage conferred on debt financing does not have a direct
impact on business owners’ decisions to retain or distribute earnings.

The

impact is considered to be more indirect based on the determination of
financing options once a need for financing has been determined.
Confirming this, a measure that would enable the “deduction of deemed interest
expenses based on the increase of equity” is not one of the measures that
Business Owners and Tax Advisers identify as the best way to promote retention
of earnings.
However, most Participants consider that where there are tax provisions limiting
the deductibility of interest on loans based on debt to equity ratio levels, these
do impact business owners’ decisions to distribute or retain earnings. Thus, not
surprisingly Participants acknowledge the existence of the thin capitalization
rules and the very direct impact they have on them and the limitations on
options that these leave them. As indicated before the danger of such rules is
that they do not take into account the financing needs of different activities or
the importance of business assets.
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The question of differences in tax treatment between business income and
private income brings the expected answer in favour of private income. Private
income generally benefits from a better tax regime. For just under half of Tax
Advisers this is an important aspect of business owners’ decisions to either retain
or distribute profits in that it has an important impact in favour of distribution.
Business Owners confirm this. The answer is thus not clear-cut though as for
over half of them it is not an important aspect of the business owners’ decisions
to either retain or distribute. That is probably because the natural tendency, as
explained previously is to distribute. Thus, favourable tax treatment of private
income is a rather weak encouragement rather than a triggering factor.
However, when business income is favoured by taxation, there is even less of an
impact on the decisions of business owners.

Thus one may conclude that

whether taxation favours private or business income, the impact is not
important and at best it favours decisions to distribute profits.
Not surprisingly even though Participants considered that measures such as (i)
reduction of taxation on undistributed earnings, if earnings are retained for a
minimum period of time, (ii) tax exemptions on capital gains when the
undertaking is sold or similar incentives and (iii) reduced taxation for SMEs in
general would be likely to have an impact, most considered that the impact
would only be a moderate one, with 30 per cent opting for a strong impact.
Again the impact of taxation on business owners’ decisions to distribute profits
exists but it is not as important as factors such as limiting the financial risk,
financing of other business activities, and financing of the cost of living, private
use. These are the factors that drive distribution. To counter these drivers,
there seem to be few incentives that promote the retention of earnings although
retaining earnings is seen as advantaged by taxation. This means that tax does
to a certain extent limit the amount distributed but does not address the factors
that drive distribution.
On a per country basis the perceptions differ and often the conclusions that
stem from an analysis of the different tax systems as undertaken in Part 2 are
valid.

In countries where the tax system is simple and straightforward

incentives are understood.
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Confirming this, for Participants that did consider that their current tax system
constituted an obstacle to the retention of earnings and stronger equity, the
reasons invoked were (i) the complexity of the tax system, (ii) the uncertainty of
future tax legislation, and (iii) that retained earnings financing is less
advantageous than debt financing.
The surveys undertaken to implement Questionnaires 2 and 3 were completed by
another survey, this time targeting professors and business organizations with an
interest in the topic in hand. The results from this final survey do not contradict
what was found under the other surveys.

4.5.10

Summary table of responses to survey questions to Professors and

other experts
Together with Questionnaires 2 and 3, another much shorter questionnaire was
compiled to target mainly professors and experts in the area of interest.
This questionnaire included 10 questions. The answers are listed in the charts below.
Annex 33 provides the names of the participants in this short survey.
Pie Chart 138: Country representation for the Professors and Experts survey
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Pie Chart 139: Answer to Question 1 in the Professors and Experts survey: Do
you believe that one of the reasons why sole traders and partnerships have
little access to finance is because they are not registered corporations with a
separate equity structure?

The expert from Romania stated that practices in the Romanian banking sector in the
last 15 years have favoured registered undertakings for loans over sole traders, who
do not have the ability to establish separate equity structures.
Pie Chart 140: Answer to Question 2 in the Professors and Experts survey: Do
you believe that tax has an impact on the legal form of companies?

The Expert from the UK shared the view that tax does have a bearing on the legal
form of undertakings. He stated that in the UK one effect of a small business tax
rate is that it is more tax efficient to set up another entity to develop a new product
than to do it within the existing company. He also concluded that tax avoidance is
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easier if undertakings do not have to publish accounts (as is the case with
unincorporated undertakings).
Pie Chart 141: Answer to Question 3 in the Professors and Experts survey: Do
you believe that tax has an impact on the equity /debt structure of companies?

The Expert from Denmark considers that there is a variety of factors which influence
the equity to debt structuring of undertakings, but recognizes that more recently,
discussions on company behaviour show a greater focus on the deductibility of
interest payments, as well as on ways to fiscally maximize debt. This is an indication
of the importance of taxation in the shaping of company equity structure.
Pie Chart 142: Answer to Question 4 in the Professors and Experts survey: Are
you aware of specific tax regulations in the past few years that have had as
their goal to affect equity/debt structure of companies?
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The Expert from Norway mentioned that the introduction of dual income tax in 1992
was aimed at limiting the lock-in effect of capital in corporations and increased
retention of earnings the previous system had fostered.

This reform enhanced

distribution. In 2007 the aim has been reversed and a dividends tax introduced to
promote retention of earnings.
Pie Chart 143: Answer to Question 5 in the Professors and Experts survey: If YES
to the previous Question, to your knowledge has this had the desired effect?

The Norwegian Expert states that it is too early to clearly assess the effects of the
implementation of the new regulation on dividends, but that the first data suggests
that dividends payments have decreased.
Pie Chart 144: Answer to Question 6 in the Professors and Experts survey: Are
you aware of specific tax regulations in the past few years that have had as
their goal to increase retention of earnings by companies?
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The Expert from Estonia states that the 2000 tax reform was aimed specifically at
promoting retention of earnings in undertakings.
The Expert from Romania also pointed out that such measures were taken in 2004,
but that in the case of the dissolution of a company any advantages granted are
cancelled and taxed as corporate profit retroactively, together with the possible
application of late payment penalties.
Pie Chart 145: Answer to Question 7 in the Professor and Experts survey: If YES
to the previous Question, to your knowledge has this had the desired effect?

The Estonian Expert confirms that the changes in the tax system have had the
desired effect.
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Pie Chart 146: Answer to Question 8 in the Professor an Experts survey: Have
you noticed changes in the equity /debt structure of Small and Medium-Sized
companies in the last few years?

The Expert from Slovakia considers that rapid growth of the economy in recent
years has contributed to better equity structure among SMEs in this country. As a
consequence parallel growth in assets is noticeable.
The Expert from Estonia believes that the average liabilities to assets ratio has
decreased, a process which began in 2000, partly due to change in the tax system.
The two last questions in the survey called for detailed answers.
Question 9 was as follows: “In your view, why do companies prefer to distribute
profits rather than retain earnings?”
The answers varied. Most considered that the payment of dividends was a natural
inclination and saw it as the norm. The business owner needs to distribute for
living expenses and it is only when a certain level of profit is reached that
retention of earnings can be considered. Shareholders want to be remunerated,
and also feel that dividends payouts limit the asymmetric information that exists
between them and management.

Dividends payouts also increase shareholder

loyalty. Finally, dividends payouts are seen as a sign of company health and
wealth.
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Question 9 was: “What national or European measures in your view would foster
increases in levels of retention of earnings by companies, or generally stronger
own equity?”
A number of suggestions were made. They are as follow.
- Eliminate the tax discrimination against equity as compared to debt,
- Implement no or less taxation on retained earnings,
- Provide clear exemptions for reinvestments,
- Grant tax privileges for the creation of equity, and
- Increase levels of legal reserves.
In terms of the proposed European measures a harmonisation of the standard
corporate tax level to a relatively low level was proposed.

4.5.11

Analysis of professors/tax advisers/business owners/organisations

responses
The responses of the experts named above i.e. professors, tax advisers, business
owners and organisations, clearly indicate that in their opinions taxation really
influences both legal form and debt to equity structure.
Although some experts did not have experience of or study measures that were
implemented in view of increasing own equity, most of those who did acknowledged
that such measures were having the desired effect.
This confirms our view that taxation can significantly affect business owner decisions
to retain earnings or distribute profits.
We would have been surprised by a different answer since taxation is a significant
factor determining the net compensation received by business owners, which is after
all a leitmotif of entrepreneurship, and for many its principal driving force.
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4.6 Conclusions, recommendations and lessons learned

4.6.1

Conclusions

Our analysis of the combined results can be summarised as follows:

4.6.1.(a) Perception of the tax systems and their impact on Business Owners
decision whether to retain or distribute earnings.

Although as we have seen most Business Owners considered that their tax system
favours retention, our analysis allows us to conclude that in fact they consider it
to be a neutral factor at best.
Indeed, as we have seen, an overwhelming majority of Business Owners admit
that they do not take taxation into consideration when deciding whether to
retain or distribute earnings.
Moreover, it should be noted that the most important so-called non-tax factors
that affect Business Owners’ decisions whether to distribute profits or retain
earnings is in fact financing of other business activities. If Business Owners
decide to distribute profits in view of investment in other business activities, it
is established that it cannot be because they consider that their tax system
favours retention. In countries where Business Owners really consider their tax
systems to be in favour of retention of earnings, they do not distribute. Rather,
they invest through their undertakings.
This is in fact confirmed by the Business Owners of most countries where
measures that really favour distribution exist. These Business Owners are the
only ones who consistently take taxation into consideration when deciding
whether to distribute profit or retain earnings.
From this analysis and the lack of concordance between Business Owners’
answers, one can deduce that when Business Owners state that the tax system
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favours retention of earnings they are probably voicing a frustration with the
existence of the double-taxation of distributed earnings. Many Business Owners
represent micro and small undertakings. As the owners of a business they see
the company and its earnings as belonging to them.

Thus, for them their

earnings are taxed twice if they want to distribute, whereas they are only taxed
once when they keep them within the company.
It is clear that Business Owners understand that there is no real tax incentive to
the retention of earnings.

They know that the second round of taxes on

distribution is lesser than the first, and that they will be taxed on the earnings
left after the first round of taxation when they distribute.
In fact, in view of the most important reason given for distribution (investment)
one could even consider that the Business Owners of most Target Countries are
of the opinion that it is more favourable to distribute since they considered that
private income was more favourably taxed than business income.
However, based on their acknowledgement that they do not take taxes into
consideration when deciding whether to distribute or retain earnings and the
fact that this lack of importance given to taxation is confirmed by the
incoherent answers previously referred to, the Survey clearly indicates that in
most of the Target Countries taxation is considered neutral by Business Owners
when considering whether to distribute or retain earnings.

4.6.1.(b) Possible impact of tax measures on Business Owners’ decisions on
whether to distribute or retain earnings

A vast majority of the Business Owners surveyed said they did not take taxation
into consideration when deciding whether to retain earnings or distribute
profits. Moreover, Business Owners and Tax Advisers consider that measures
favouring retention would only slightly influence Business Owners’ decisions.
Nevertheless, In spite of these answers, which on first reading may lead to the
understanding that tax measures do not have a great impact on Business Owners
decision on whether to distribute or retain earnings, the Survey generally does
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confirm that taxation can be of great influence in the Business Owners’ choice.
This is explained below.
-

Business Owners from countries such as Estonia, Ireland and Sweden,
where tax measures favour retention of earnings, take taxation into
consideration when deciding whether to retain or distribute earnings.
When tax incentives are applied Business Owners take them into
consideration. The lack of importance attributed to taxation by Business
Owners in most countries seems to be little more than a consequence of
the neutrality of these tax regimes.

-

The fact that investment in other business activities is the most important
reason motivating Business Owners to distribute profits confirms that
taxation can be a great influence. Indeed, Business Owners’ motivation
for investing is financial. Hence, if investing through their company would
allow them to obtain a higher reward after taxes on their investment; we
are convinced that Business Owners would start investing through their
undertakings rather than after distribution. This would foster increased
retained earnings. In countries such as Estonia and Ireland where such
measures are applied Business Owners retain to invest through their
undertakings.

-

The choices made by Business Owners of the tax measures that they would
like to see implemented in order to promote the retention of earnings no taxation on capital gains on sale of undertaking, reduced taxation on
undistributed earnings, if earnings are retained for a minimum period of
time, reduced taxation for SMEs in general, and incentives for capital
gains tax purposes if the enterprise is sold - show that Business Owners
actually chose those measures that imply a general reduction of taxation.
But in fact Business Owners do not really understand the implication of all
the proposed measures. Many believe that the impact on their decisions
would be only moderate when this would not be the case. Once again,
the results of the Survey in countries such as Estonia indicate that when
such measures are applied, taxation is suddenly largely taken into
consideration.
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Although this may lead those interested in the subject to conclude that tax
incentives will strongly motivate Business Owners to retain earnings they would
otherwise distribute, one should bear in mind that when distribution is
motivated by the necessity to finance private expenses (which is the second
biggest motivation to distribute, according to many Business Owners) the
applicable tax regime is of less relevance.

4.6.2 Lessons Learned
Most Business Owners in the European Union Target Countries surveyed did not
consider that taxation has an impact on their decisions to retain earnings or
distribute profits. Other factors may be taken into consideration, or taxation may be
an area that business owners do not want to deal with because of its complexity,
because they do not understand it, or both. We conclude that although other factors
are taken into account, taxation is important and when there are clear and specific
measures aimed at retaining earnings, business owners do in fact make decisions on
retention and distribution based or partly based on taxation policy.
This means that only Estonian, Irish and Swedish190 Business Owners clearly indicated
that taxation had an impact on their decisions to retain earnings in their
undertakings.

These are the countries where tax regimes include real, clear

incentives in favour of retention of earnings.
While business owners from other countries may well consider that taxation favours
retention of earnings, they do not generally account for this when making their
decisions on retention of earnings or distribution of profits. Equity structures in their
enterprises will therefore depend to a significant extent on considerations other than
taxation.
Finally, the smaller the business, the less the business owner tends to distinguish
between earnings from an enterprise and his or her own private earnings.

As a

result, the surveys which related mostly to micro and small undertakings provide
results that show this conceptual amalgamation, and highlight the resulting
misperception of taxation among business owners.

In many cases retention of

190

Norway was not taken into consideration since their tax regime has been profoundly
modified as from 1st January 2006. By consequence, the studied economical data relates to a
period during which dividends tax rate was 0 per cent and the survey relates to a period
where the dividends tax rate was increased to 28 per cent.
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earnings is seen as being favoured by taxation in comparison to tax treatment of
distribution of profits. This is because in the thinking of the small business owner,
taxation on distribution is a second taxation on his or her own earnings.

4.6.3 Recommendations
Should governments genuinely wish to influence the equity structures of
undertakings through taxation, it is possible to do so. The research conducted as the
basis of this Report indicates that measures taken to attain this objective need to be
similar in scope and nature to those adopted by countries such as Estonia, Ireland
and Sweden.
In the absence of a specific measure or a general tax regime which favours retention
of earnings and is explained as such to business owners and tax advisers, taxation
will not be factored into financial structuring decisions. Consequently, most business
owners will distribute their profits because to a great extent this is the default
option when taxation is not taken into consideration or when taxation is seen as
neutral.
Further, limiting the effect of double taxation will send a positive message easily
understood by owners of small business undertakings.
Finally, the Questionnaire 4 Survey confirmed an established view, according to
which specific tax incentives lead to increased own equity.
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