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Abstract

Bélochova, T. Company dividend policy in context of international tax planning.
Diploma Thesis. Brno 2015.

The aim of the Diploma Thesis is to suggest a dividend policy to a company us-
ing tools of international tax planning for profit distribution which will lead to a
minimal taxation.

This thesis is built on results from Cluster and Comparative analysis which are
performed and commented in the Practical Part. In the chapter Discussion can
be found suggestions and proposals which supposed to minimize the taxation of
a distributed profit in form of dividend. Twenty-eight states of the European
Union served as a field of study.

Keywords

International tax planning, corporate profit, dividends, dividends policy, inter-
national taxes, international tax harmonization, Cluster analysis, comparative
analysis.

Abstrakt

Bélochova, T. Dividendova politika spole¢nosti v kontextu mezinddorniho daro-
vého planovani. Diplomova prace. Brno 2015.

Cilem této diplomové prace je navrh dividendové politiky firem, vyuzivajici
mezinarodni danové planovani, pti distribuci firemniho zisku, ktera povede k
minimalnimu danovému zatizeni.

Zaklad diplomové prace tvori shlukova a komparativni analyza, ktero jsou pied-
staveny a okomentovany v praktické ¢asti. V kapitole s nazvem Diskuse jsou pak
dale navrzeny postupy pro minimalizovani danové zateze dividend. Jako zkou-
mané uzemi poslouzilo dvacet osm stati Evropské Unie.

Klic¢ova slova

Mezinarodni daniové planovani, profit spole¢nosti, dividendy, dividendova poli-
tika, mezinarodni darniovd harmonizace, Shlukov4 analyza, komparativni
analyza.
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1 Introduction

“Nothing is certain except for death and taxes.” Benjamin Franklin
“I only believe in statistics that I doctored myself.” Winston S. Churchill

The international tax planning is a highly discusse topic of today’s global busi-
ness world environment. Unfortunately it has developed into rather negative
reactions from general public and mass media.

Current situation on the European market is quite difficult from the per-
spective of two fundamental parties — international business companies vs. na-
tional governments.

Firstly, international business companies are trying to reach their essential
purpose and maximize profit, by using of an aggressive taxation planning tools
in order minimize their tax burden. According to OECD 60% of world business
is captured between parent and subsidiary companies.

Secondly, in opposite to international companies, national governments are
trying to maximize their revenues from corporate income taxes. Which create a
tension and harmful a tax competition among states.

From the macroeconomic point of view, in the past decade steps towards
tax harmonization in the European Union were greatly supported. Over time it
become evident that this harmonization process, which was supervising and
suggesting creation of common legislative rules, lead to tax competition and
fight of a national government to get sufficient amount of financial resources
from tax collection in order to cover their government expenditures.

The tax competition developed very sophisticated model of the tax planning
system, which became soon very popular. The system is helping to international
companies effectively shift taxable profits into the states with beneficial tax re-
gimes or other business benefits. The problem of significant capital outflow is
widely criticized from a general public and state authorities.

It is important to mention that international tax planning is not an illegal
action. Companies operating on international market are exposed to very com-
petitive environment and they have to fight for every customer. Provided quality
of product or service is no longer most important criterion in today’s post-crisis
development. Customers are much more price-sensitive. Therefore companies,
in order to offer competitive prices of a products/services are trying to operate
efficiently cost-wise and decrease unnecessary taxation expenses.

In this diploma thesis, international tax planning is put in context of divi-
dend policies, which in fact suggesting international company structure with the
aim of optimizing the taxa burden.
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2 Objectives

The main objective of this diploma thesis is to suggest the dividend policy to the
company using tools of international tax planning of profit distribution which
will lead to the minimal taxation. Partial aim of the diploma work is to conduct
the Cluster analysis in order to select proper data set which will be further used
for comparative analysis of the dividend taxation systems in the EU member
states. The Author will describe in details this phenomenon and provide a
summary of operations closely connected with international taxation of divi-
dends. The twenty-eight states of the European Union will serve as the field of
study. Furthermore, the other internal and external factors influencing dividend
payments will be reviewed as well.

Partial aim of this work is to obtain results from performed statistical
methods, Cluster analysis and comparative analysis, in order to analyze aspects
of dividend taxation amongst the EU member states, which will lead to the min-
imal taxation of distributed profit. Based on the results from the cluster and
comparative analysis, the state with the most favorable, profitable and moderate
conditions, will be selected and company dividend policy suggested.

The theoretical part will provide with a detailed overview of the literature
regarding aforementioned topic. Further in the work, the avoidance of dividends
double taxation according to the international double taxation treaties and tax
codes will be explained.

In the practical part will analyse aspects of dividend taxation among the EU
member states, which will lead to the minimal taxation of distributed profit.
Cluster analysis and comparative analysis will be preformed. Finding from those
statistical methods will be applied on a model situation, which will lead to sug-
gestion of a dividend policy.

In conclusion the suggested dividend policy in context of international tax
planning will be discussed.

All external materials used for the purpose of this thesis are attached to
Appendix. Others literature sources, used mainly in the first part of Literature
research, are organized in the alphabetical order in the List of References.
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3 Methodology

There were multiple scientific methods used in order to systematically and ob-
jectively analyse the topic and receive valuable, meaningful, scientific results
while reaching the fundamental objective of the thesis.

In the practical part, data collection, Cluster analysis, synthesis, compari-
son and modelling methods were used.

At the beginning of this scientific process data was collected form relevant
sources. Essential terms and concepts concerning collected data were explained
by the descriptive method. By using synthesis it has been verified that all as-
pects of the Theoretical part are discussed comprehensively and set up in a logi-
cal order.

The Cluster Analysis is a dominant, main analysis used in such a way that it
will reach the pre-set aim of this work. This analysis will provide enough meas-
urable information, which will be further subjected to a comparative analysis in
order to obtain the desired outcome. This outcome, cluster of states with similar
characteristics, will serve as a base for modelling of a practical case study.

In a practical example (case study) a constructed model will be a further
examined from the perspective of the usage methods of international tax plan-
ning and bilateral agreements between the Czech Republic and selected coun-
tries for the purpose of a tax optimization (the best cost-wise solution) and the
most favourable environment for capital investment into corporate dividends or
domiciliation of a company.

3.1 Cluster Analysis

Cluster analysis is a major technique for classifying a significant volume of in-
formation into more desirable and meaningful groups. It is a data reduction tool
that creates subgroups that are more manageable than endless number of indi-
vidual data. Like factor analysis, it examines the full complement of inter-
relationships between variables. In cluster analysis there is no prior knowledge
about which elements belong to which clusters. The grouping or clusters are
defined through an analysis of the data. (Rezankova, 2009)

Classification is a common concept in various fields of science. We can de-
fine classification in general, as the grouping of objects based on their similari-
ties. As Kendall said, one of the basic problems of science in reducing the world
to order is to classify. In statistics however, groups in a set of data can be of in-
terest in two different situations. In one, there is prior information that can be
used to obtain further information on the group structure. That is how classifi-
cation is defined in statistics. The other situation, where there is no prior infor-
mation on the grouping of the data, in other words clustering methods. (Everitt,
2011)
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3.1.1 Purpose

Clustering occurs in almost every aspect of daily life. Supermarkets display
items of similar nature, such as types of meat or vegetables in the same or near-
by locations. I it frequently used in science (chemistry, biology, etc.), medical
science, in the Information Technologies sector, etc.

Cluster analysis is generally used as a data analysing tool for organizing of ob-
served data (e.g. people, things, events, brands, companies) into meaningful
taxonomies, groups, or clusters, which maximizes the similarity of cases within
each cluster while maximizing the dissimilarity between groups that are initially
unknown. By this technique, Cluster analysis creates new groupings without any
pre-set notion of what clusters may arise. Due to this fact, Cluster analysis pro-
vides no explanation as to why such a clusters become to exist nor is any inter-
pretation made, therefore further mathematical/statistical methods must be
apply in order to explain or further examine developed clusters. Each
group/cluster thus describes, in terms of the data collected, the class to which
its members belong. Items in each cluster are similar in some ways to each other
and dissimilar to those in other clusters. (Rezankova, 2009)

3.1.2 Theory and Techniques of the Cluster Analysis

Cluster analysis is generally performed on a set of n objects {O;, O, ..., On}, each
is described by r number of parameters {Pi, P., ..., P}, which are consider as a
meaningful data set that can be further observed. Correct selection of the ap-
propriate data set of observed parameters is always necessary and leads to a de-
sired outcome. Therefore it is very important to pay attention while parameters
are being selected. Lets assume that on the object 0i,i = 1,2,...,n was meas-
ured r variables. Thus the vector was obtained Xi = (xi1,Xi2,...,xir). And the
result of this observation is a matrix X of type n x r:

x11 x12 x1r
X =1|x21 x22 x2r

xnl xn2 xnr

Where Xk denotes the k-th parameters for the i-th object. This matrix is called
the data matrix. Individual measurements, the vectors X; form rows of the
matrix. The columns of the data matrix X indicates a value of k-th parameter in
a set of objects, k = 1,2,...,r. If only the quantitative measures were observed
and so the vectors Xi are numeric vectors. Each of these vectors can therefore be
displayed in the r-dimensional Euclidean space as a point E,. We are now mov-
ing to investigation of a point sets and their decomposition in E.. The task is
split these observed groups into a disjunctive groups Sy, Sz, ..., Sm (m < n),
called clusters. (Everitt, 2011)
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3.1.3 Objects and their characteristics

We often faced the task, to sort objects into groups according a predetermined
criterion. Before we start with the clustering process, it is necessary to measure
objects, to specify all of their important properties, and characterized all simi-
larities and differences. Based on received data, we can proceed with the cluster-
ing analysis itself. (Everitt, 2011)

The object is described by using a finite number of characteristics - charac-
ters. However, there exist objects that are described by finite number of charac-
ters, but they cannot be clearly described. For such a cases, it is necessary to
carefully choose a finite number of characters that describe well the type of ob-
served object. The expert of this field, in which the object appears, most often
chooses these characters. (Rezankova, 2009)

Parameters of objects can be distinguish into three groups:
* Quantitative Characters
* Qualitative Characters
* Binary Characters

Quantitative Characters
If the value of character expresses a volume or quantity, such a data are belong-
ing to the finite group.

In order to eliminate dependence on each measurement, data have to be
standardized. For each column, k = 1, 2, .., r determine the average value of the
k-th character

and standard deviation of the k-th character.

n 1
1 2
Sk = [_Z(xik - fk)zl
n i=1

Then the values xix converted in the standardized values.
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Qualitative Characters
Qualitative characters are describing characteristics of statistical units by words
or definitions (eg, nationality, occupation, etc.). (Everitt, 2011)

Characters can be divided into two groups:
* Nominal — only agreement or disagreement can be measured
* Ordinal — we can set an order of variables

Binary Characters

Lets assume that character value xj is selected from two-element set, usually
denoted o0 and 1: x;; € {0,1}, where 0 means that an object does not have a de-
sired property, and the element 1 means that desired property is present.
(Everitt, 2011)

3.1.4 Distance Measures of (Dis)Similarity

Since clustering is gathering of similar objects together, some sort of measure
that can determine whether two objects are similar or dissimilar is required. We
recognised two main type of techniques used to estimate this relation: distance
measures and similarity measures. (Everitt, 2011)

Many clustering methods use distance measures to determine the similarity
or dissimilarity between any pair of objects. It is useful to denote the distance
between two instances xi and x; as: d(xi, xj). A valid distance measure should be
symmetric and obtains its minimum value (usually zero) in case of identical vec-
tors. (Everitt, 2011)

Measuring the distance of Quantitative Characters

When we measure (dis)similarity between objects with Quantitative charac-
ters, then talking about the distances. To use a hierarchical clustering proce-
dure, we need to express these distances mathematically. Moreover, if the Trian-
gle inequality d (x;, x;) < d (x;, %) +d (xj, %, ); x;, %), % € S is satisfied then the
distance is called metric. The most commonly used type when it comes to ana-
lyzing ratio or interval-scaled data is the Euclidean distance (or straight-line dis-
tance). (Everitt, 2011)

p
d(x;, %) = Z(xik — Xjx)?
=1

Measuring of distance of Qualitative characters
When we measure (dis)similarity between object with Qualitative charac-
ters, that we have to distinguish nominal or ordinal data sets. (Everitt, 2011)
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Characters are divided into:
¢ Nominal characters

¢ Ordinal characters
* Binary characters

Nominal characters
As it has been mentioned in the text above for nominal data we can only meas-
ure agreement or disagreement of observed values. For this purpose two main
approaches can be used:

I.  The Simple Matching Coefficient:

—m
d(xi, %) = pT

Where p is the total number of attributes and m is the number of matches.
However it is necessary to be aware that the coefficients measure the similarity
of objects. Since clustering algorithms usually work only with the dissimilarity,
this value must be firstly transformed into a form suitable for a dissimilarity
measuring.

II.  Creating a binary attribute for each state of each nominal attribute and
computing their dissimilarity as described above. (Everitt, 2011)

Ordinal characters

When the attributes are ordinal, the sequence of the values is meaningful. In
such cases, the attributes can be treated as numeric ones after mapping their
range onto [0,1]. Such mapping may be carried out as follows:

where z;, is the standardized value of attribute a, of object i. ri, is that value
before standardization, and M, is the upper limit of domain of attribute an (as-
suming the lower limit is 1). (Everitt, 2011)

Binary characters

In the case of binary attributes, the distance between objects may be calculated
based on a contingency table. A binary attribute is symmetric if both of its states
are equally valuable. In that case, using the simple matching coefficient can as-
sess dissimilarity between two objects:
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r+s

d(y) = s

Where ¢ is the number of attributes that equal 1 for both objects; ¢ is the
number of attributes that equal o for both objects; and s and r are the number of
attributes that are unequal for both objects. (Everitt, 2011)

A binary attribute is asymmetric, if its states are not equally important
(usually the positive outcome is considered more important). In this case, the
de-nominator ignores the unimportant negative matches (t). This is called the
Jaccard coefficient:

r+s
4 (%) = s

3.2 Clustering methods

In this section we describe the clustering algorithms. The reason for having mul-
tiple types of clustering methods is the fact that the notion of “cluster” is not
precisely defined. Consequently many clustering methods have been developed,
each of which uses a different induction principle.

Suggested categorizing of the methods into additional three main categories:
density-based methods, model-based clustering and grid-based methods. An
alternative categorization based on the induction principle of the various clus-
tering methods is presented in. (Everitt, 2011)

Two main methods of clustering can be distinguish:
* Non-Hierarchical — not relevant for the purpose of this Thesis
* Hierarchical — method suitable for the purpose of this Thesis

3.2.1 Hierarchical Methods

With a focus on a concept of this work other methods of Cluster Analysis are not
relevant. Therefore we will now look closer hierarchical methods used in the
practical part.

These methods construct the clusters by recursively partitioning the in-
stances in either a top-down or bottom-up fashion. (Rezankova, 2009)

There are two methods but for the purpose of this analysis author will used Ag-
glomerative hierarchical clustering method.
« Agglomerative hierarchical clustering — Each object initially represents a
cluster of its own. Then clusters are successively merged until the desired
cluster structure is obtained.
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« Divisive hierarchical clustering — All objects initially belong to one cluster.
Then the cluster is divided into sub-clusters, which are successively divided
into their own sub-clusters. This process continues until the desired cluster
structure is obtained.

Outcome form Cluster analysis — clusters — can be created in numerous ways.
Mathematic-statistical method named Hierarchical clustering is the most
straightforward type of analysis. Such an analysis is a statistical method used for
finding rather homogeneous clusters of cases based on measured characteris-
tics. It starts in each case as a separate cluster, i.e. there are as many clusters as
cases, and then combines the clusters sequentially, and reducing the number of
clusters at each step until one and only cluster is leftover. The clustering method
uses the dissimilarities or distances between objects when forming the clusters.
(Rezankova, 2009)

The first step of this method focuses on the calculation of the basic distanc-
es matrix between objects. For agglomerative clustering two objects whose dis-
tance is the smallest, connects to the first cluster, and calculate the new distance
matrix, in which the objects are dropped from the first cluster, and vice versa.
The whole procedure is repeated until all objects form one major cluster or until
the pre-specified number of clusters is reached. (Rezankova, 2009)

The inverse method of agglomerative clustering is the division method. It is
based on a set of objects in one a single cluster and by gradual separation it pro-
duces a system of clusters, which finishes with the large number of individual,
separated objects. (Rezankova, 2009)

The system of clusters is generally display in a form of hierarchical tree dia-
gram, called a Dendogram, can be produced to show the linkage points. The
clusters are linked at increasing levels of dissimilarity. The actual measure of
dissimilarity depends on the measure used.

The advantage of hierarchical methods is that we do not need information
about the optimal number of clusters in the clustering process. This number is
determined as an afterthought. (Rezankov4, 2009)

3.2.2 Illustration of findings

The result of the hierarchical methods is a Dendogram, representing the nested
grouping of objects and similarity levels at which groupings change. A clustering
of the data objects is obtained by cutting the Dendogram at the desired similari-
ty level. (Martinez, 2011)
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Graphical example:
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Fig.1: Example of Dendogram
Source: Martinez, 2010

3.2.3 Introduction of the BEST object

At the beginning in the chapter Methodology was explained that Cluster analysis
is a technique for classifying a higher volume of information into more desirable
and meaningful groups. It is a data reduction tool that creates subgroups, which
are more manageable than endless number of individual data. Such an analysis
creates new groupings without any pre-set notion of what clusters may arise.
Due to this fact, Cluster analysis provides no explanation as to why such a
clusters become to exist neither gives any interpretation, therefore further
mathematical/statistical methods must be apply in order to explain or further
examine developed clusters. For the purpose of this work, where an order of
object the most important outcome, the object (state) BEST is introduced. BEST
represent optimal attributes above all data sets. The object has been added into
the analysis in order to obtain the possibility of comparing desired attributes
with real attributes of other objects. In another words, BEST setting up a per-
fect, optimal, ideal or desirable example of a country for capital investment,
therefore comparative analysis with results of other states can be elaborate.
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4 Literature Review

The introductory chapter (Literature Review) is devoted to topics that are con-
sidered to be the basis for further understanding of the Practical Part. Literature
review will start with defining terms such as Business Legal Forms, Corporate
Profit, Dividends, where the type and basic operations with dividends will be
presented. Further in this work, topics closely related to areas, which are typical
for dividends, such as dividend taxation, dividend policies and tax planning will
be discussed.

The fundamental purpose of well working business entity is a profit genera-
tion. Generation of profit is a key motivation for entrepreneur to run the busi-
ness, produce goods and services, and sell them to customers. Amount of profit
that company is able to generate represents key indicator for investors spend-
ing. Owning the business (machinery and other equipment) is not sufficient in
order to create a business value. The psychical knowhow and physical interac-
tion on the market (selling and buying), is essential for demonstration of real
business activities. At the end of this process, earnings express the measure of a
business performance after all expenses and other deductions are made.

Dividends, as a part of the profit distribution tool, are burdened by the eco-
nomic double taxation. However Tax Theory introduce several ways how can be
solved this problem. In a recent public discussion, it was found that the Europe-
an Union taxpayers are frequently caught into a trap of dividend double taxa-
tion. Such a situation is considered to be an obstacle for the positive develop-
ment and increasing integration of the European Common Market.

Current situation on the European market is quite difficult from the perspective
of two sides — international companies vs. national governments.

One side represents cross-border business companies (MNEs - Multina-
tional enterprises), which are trying to reach their goal of profit maximization,
through usage of an aggressive taxation planning tool in order optimize their tax
burden. On the other side stay national governments, which are trying to max-
imize their tax revenues from this corporate sector.

From the macroeconomic point of view, in the past steps towards harmoni-
zation of transaction on the European market were greatly supported. Over time
this harmonization process, which was supervising and suggesting common
rules of the market, lead to tax competition and fight of a national government
to get sufficient amount of financial resources from tax collection in order to
cover their government expenditures.

This negative phenomenon, the tax competition, developed very sophisti-
cated model of the tax planning system, which became soon very popular. This
system, created across various jurisdictions, is helping to international compa-
nies effectively shift taxable profits into the states with beneficial tax regimes or
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other business benefits. The problem of significant capital outflow was one of
the reasons of the financial crisis started in the year 2008.

Above mentioned two “fighting” groups are coordinated by international
organization (OECD, UN, European Commission, European Court of Justice,
etc.) that are supervising and proposing solution of action taken on each side.

4.1 Corporate Profit

4.1.1  What is Corporate Profit?

Corporate profit is the net income earned by a business during a specific time of
the economic year. Calculating and presenting this type of measure is essential
not only for individual businesses, but also for economists who focusing on the
economic growth of a nation’s economy. Looking closely at the amount of profit
generated by a given company is fundamental for investors, since the increase of
profits from one economic cycle to another is one indicator that the business is
likely to see while they completing a decision making process of their invest-
ment. (Clayman, 2011)

Signs of a profit growth can be presented by increased of company’s spend-
ing, growth of retained earnings or increased dividends payments. Investor can
use corporate profit in a comparative analysis. When firm’s profits are increas-
ing and the overall corporate profit is decreasing, situation can be considered as
a favourable. However, if profit of individual company is decreasing while cor-
porate profits are increasing, possibility unfavourable behaviour is more likely
to exist. (Clayman, 2011)

4.1.2 Measures and Calculation of Corporate Profit

Profit Measures

In the professional journalistic articles we can often come across with the eco-
nomic term and indicator EBITDA. The abbreviation stands for "Earnings Be-
fore Interest, Taxes, Depreciation and Amortization". EBITDA is an indicator
that shows the operating performance of the company.

Gross profit can be also represent by EBIT (earnings before interest and
taxes), EAT (earnings after tax, Net profit), EBDIT (earnings before deprecia-
tion, interest and taxes) and EBT (earnings before taxes).

From the accounting point of view the term profit can be explain as differ-
ence between the costs and benefits of the company and represents the compa-
ny’s profit or loss for previous period. Profit is the most important indicator of
the cost of profitability, production profitability, return on equity, the firm's
profitability. (Clayman, 2011)
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Calculation of profit
Profit is simply calculated as the difference between total revenue and total cost:

TP=TR - TC

Total revenue (TR) is calculated as sum of cost (price) of production and its vol-
ume, which depends on the amount of work:

TR = Px * Y (L)

Earnings are financial resources the company has gains from its economic activ-
ity over specific period of time, in both forms paid as well as unpaid. The main
source of revenue is traditionally represented by the sale of products, services,
rental of buildings, land, etc. Financial resources or any kind of expenses used
in the revenue-generating process constitute costs for the company. Forms of
costs can be operating expenses, depreciation, other operating expenses, finan-
cial expenses and unexpected costs. The total cost is obtained from the formula:

TC=PL*L+PK

PL stands for price of labour, PK is referred to cost of capital, L is the amount of
labour force and K the amount of capital. The total profit is therefore equal to:

TP = Px * Y(L) — (PL * L + Pk * K)

Costs, Pk and K are constants. Therefore they are called fixed costs — costs
independent on the change of production volume (change of output). Costs Pl
and L are variables. Pl and L depend on volume of production, and so they are
called variable costs. 1 order to see the profit results hold for at least two ac-
counting periods must be compared in balance sheet and profit and loss state-
ments. (Clayman, 2011)

4.1.3 The Profit Distribution

Whenever company is generating positive figures, is profitable. This corporate
income is subjected from further distribution. Excess revenue received by cor-
porations over their production costs, is typically distributed in three ways:

* Corporate income tax (40-50% of total corporate profit)
* Corporate profits retained — reinvestment (30-35% of total corporate prof-
it)
* Pay out dividends to shareholders (around 30% of total profit)
(Clayman, 2011)



20 Literature Review

4.2 Dividends

According to the OECD, Financial Terms dividends are explained as a “..form of
property income received by owners of as to which they become entitled as a
result of placing funds at the disposal of corporations. Raising equity capital
through the issue of shares is an alternative way of raising funds to borrow-
ing.” (OECD, 2003)

Other explanation theory says that dividends represent a form of company’s
profit distributions to the shareholders, which is a taxable income for them.
Companies base dividend distributions on accumulated profits (such as retained
earnings) or on some different equity such as share premium. The board of di-
rectors, which is the highest intra-company organ constituted by all sharehold-
ers, meets regularly at least once per year and decides about the redistribution
of a company’s earning. The specific date of the meeting is stipulated by law,
however the latest date is six months after the last taxable period. After they au-
thorise extraordinary year-end closing, they also introduce the amount of a
profit, which will be divided among investors. They can be hand out in cash, in a
form of stock or property. Unfortunately dividends payments depends on many
factors and there is no specific guarantee that boar of directors decide to pay out
profit shares. The business has to generate desired level of retain earnings
(earning that company retains for use in the business) and dispose of adequate
amount of cash. (OECD, 2003)

The most “unrelated” investors (not participating on the day-to-day busi-
ness operations) will most likely prefer to receive cash dividends, than other
forms. However, for example stock dividends can be quite profitable in the long
run. This would be around the time investors finally get around to selling the
shares they receive as stock dividends. (OECD, 2003)

Dividends are not an expense for the business. They are a balance sheet
transaction only, used for reduction of both cash (in case of cash dividends) and
retained earnings. (OECD, 2003)

Dividends can be express in two ways. Firstly, they can be introduce as a
percentage of the part or stated value of the shares, the secondly as a currency
unit (Euro) amount per share. The financial media generally present cash divi-
dends as a Euro amount per share. For example, in the year 2011 Hershey Food
Crop’s (USA) was $1.95, Marks and Spencer plc. (UK) was £22.5 and BASF’s
(GER) dividend rate 1.95 euro per share. Thus shareholders of record receive
payment in the form of cash or electronic transfer based on how many shares of
stock they own. (iShares, 2013)

For example in the company ABC plc., investor owns 2,000 shares of com-
mon stock. ABC has accomplished both necessary conditions a surplus of cash
and positive retained earnings, and so the board of directors decides to hand out
a cash dividend of $10 per share. The dividend payment, which this investor
receives, will be $20,000 (2,000 shares x $10). (iShares, 2013)
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4.2.1 Common Types of Dividends

Cash dividends
Property dividends
Liquidity dividends
Stock dividends

Dividends in general, except for share dividends, reduce the total level of equity
in the corporation. When company decides to declare a share dividend, it will
not pay out assets or incur a liability. It will just issue additional shares to every
shareholder.

The natural assumption of investor who receives a dividend is that the cor-
poration has been profitable. And therefore as a result they are receiving a share
its profit. However company can also decide to disclose a liquidity dividend — a
dividend not based on retained earnings — to the investors so that they will not
misunderstand its source. (Weygandt, 2011)

Cash Dividends

Cash dividends type predominating in the corporate world. They represent a
proportional distribution of cash to shareholders. Upon the resolution of the
board of directors, the cash dividends are declares. However before corporation
pays out dividends, it first needs to consolidate all shareholders and prepare
complete list shareholders. This action very often creates a time lag between
declaration and the real payment. (Weygandt, 2011)

Cash dividends requires fulfilling conditions:
* Retained Earnings

The law of a country where the corporation is situated stipulates the legality
of a cash dividend. In all jurisdictions payment of cash dividend, from re-
tained earnings, is legal. However distribution of dividends from only the
balance in Share Capital — Ordinary (legal capital) is generally prohibited.
A dividend that represent of share capital or share premium is called liqui-
dating dividend, such a dividend reduces or liquidates the amount, which
supposed to be paid to shareholder. (Weygandt, 2011)

* Adequate Cash

The legality of a dividend and the ability of a company to pay a dividend are
two separate conditions, independent on each other. The task for board of
director is to investigate carefully demands for corporate dividends, current
as well as the future one, before they decide about issuing cash dividends.
The key role-plays the amount of company cash resources.

There are cases where current liabilities can make cash dividends in ade-
quate. And in other situation, a large plant expansion plan may warrant on-
ly a relatively low dividend amount.
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Such an example can be introduce a NIKE (USA) case, where in the year
2011 retained earning balance was approximately $5 billion. Nike could le-
gally declare a dividend of this amount, however their cash balance was on-
ly over $2 billons. (Weygandt, 2011)

* Declaration of Dividends

A corporation does not pay dividends until the board of directors decided to
do so. That company has decided to declare the dividend. The highest intra-
company organ has also undoubted power to determine the amount of in-
come used to be distributed in a form of a cash dividend and the portion of
profit which will be re-invested back to the company as a retain investment.
A declared cash dividends are liabilities. And because payment is required
almost immediately, they become current liabilities. (Weygandt, 2011)

Few important notes, firstly, dividends do not accrue like interest on a note pay-
able and they are not liabilities until they are declared.

Secondly, the correct timing and adequate amount of a dividend are key is-
sues for the company. The liquidity problems can occurs when the dividend
payments are too large for the company. Nevertheless if payments are too low or
nothing this may cause negative tension and dissatisfaction among sharehold-
ers. Generally shareholders provide their money to a company and so they ex-
pect to receive a reasonable cash payment back on a periodic basis. In practice
most of the companies declare and pay-out cash dividends quarterly. (Wey-
gandt, 2011)

Property Dividends

Dividends payable in assets of the corporation rather than cash are called prop-
erty dividends. Property dividends can b e in form of any kind of asset: invento-
ry, merchandise, real estate, equipment, vehicle, or whatever form board of di-
rectors designates. When a company declare property dividend, it has to restate
the value of the distributed assets at fair value, reorganizing gains or losses as
the difference between property’s fair value and the value at the date of declara-
tion. The company should record this type of dividend as a debit to retained
earnings and a credit to a property dividends payable. The amount than would
be equal to the fair value of the distributed property. (Weygandt, 2011)

Liquidating Dividends

A corporate's liquidity (also called liquidating distribution) and its dividend pol-
icy is closely related. The advantage arise when investors understands how li-
quidity and dividend policy interact within an organization.

Liquidity dividends represent more a return of capital than a distribution of
retained earnings. “The term implies that such dividends are a return of the
shareholder’s investment rather than of profits. In other words, any dividend
not based on earnings reduces amounts paid-in shareholders and to that ex-
tent, it is a liquidating dividend.” (Kieso, 2011)
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Liquidation dividends can be also when a regular resources pays a dividend
based on income before depletion. The amount of a dividend equals to the
amount of depletion is called the liquidating dividend. In other words, it is a
type of payment made by corporation in its partial or complete liquidation.
Most of the time this type of payment to investors is made from the company’s
capital base and as a return of capital, and normally is not taxable for investors.
This is the main difference between liquidating dividends and other types of
dividends issued from the company’s retained earnings or operating profit. One
or more instalments can be done in case of paying out the liquidating dividends.
(Kieso, 2011)

Coin has always two sides, despite the fact that liquidation dividends do not
have be taxed any more, investors quite often find out that they are not even
covering their initial investment payments. (Nikolai, 2010)

Stock Dividends

Another form of dividend is stock dividends. Corporation declares a stock divi-
dend, the proportional distribution of additional shares of profit in a form of
company’s stock or “bonus” share, which typically involves a transfer for corpo-
rate law purposes of retained earnings into stated capital. (Ault, Arnold, 2004)

Stock dividends are proportionally distributed in a form of additional
shares of company’s stock to the owner of a common stock, rather than as cash.
At the time when a company's availability of liquid cash is short or there is a de-
sire to lower the price of the stock on a per-share basic in order to enquire more
trading and increase liquidity, companies may decide to dispense stock to
shareholders of record. Dividend stocks distributions are generally known in the
form of dividend payment per existing share. (Ault, Arnold, 2004)

When dividends paid are paid in a form of cash, such a dividends are sub-
jected from taxes. Although when a company declares a stock dividend, rather
than cash, then they have no tax consequences until the shares are sold to other
entity. This type of dividend is expressed as a percentage rather than a dollar
amount.

As an example, a company declare a stock dividend of 5 per cent, and the
shareholder owns 1,500 shares, that investor receives an extra 75 shares of stock
(1,500 x .05). (Ault, Arnold, 2004)

Again, same issue, as with other dividend types, dividend stocks become
payable only when valid resolution come form the board of directors. Usually
they are declared at regular quarterly intervals. As it has been mentioned in the
text above, dividends cannot be paid out unless the corporation has presents
positive figures (profit or surplus). Even though many companies declare stock
dividends quarterly there are some companies, which do not have dividends
stocks on their portfolio at all. (Ault, Arnold, 2004)
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4.2.2 Theory of Dividend Policy

Dividend policy is well-known term form the business-finance theory. It repre-
sents a tool of profit distribution, means for rewarding corporate investors for
an acceptance of a risk of providing their financial resources to the company.

Dividend policy is also one of the basic financial decisions and can be define
as a principle or rule for distribution of income excess of the company that de-
clare dividends. (Clayman, 2011)

Other source describes dividend policy as a compromise between undis-
tributed profit on the one side and cash pay out and issue new shares on the
other side. Issuing of the company shares is becoming a financial source for de-
claring dividends. (Clayman, 2011)

Decision of the amount of pay out dividends is frequently connected with other
financial and investment decisions. Some companies pay low dividends because
the rather keep financial resource for further business expansion. Whenever
company exhausted all possibilities of expansion, the increase of pay out divi-
dends is announced and the price per share decreases. Dividend growth will also
affect investors, which might be disappointed from lost opportunities of corpo-
rate growth. Other companies can finance their capital expenditures by other
liabilities (eg. bank loans) therefore have enough free financial resources to pay
out dividends. (Clayman, 2011)

If the company decide to sell all assets and divide them among investors in
a form of dividend, there would be nothing to pay with the debt. Therefore divi-
dends are always paid from the profit excess. (Clayman, 2011)

General pay out dividend formula

The percentage of earnings paid to shareholders in dividends.

Yearly dividend per Share

Earning per Share

or equivalently

Dividends

Net Income

Modigliani-Miller Theorem

Mr. Modigliani and Mr. Miller stated that the portion of retained earnings be-
tween new investment and dividends do not influence the value of the firm. The
key measure is the investment pattern and consequently the earnings of the
firm, which represents the share price, or the market value of the company.
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Therefore, during the process of passing any kind of financial decision,
board of directors always have to consider the basic aim of the company to max-
imize the market value of the company. The structure of this decision making
can be draw in following structure:

RN

Company's Market value
Maximization

Investment Decission . . .. Dividend Decissions
Financial Decission

-investment into new -no accessible investment

-selection of financial mix

project opportunities
N S
How much distributed? .
In which form?
-cash surplus
N S N S
Fig.2: Structure of Dividend Decision-making, Capital Maximization

Source: Clayman, 2011

4.2.3 Factors Influencing Dividend Policies
Corporations are influenced by large scale of factors while they deciding about
the dividend policy to select. Generally factors can be influence either the
amount of paid dividends or the type of a dividend. The factors can be summa-
rized in to following (Rizi¢kova, 2012):

» Legal Factors

» Financial Factors

» Business Internal decisions

» External Factors
Legal Factors

Through the legal (legislative) factor state setting up conditions that company
must follow while practising a certain type of dividend policy.
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There is no such a business or commercial law, across European member
states, which would restrict that dividend declaration, is composure for compa-
ny. Whether dividends will or not will be payout based on decision of the board
of the company. However there are exact rules under which dividends are dis-
tributed (paid). (Rtzickova, 2012)

* Net Profit Rule
* Insolvency rule
* Capital Impairment

Financial Factors

Financial factors representing financial ceilings. This pre-specified level of fi-
nancial resources is setting up a portion of dividends that will be paid to inves-
tors. The boundaries are set up accordingly, on the assets side represent a por-
tion of available financial resources (cash and cash on bank account) and on the
liabilities side are described by capital impairment. (Razickova, 2012)

However as it has been mentioned several times, the basic rule for the company
is to keep certain level of financial resources in order to maintain liquidity (usu-
ally using the tool of financial liquidity ratios), therefore the financial resources
cannot be used for dividend payments in full. (Rizickova, 2012)

Factor of Internal Business Decisions

Under this factor can be include decision-making process of board of directors,
managers plans and investors expectations. The most important role is playing
preferences and behaviour of consumers, crucial determinant of the complex
market development. (Ruzickova, 2012)

Very important is to be aware of the investors’ preferences. In companies
where shareholders expectations are very high, dividend payments are usually
lower, while companies with lower preferences of investors spend more on divi-
dend payments. (Rtzickova, 2012)

The dividend dilemma always occurs. Firstly, shareholders and Board of
Directors can decide for high dividend payments, however this would cause de-
crease of immediate financial resources, which can be missing for companies’
expansion. Soon or later, company would have to find a source for missing fund
and so it will have to issue more shares, current shareholders loss their power,
due to the decrease of their lower share portion. (Rizi¢kova, 2012)

Secondly, decision about low dividend payments leads to a sufficient
amount of financial resources for a business and no need of issuing new shares.
Investors will keep current shares and voting rights. (Rzi¢kova, 2012)

External Factors

The macroeconomic indicators can be included between external factors that
influencing the dividend policies. Especially inflation, increase or decrease of
GDP, unemployment, etc. All these factors influencing trades and general at-
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mosphere on the market, willingness of consumer to spend and so firm to ex-
pand, generate higher incomes, thus distribute dividends to investors. Moreover
management of the company cannot affect anyhow those circumstances. (Ri-
Zi¢kova, 2012)

Inflation caused the increase in the general price level of goods and services
without an increase of actual money supply. For this reason companies hold
their incomes in order to prevent the negative impacts of inflation effect. (Ri-
Zi¢kova, 2012)

How Inflation can influence dividend policy depends also on the type of a divi-
dend policy.

Under the stabile dividend policy and moderate inflation, dividends are
growing in the same manner (speed) as inflation. Because the amount of income
is changing according to the inflation development but dividend per share re-
mains stabile. (Ruzickova, 2012)

On the other side, when firm practising passive (residual) dividend policy,
the effect of inflation is irrelevant, in reality it only matters whether the inflation
is connected with stagnation or boom of the national economy. In case of reces-
sion or stagnation, business society has not many investment opportunities.
Therefore more dividend payment will be distributed among shareholders. Op-
posite reaction will company have during recovery or boom times. Company will
hold financial gains because new investment opportunities will arise and lower
dividend payments would be paid. (Rtzi¢kova, 2012)

Dividend Policy of Sustainability Dividend Growth Path, the speed of
growth dividend per share will be the same as the speed of growth of a price lev-
el, dividend level remains unchanged. (Ruzickova, 2012)

4.3 Dividend Schools

The origins of the dividend theory as a part of a business finance area are going
back to the beginning of 50’s. And the approach to a solution of a basic question,
how the dividend policy influences value of a company, finally profiles following
dividend schools. (George Frankfurter, Bob G. Wood, James Wansley, 2003)

4.3.1 Pro-Dividend School

At the beginning of 50’s it was generally accepted (by financial manager as well
as by shareholders) that investors prefer higher dividend payments above the
increase of company market value and strengthening of its position on the mar-
ket. Thus as an origin of a Pro-Dividend School is widely accepted a theory
called “Bird in the Hand”. Theory is describing price of stock as very variable
and so dividends represent more reliable source of income than capital income.
Therefore certainty of higher income effect from dividend than form capital in-
come leads to increase of pro-dividend policy. (George Frankfurter, Bob G.
Wood, James Wansley, 2003)
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Formers of this theory, Benjamin Graham and David Dodd, in their piece
from 1951 came up with the term “generous dividend”. They advocate, that div-
idend payments to shareholders represent better investment rather than busi-
nesses using all of their financial gains for reinvestment. They also together
criticized the recommendation that certain type of stocks is a good to buy with
no focus on the price development. The disagreement came from the fact that
the prospect of sustained stock price growth, without a good analysis of the
business's actual financial condition. This theory remains relevant even now a
day. (George Frankfurter, Bob G. Wood, James Wansley, 2003)

Another important representative of Pro-Dividend School theory is M.J.
Gordon. In 1959, he introduced a well-worked concept of an analytical model,
which evaluates a risk of stocks connected with dividend policies. In conclusion
to this model, higher dividend payments decreasing risk connected with stock
investment, therefore in the model dividends can be discounted by the lower
expected income ratio than future capital (equity level) would be. There is a
price benefit add to every shares with higher dividend profit. (George Frankfur-
ter, Bob G. Wood, James Wansley, 2003)

In the Gordon model, dividends are considered as fundamental, explicit
variable used for stock evaluation. If the price of dividend is growing the price of
shares is also growing, according to this model. (George Frankfurter, Bob G.
Wood, James Wansley, 2003)

Gordon’s theory explains finding through the fact that investor does not
have to be indifferent on the current (dividend) income and future capital gains.
Gordon together with Lintner argues that higher pay out ratio (of dividends) is
generating higher market value of stock price pre income. Result, investors are
averse towards a risk and they are not indifferent on current dividend income
and future capital profit. (George Frankfurter, Bob G. Wood, James Wansley,
2003)

4.3.2 Anti-Dividend School

An article of Miller and Modigliani from 1961 was based on perfect model situa-
tion on the market, where is non-existence of taxes, transaction and cost all ac-
cessible and relevant information about companies’ dividend policies are equal-
ly distributed among all investors,. Later on during 1970 taxes and other costs
were added. During this period Farrar and Selwyn (or Brennan) announced the
recommendation of no-dividend policies within companies and no dividend
payments because they are taxed by higher tax rate than capital incomes.
(George Frankfurter, Bob G. Wood, James Wansley, 2003)

The main argument of representatives was higher tax rate of dividend in
comparison to capital income taxation. Representatives of this school believed
that dividend payments has negative impact on a stock price because if the an
investor wants to keep the stock, without a high dividend payments, he would
have to generate higher gross income in order to ensure the same net income
which he would reach by holding stock, that is not used for dividend payments.
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In reality according to economists investors showing aversion to dividends.
(George Frankfurter, Bob G. Wood, James Wansley, 2003)

4.3.3 Irrelevance Dividend School

School of dividend irrelevance working with the expectation that shareholder or
potential investor is irrelevant towards type of dividend policy because he is in-
dependent on the income dividend would generate. In other words inves-
tor/shareholder does not care if company pay out dividends or if is keeping
profit for reinvesting. If company will hold the income for reinvestment, market
value of a firm and stock price will increase. Stock price will reach such a level
that in case of sale. Investor obtains income equivalent to unpaid dividends.
(George Frankfurter, Bob G. Wood, James Wansley, 2003)

The most significant representatives of Irrelevance School are M. H. Miller
and F. Modigliani. The most famous argument these two gentlemen came with
is that market value of a stock is a function (ceteris paribus) of income generat-
ed by company regardless to a future usage of this income. In other words, it is
irrelevant/independent whether income will be distributed to shareholders in a
form of dividends or used for internal business purposes (company’s expan-
sion). As it has been said Miller & Modigliani theorem is based on the existence
of perfect capital market that can be characterized by equal distribution of in-
formation on the market and no transaction costs, which is impossible to ensure
in reality. This model is completely abstracted from any market imperfections.
They are expecting absolute certainty in decision-making process of economic
subjects and their rational behaviour especially on the financial markets. Such a
non-risky environment is causing that profit from all investment is equal to risk
free interest rate. (George Frankfurter, Bob G. Wood, James Wansley, 2003)

Described situation on the market allows observing pure preferences of
shareholders independently on other factors. Due to the fact that current share-
holders or potential investors behave rationally and due to complete infor-
mation they can choose other investment place, the result is real evaluation of
stocks (real market share) directly connected with current business results.
Therefore there is no reason for any dividend policy (dividend policies are “ir-
relevant”), because in reality they do not influence market value of a company.
(George Frankfurter, Bob G. Wood, James Wansley, 2003)

4.4 International Taxation

Nowadays, we can clearly see action towards developing of global taxation sys-
tem form national and international taxation legislation, act, directives and reg-
ulations. This action comes from the market globalization, international eco-
nomic and taxation cooperation among countries. First integration processes
took place in USA and Canada, followed by EEC, later EU and in wider range
OECD. (Lachova, 2007)
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Reasons for development of an international taxation system
* Higher integration of national markets

Higher number of tax frauds

Strong tax competition between states

Desire of a states control capital outflow

Arising problem with allocation of capital gains thanks to existence of mul-
tinational corporation

(Lachova, 2007)

4.4.1 Tax Competition

One of the biggest issues on the field of international taxation and global market
economy is tax competition. Tax competition is an aspiration of states to fight
for a mobile tax base by increasing attractiveness of a national tax system. States
are trying to attract companies by benefits of the local tax systems, lower tax
rates, or by any other form of tax-friendly environment. (Lachova, 2007)

Globalization in opening wider range of opportunities for legal entities to
allocate their taxable base to a countries with a lower tax rates or hey could even
try to avoid taxation completely by moving to tax heavens. Demand for this type
of tax optimization and for lowering of a tax burden developing dangerous tax
competition among sates. Very strong argument supporting tax competition is
the undesirable development of government budgets in spite of increasing trend
of tax revenues to GDP ratio. (Lachova, 2007)

Critics consider tax competition as a harmful phenomenon. It is proving the
fact that public financial system is failing. We can come across many situations
where tax payer taking advantage of paying low taxes in one state but using pub-
lic services in other state, with high tax burden. The principle of the ability to
pay, used commonly for tax collection, stipulate that taxpayer must pay taxes in
the country where public services are consumed. (Siroky, 2008)

Impacts of negative tax competition
* Inadequate structure of government expenditures
* Investment spurs instead of investment into a public services
* Deformation of capital investments streams
* Major states can irreversibly deform world prices
(Siroky, 2008)

From paragraphs above reader can notice that there is a complicated dispute in
between tax harmonization and tax competition. Where on one side stands tax
payers with they desire of a lowest taxation possible and on the other, regulato-
ry, side governments with a primary focus on a high tax collections. (Siroky,
2008)
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Forms of
nternational ta
cooperation

Fig.3: Forms of International Tax Competition
Source: Siroky, 2010

4.4.2 Tax Coordination

Tax coordination is a first step towards tax harmonization. It is characteristic by
composition of new bilateral and multilateral schemas in order to avoid arbi-
trary deals. In this process agreements are closed with goal of elimination of a
money laundering and other illegal activities associated with tax competition.
The main objective is to set up a minimal standard for a transparency and in-
formation exchange on this field of international taxation. (Siroky, 2010)

OECD Tax Coordination
OECD coordinates fields such as:
* Elimination of negative tax competition
* Formation of OECD tax classification (simplification of comparison differ-
ent tax burden among member states)
* Recommendation of application tax identification number (faster and more
transparent information transfer)
* Convention of a mutual tax-administrative support (Lachova, 2007)

EU Tax Coordination

In Lisboan Treaty form December 15t 2007 is obvious that tax harmonization
plays secondary role and it is not that intensive as the monetary policy of EU.
The adoption of a new proposals still have to be approve by 28 states which
slowing down the whole process.
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* However Lisboan Treaty defines wider frame of taxation field:
* Abolition of the “Pillar” system
* New institutional terminology — European Union, etc.

Act and directives coordinating taxation systems coming form suggestions and
proposals, and prompts of national institutions and organizations like IOTA
(Intra-European organization of Tax and Administration) focusing on exchange
of international tax information and trying to increase efficiency of a tax collec-
tion. Institution dealing with customs duties is TAXUD (Directorate General:
Taxation and Custome Union). Another organization is Confédération Fiscale
Européene - CFE - that gathers tax advisors and auditors unions. (Lachova,
2007)

4.4.3 Tax Harmonization

The scientific research has proved that the level of business interactions across
foreign countries depends on degree of integration of their legislation that is
supervising trading. The critical part of legislation influencing trades is desyn-
chronized tax systems. In order to resolved such a problem there is a high need
of political will to integrate and harmonized the European tax systems among
the member states. (Nerudova, 2008)

Harmonization of a tax systems is a convergence process where individual taxes
and tax systems customized or modified in a manner of common rules. Tax
harmonization is essential when speaking about unification of an infernal single
market. (Nerudova, 2008)

Nerudova (2008) said, “Tax harmonization represents the process of tax system
convergence based on common set of rules.”

The long-term target of European Union is to create a single market. Dif-
ferent type of taxes with different rates creates barrier and resulting in poor
business trading and economic relations.

Facts leading towards tax harmonization
* Globalization process
* Multinational companies
* State capital outflow
(Lachova, 2007)

By harmonization of tax systems is meant:

* Reconciliation of a national tax systems or taxes itself
* Selection of a type harmonized tax

* Harmonization of a tax base

* Harmonization of a tax rate
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* Adjustment of a new member on the taxation system of entering territory
(Lachova, 2007)

Positive Harmonization

Convergence of national tax system within EU area via EU directives, acts, etc.
It means tangible benefit provided by the Union to citizens in their daily lives.
Main goal of the areal harmonization is to set up the same rules among states.
Unfortunately this process is very tricky because new system has to be accepted
by 100% votes. (Lachova, 2007)

Negative Harmonization

Thanks to the operations of the Court of Justice of the European Union (CJEU)
it is impossible to harmonize EU tax systems completely. There are many na-
tional tax provisions based on CJEU’s jurisdiction. Judgements are only appli-
cable in a specific state and can be used as precedence for a community law.

As an example Case no. C 234/01 Gerritse:

CJEU direct Germany to enable non-residents to assert their costs in case
of application withholding tax while they proceeding with income taxation.
Germany plays the role of a dominant market of EU with a high percentage of
foreign capital investment, therefore it was strongly recommended to equalized
condition for residents and non-residents.

Further division of tax harmonization development is can be split to:
* Direct harmonization process
* Indirect harmonization process

The direct harmonization process based on adopting directives and regu-
lation, which straightforward affect taxes, and reinforces applying common
rules. The regulation via different areas of law, for example corporate law,
commercial law, etc., it is called indirect harmonization.

As quotes Nerudova (2008),the goal of European union on the field of tax har-
monization is not setting up a fixedly unified tax system but to eliminate or re-
move obstacles and encourage the healthy and effective business environment
on the EU market.

Kubatova (2006), mentioned, one of the very important factors, increasing
efficiency on the market, is natural competition, through the effective allocation
of recourses. One can argue that this is not the case of taxes.

The negative tax competition is an unwanted, harmful phenomenon creat-
ing unequal business conditions and therefore may be a cause of asymmetric
shocks in the economy. (Kubatova, 2006)
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By setting up new taxations rules, in favour of companies operating on the
market — for example decreasing the tax base, or tax rates, for the purpose of
obtaining better competitiveness of the state causes undesired lost. It explicitly
decreases the budget revenues and implicitly slows down the economic growth
of neighbour states. (Kubatova, 2006)

Many studies focusing on how tax rates influencing inflow or outflow of
capital interments have been done in the past. The European commission pre-
sented one in the year 2001, where they proof high sensitivity of investors on tax
rate fluctuation. Capital outflow occurs when tax rates were high, when tax rates
decrease significant portion of capital inflow was noted. (Kubatova, 2006)

It can be concluded tax harmonization is desired in order to strength the
European internal market and encourage the business interactions. Without tax
harmonization, the negative tax competition is vey likely to occur. Tax competi-
tion is not the type of competition that is influencing the economy in a positive
manner. Moreover it can be very harmful and effect significantly corporate in-
vestments. (Kubatova, 2006)

4.4.4 Models of European Corporate Tax Harmonization

Previously in the text, author mentioned that cross border investment is highly
sensitive to any differences in the tax rates. The sensitivity is obvious especially,
at the corporate level with high volume of investment placemen, in to a foreign
market. Base on the European Commission recommendation, investment deci-
sion-making process should be independent on the corporate income tax rate.
Therefore Commission prepare several proposals for the harmonization of the
corporate income tax.

Four proposals:

» Home State Taxation — corporations can choose if they want
their profit to be taxed at one place (in the state where the head-
quarters is registered) or in each state separately

» Common Consolidated Corporate Consolidated Tax Base
(CCCCTB) — common rules for setting up a corporate tax base

» Compulsory Harmonized Corporate Tax Base - system of
uniform tax base for all companies across European Union

» European Union Company Tax — same system as the CCCCTB
but only applicable for big multinational companies

From models above mentioned European Commission (EC) set up a targets
with different priorities when they have to be fulfilled. This means that EC is
trying to accomplish multiple goals at the same time. (Nerudovéa, 2008)
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Very first harmonization model was Home State Taxation (HST, 2001).
HST supposed to be designed and preferably used by small and medium size
companies. In the year 2007 this project could have been started and least as a
medium-term goal for five year, unfortunately difficulties in negotiating be-
tween EC and EU states occurs and non of the state has decided to participate
on this project. (Nerudova, 2008)

From other sub-targets EC derive a long-term strategy and introduce the
Common Consolidated Corporate Tax Base for companies across EU. EC ex-
pecting CCCCTB will brings benefits like eliminating of transfer prising, de-
crease of compliance costs of taxation, remove difficulties of acquisitions and
merges, and tax fair competition among the states. (Nerudova, 2008)

4.4.5 Common Consolidated Corporate Tax base

Nerudonva (2008) stated, the expected outcome of this model is defining clear
rules for construction of the common consolidated corporate tax base followed
preferentially by big multinational corporations but also by SME across Europe.
No-a-days SME is the most powerful sector of a European market determines
economical growth rate of a country.

Thanks to implementing of this model numerous obstacles should be re-
moved and further market integration enhanced. Common consolidated corpo-
rate tax base, except previously discussed, should synchronized tax systems (one
common rule, not 27 different), therefore decrease administrative costs for tax
authorities as well as for companies. Last but not least it should also work as an
insurance mechanism and provide a cross-border compensation of loss. (Neru-
dova, 2008)

Despite of numerous benefits CCCTB is going to introduce, it is necessary
to present disadvantages as well. Crucial part appearing it comes to the econom-
ic activity of the business. This business activity must be happening within Eu-
ropean frame otherwise company cannot apply/participate on the program of
CCCTB. Another issue arising may be limiting and caused the collision, is the
parallel existence of two tax systems, CCCTB and national taxation. Company
can actually choose which of this system will apply. The negative impact will
bring the tax arbitrations, tax evasion and all kinds of other speculations. Solu-
tion may be not easy access or exit from each system. (Nerudova, 2008)

Even thought the negatives appearing, EC is still positive and see CCCTB as
a step forward towards an increase of competitiveness of the European Union
on the global market. (Nerudova, 2008)

Conditions for consolidation
Eligibility to consolidation by a group (within a corporation) based upon a:

* Consolidation three-part test
* Group structure eligible to consolidate
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Consolidation three-part test

I.  Ownership (9 months, 75% shares)
II.  Control (50% voting rights)
III.  Rights to profit (75% of profit)

Ownership
The thresholds outlined have to meet at least for nine months. If not, taxpayer
would not be consider as a part of the group. Moreover thresholds need to be
participating during the whole economic year. If the company decides to leave
the group during this course of the tax year it cannot apply for the CCCTB.

The level of ownership would be set as a threshold of 75 per cent of the cap-
ital company. (Europa.eu, 2011)

Control
For the purpose of consolidation CCTB, parent company needs to be consider-
ing as a qualifying subsidiary, which means it has to exercise more than 50 per
cent of the voting rights in the subsidiary. As soon as this is reached it counts for
100 per cent of the voting rights. If the holding is less than 50 per cent, parent
company can exercise zero voting rights. (Europa.eu, 2011)

Rights to Profit
The parent company must be entitled to at least 75 per cent of profit form any
subsidiary company for the purpose of consolidation. (Europa.eu, 2011)

Group structure eligible to consolidate

It is important to define the group structure that would be eligible to apply for
CCCTB. The tax payer (company of EU member states) consider as a resident
being a part of a group with qualified subsidiary companies (in other EU mem-
ber state) can practice a CCCTB method. It will be applied full consolidation of a
every group member regardless to the ownership. (Europa.eu, 2011)

4.4.6 Income From the Foreign Countries

Revenue from foreign countries is commonly understand an income coming
from foreign sources, which is taxed abroad, according to an international
agreement and it is cleared of related expenses (costs) under Czech law on in-
come taxes. Deductible items and items decreasing tax base by foreign legisla-
tion cannot be applied in order to determine tax base. (Nerudova, 2008)

From the perspective of EU legislation, no EU-wide rules can enforce how
EU nationals, who live, work or spend time outside their home countries are to
be taxed on their income.
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The country where this person is a resident for tax purposes shall most
likely tax the entire worldwide income, earned or unearned at that moment.
Which cover wages, pensions, benefits, income from property or from any other
sources, or capital gains from sales of property, from all countries worldwide.

Each country has specific definition of tax residence (as it has been dis-

cussed):
Very briefly, person is usually being considered tax-resident in the country
where he spends more than 6 months a year. If a person spends less
than 6 months a year in another EU country, you will normally remain tax-
resident in your home country. (Europa.eu, 2014)

Significant number of an income fro foreign county is represented by cross-
border payments dividend payments, arranged via institutional investors (in-
surance funds companies, pension, mutual, etc.) that manage investments on
behalf of the original investors. This also implies that the flow of profit from
such institutional investors to the original investors may take many forms such
as an annuity at retirement, a dividend payment or other capital gain when sell-
ing out shares in a mutual fund. (Europa.eu, 2014)

In the most straightforward version, the original investor invests in a for-
eign corporation through an institutional investor, who is a resident of the same
country as the original investor. In this dividend flow, the most important ques-
tion goes towards taxation. Taxation in the source county, in this situation, de-
pends on how this country treats the institutional investor. There are cases,
where institutional investors are not treated separately for tax purposes (tax
transparent), using that source taxation always depends on the characteristics of
the original investors. Different situations may occur, when institutional inves-
tors are recognized as two different entities and they are taxed as other portfolio
shareholders, including the possibility of exemption at source or relief by re-
fund. Important note, taxation of the institutional shareholder takes place in the
country of residence. In the next chapter author will present European taxation
system with the focus on taxation of dividends. (Helminen, 2010)

4.4.7 Taxation of dividends

In the previous chapters, author discussed what happened when company is
generating excessive profit and how this profit can be distributed (in which ever
dividend form). If company decide to declare dividends how they may be to pay
out as resulting return on equity investments made by its shareholders.
(Helminen, 2010)
As an example, company did generated a profit and with this excessive amount
of disposable cash can decide now first reinvest money back to the business in
order to generate higher earning in the next period or take the this fund and
divide it among the company’s owners/shareholders in dividend payments.
(Helminen, 2010)

Dividends, as it has been said, are pay-out form company’s profit after taxa-
tion. Thus in general shareholder is receiving dividends, which are in reality
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taxed twice. Firstly income will be taxed by corporate income tax and secondly
by withholding tax (WHT) of dividend. There we can see the double taxation,
which is called “economic double taxation”. (Kubatova, 2006)

In other words according to Helminen (2010)“The economic double taxa-
tion refers to a situation in which two different tax subjects are taxed for the
same income.” Under this tax system, shareholder is loosing a lot of money
when elimination of double taxation is not applied.

Majority of states consider necessary to alleviate economic double taxation
of distributed profit from the tax system. As it was mentioned above, most of the
states already using semi-classical, more integrated system which eliminating
this problem of double taxation. (Helminen, 2010)

Cross boarder dividends payments

Direct equity investment

Portfolio equity investment Portfolio equity investment

Cross-border/domestic dividend payment  Cross-border dividend payment

Cross-border dividend payments

Fig.4: Taxation of a Portfolio and Individuals’ Cross-border Dividends

Source: Copenhagen Economics, 2010

Residence country County of the Source of Income
* Tax on dividend income * WHT on dividends
e Tax relief for WHT paid in * Refund of excess WHT (If ap-
source country plied WHT is higher than Trea-
ty)

The schema above it is displayed the simplest example, where an individual in
residence country A creates a portfolio equity investment in a company in
source country B, the expectation is receiving a return on his investment for ex-
ample in the form of dividends. These dividends from profits have been already
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taxed at the company level. This dividend is paid to the individual it will be sub-
ject to another tax, a withholding tax (WHT) in the country of source. In a gen-
eral matter the ranging of WHT is between 5 to 30 per cent and there are coun-
tries, which apply zero WHT. European tax authorities are using tax treaties,
which normally reduce WHT to 0-15 per cent among Member States. At the end
of all this taxation process the investor is of course taxed in the country of resi-
dence. Nevertheless dividend, which has been already taxed at source, are usu-
ally relieves from the taxation in the residence country by international juridical
double taxation. (Europa.eu, 2012)

4.4.8 Neutrality Principle

According to Nerudova (2007), the theory of neutrality is the key principle,
where taxation and economics theory should be reinforce and hold as a part of
general business satisfaction. Which will result in a higher integration and har-
monization of tax systems in Europe. There are three types of neutrality:

* capital import neutrality
* capital export neutrality
* capital ownership neutrality

Capital import neutrality
Import capital neutrality holds, that all investors should be taxed equally re-
gardless of their residential country. The income of one jurisdiction should be
tax only up to the amount of this jurisdiction. The state of residence should ex-
clude incomes of all residents generated in other state, because there were al-
ready taxed in the state of origin, which also set up the tax rate.

The goal of these investors is to competing between each other on the for-
eign market under foreign rules. (Nerudova, 2007)

Capital Export Neutrality

The opposite principal is the capital export neutrality. Where under this regime
all investor should be subjected from the same type of tax, regardless of the
state of investment. This type of investors is competing on the foreign market
under the conditions domestic law. (Nerudova, 2007)

Capital ownership neutrality

Capital ownership neutrality principal stipulates that tax system could not
caused transfers of the equity between individual countries. (Nerudova, 2007)
As Nerudova (2008) discussed in her paper, the observance of three neu-
trality principles discussed above, needs to be reflected in the context of the
Common Consolidate Corporate Tax Base (CCCTB). Except the adoption of a
rules setting up the CCCTB there is also need to adopt a common, unitary cor-
porate income tax rate among whole European Union member states. The unfa-
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vourable development occurs, because states do not want to loose their competi-
tive tool of setting up the rate of corporate income tax.

4.5 Tax Optimization

A planned, purposeful utilization of the benefits offered by certain country (its
tax systems) to optimize the overall tax burden for a person or group of compa-
nies. (Petrovic¢, 2002)
Tax optimization means finding the best combination of individual tax sys-
tems, eg .:
* different concept of withholding tax;
* benefits of individual agreements on avoidance of double taxation;
* different legislation against tax avoidance and beneficial attitude towards
business operations. (Petrovi¢, 2002)

Transfer prising as an example of tax optimization

Transfer pricing are cost, that directly influencing price of a product. Companies
use transfer pricing as a price-adjustment tool. The aim of the international
companies is to set up such a level of transfer cost, which would lower final cost
of product as much as possible. (Petrovi¢, 2002)

The fundamental usage of transfer pricing leads to the “transfer” of taxable
income to subsidiary companies with a base in different country and operating
under different jurisdiction. These transfers do not represent real movements of
a capital but rather movements of the taxable income. Clear impact of such a
shifting with transfer pricing is the decrease of whole (global) tax burden of
multinational companies and redistributing this tax burden among states in-
volved. (Petrovié¢, 2002)

Following schema is presenting technique, which allows decrease of taxable
income of international company by artificial increase or decrease of costs or
turnovers. In reality, subsidiary operating in a territory with relatively high tax-
es sells assets, for low price, to another subsidiary located in tax Haven and such
a company will continuously proceed with selling of these assets, for high price.
The substantial income of this multinational company is located in tax Haven
with income tax-free policy. (Helminen, 2010)

For example: A parent company (A) sells an object (assets), with manu-
facturing cost 40 monetary units, to subsidiary company B for a price 60
monetary units (from now on, MU). Subsidiary company B resells this object
for 100 monetary units. In a situation where earnings (from B subsidiary) will
be semblance just little or not at all, net earnings represents 100-60 = 40. It is
assumed that company A will be subjected to tax about 40%. Sales to subsidi-
ary B generates a profit after taxation of the 12 MU. Profit of A + B after taxa-
tion amounts to 52 MU. In case of A mother company sells assets directly net
profit amounts to 36 MU.
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Taxable income can be also decrease by transfers of spare parts for lower
price then assembly to the tax Haven followed by the sale of final product for a
high price. (Helminen, 2010)

sale sale
60MU 100MU
Manufacturing costs = 40 Purchase costs = 60
Sale Price = 60 Sale Price = 100
[ncome =20 Income = 40
Tax (40%) =8 Tax (0%) =0
NetIncome = 12 Net Income = 40

Net income A+B = 52 MU

Fig.5: Sale Through Subsidiary Company Located in Tax Haven

Source: Helminen, 2010

Manufacturing costs = 40
Sale Price =100

[ncome = 60

Tax (40%) = 24

Net Income = 36

Fig.6: Sale Through without Subsidiary Company Located in Tax Haven
Source: Helminen, 2010

Tragakes (2010), intercompany transactions are also called "fiscal termites".
National tax authorities are facing the problem of transfer pricing, credit alloca-
tion, fixed cost, patents, etc.
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Two side treaties of Double Taxation Avoidance are applied in order to pre-
vent tax evasion through transfer pricing at the supranational level. In the
OECD model treaty is Article 9 of - Associated Enterprises and the partial
agreement in Articles 11 and 12. (Sojka, 2013)

Governments must ensure that the taxable profits of multinational compa-
nies were not artificially moved from a jurisdiction where multinational compa-
nies are making economic activity. OECD issued the Transfer Pricing Directive
for Multinational Enterprises and Tax Administrations. The Directive contains a
description of the transfer pricing methods and guidelines for selecting the most
suitable method. OECD. (OECD, 2010)

The European Union is trying to eliminate a problem of transfer pricing by
using the draft directive on a common consolidated tax base for corporate in-
come tax ("Common Consolidated Corporate Tax Base "- CCCTB). As it has been
previously described in details, Common Consolidated Tax Base is the single set
of rules that companies operating within the EU could use for calculation of
their taxable incomes. Except the simplification and harmonization of tax sys-
tems in EU, CCCTB would serve also to consolidate of a tax return for the entire
activity of the EU enterprise. (Ault, 2004)

Corporate income tax is a type of tax, which significantly affects the busi-
ness operating on a single market. The diversity in corporate taxation causes
economic distortions due to its affects on businesses when they are deciding on
a placement and financing of an investment. Harmonization in this area is es-
sential to smooth the function of a single market among the European Union
states. (Nerudova, 2008)

4.6 Double Taxation Treaties

Double Taxation Treaties are general convention between two or more countries
with the aim of double taxation prevention. Convention covers any income or
financial gains arising in one country that is paid to residents of another coun-
try. In a practice they work by dividing the tax rights each country claims and its
national law over the same taxable income or any other kind of financial gains.
Now a day we can find more than 1,300 worldwide existing Double taxation
Conventions. Interesting example is United Kingdom, which has the world larg-
est network of conventions treaties, contains over 100 pieces.

According to an internationally recognized principle, not only incomes from
local sources but also incomes from other states must be taxed in the state of the
so-called tax residence. In the practice it is necessary to apply firstly corre-
sponding international treaty of double taxation avoidance and only after that
local legislation. (Sojka, 2013)

Purpose of Double Taxation Avoidance Treaties:
* Fundamental purpose of the treaty is a prevention of double taxation in be-
tween two states where one of them is a state of origin and the other state of
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residence. Such a characteristic is essential for income taxation. When two
states negotiating treaty they have to agree whether income will be taxed in
state of origin or in the state of residence.

* Legal purpose of the treaty is to prevent tax frauds and tax evasions on the
international taxation field. For this purpose contracting parties are obli-
gate to cooperate on information transmission, mutual advisory systems
when solving disputable cases.

* Communal purpose of the treaty is to protect taxpayers and support them
while realizing international transactions. Taxpayer is then informed in ad-
vance about what kind of taxation regime will be applied on the specific
case and can adjust strategic business decision. (Vyskovska, 2010)

Moreover the primary purpose of the treaty is to prevent situation when same
object is taxed twice. The goal is to distribute tax income fairly among state of
residence and state of origin. As it has been mentioned in the paragraph above,
treaties are superior to national legislation. National jurisdiction is further mod-
ified by treaty however there cannot be set higher tax burden than in national
tax act. Except of Double Taxation Avoidance Treaties there are other acts regu-
lating double taxation in the specific taxes such as road tax, etc. (Lachova, 2007)

The right to levy taxes and set up taxation rules is typical sign of a state
authority. When state enter into the union and became a part of some of those
integration processes decrease the level of sovereignty. Besides of Avoidance of
the Double Taxation Treaties there are other agreements bilateral and conven-
tions, which can influence income taxation such as Vienna Convention of Dip-
lomatic Treaties of 1961 is an international treaty that defines a framework for
diplomatic affairs between countries. Articles are considered as a cornerstone of
modern international relations ships. As of April 2014, it has been ratified by
190 states. (Lachova, 2007)

4.6.1 OECD and UN Treaties

Due to the fact that companies are very often a part of a big international corpo-
ration it is necessary to take into the account the double taxation factor, which
also influencing taxation process and through that the behaviour of investors.

International double taxation arises in case that taxpayer’s income are sub-
jected from a tax in more than one state. As it has been already mentioned in the
previous text, the case when dividends are taxed in the state of residence and in
the state of origin, at the same time.

In order to avoid this international double taxation, individual states are
adopting treaties where is clearly stated, regulated and harmonized the tax leg-
islation. They are dealing with topics such as: how is going to tax the income
profit, and how to resolve a situation which may leads to double taxation (do a
tax return in both states).

So far, there are two basic models, which are used for the purpose of the bi-
lateral agreements: UN model treaty and OECD model treaty.
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The main difference between the UN and OECD treaty is that OECD is a
model treaty, which is concluded between two developed countries. It presents
concrete figures of a maximal tax rates (for example in case of withholding tax)
in the country of origin, which is closely related to the minimal amount of
shares in the corporation, which must be at least 25 per cent.

Model UN is very typical for developing countries and it is not setting up
any specific figures, rates or numbers. UN treaty saves this decision for the bi-
lateral agreement contracts. (Lachova, 2007)

A specific chapter are international tax treaties concluded with USA. The
main problem is arising from the different type of taxation system. The residen-
cy of a taxpayer does not based on a permanent establishment but on the na-
tionality. Therefore avoidance of double taxation treaties where one of the con-
tracting parties is USA is very often as a third type of model treaty. (Lachova,
2007)

OECD Model Tax Convention

OECD (Organization for Economic Co-operation and Development) adopted
avoidance of double taxation treaty (OECD Model Tax Convention) in 1963. The
OECD Model Tax Convention explains the basis for the negotiation and inter-
pretation of more over 3000 tax treaties. This convention co-ordinates the in-
come and corporate taxation of most states with the objective of removing tax
barriers to cross-border trade and investment. (Lachova, 2007)

Since the first introduction of a convention concept, its importance and in-
fluence on the field of international taxation is increasing year by year. Taxpay-
ers see the major advantage in the possibility of tax harmonization between
states with different tax systems. Another proof of uniqueness, OECD Model
Tax Convention has been used as a base for revision of the UN model which ex-
isted long time before the OECD model.

From the avoidance of double taxation point of view OECD convention in-
troducing two types of law:

* Primary right to tax — every contracting state has a primary right to tax
income or capital

* Exclusive right to tax — right to tax income or capital has a state where a
tax payer is a resident (Lachova, 2007)

On behalf of the convention this mechanism warrants that income or capital will
not be taxed twice, only if it will be taxed at least once in one of the state. In case
of taxation of income in form of dividends and interest the tax rate is limited up
to the amount of tax, that can state of source apply. On the other hand, the state
in which the taxpayer (receiver of an income as dividends or interest) is a resi-
dent, must allow the to apply the exemption method or the credit method to the
taxpayer, thus this leads to double taxation avoidance. (Affairs, OECD, 2012)
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When taxation of income and property based on the agreement of the avoidance
of double taxation according to the OECD model, three following situations may
occur in the State of source:

I. Taxation of income and property in the country of origin is unlimited
(eg. Income from property, profits from a permanent establishment, in-
come from employment);

II. Taxation of income and property in the country of origin is limited (div-
idends and interest);

III. Income and property may not be taxed in the country of origin at all
(eg. Royalties, gains from the alienation of shares, shares and other securi-
ties, pension, profit from operations international transport). (Nerudova
2007)

The OECD Model Treaty itself is clearly divided into seven chapters, which
are thematically named: Scope of the Convention, Definitions, Taxation
of Income, Taxation of Capital, Methods for Elimination of Double
Taxation, Special Provisions and Final Provisions. Each chapter con-
tains articles of the model contract. (Affairs, OECD, 2012)

UN Model Treaty

In the mid-60s of the last century was the concept of the international double
taxation renewed as well in the UN Model Treaty. The aim was to encourage the
flow of foreign investment into developing countries. This interest eventually
resulted in a series of negotiations between years 1968 - 1977. Based on the re-
sults of the negotiations model treaty of the United Nations was designed and
adopted in Geneva in 1979. UN concept was firstly published in 1980 under the
title "Model treaty for the avoidance of double taxation between developed and
developing countries ". (UN Model Double Taxation Convention, 2011)

UN Model Treaty represents a compromise between taxation in the state of
residency and taxation in the state of source, whereas the UN Treaty is putting
greater emphasis on taxation in the country origin than the OECD model treaty.
When applying the principle of taxation in the state of source, the contract
stipulates:

» Taxation of property income from abroad will be taken into account related
expenses, thus it will only be taxed the net income;

» Taxation will only be high enough to avoid discouraging of a foreign in-
vestment;

* Income from investments will be fairly divided with a country that provides
the capital. (UN Model Double Taxation Convention, 2011)
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The main differences between the Model UN and OECD model are found mainly
in the following provisions: permanent establishment, corporate profit, divi-
dends, interest, royalties, capital gains and other revenues. (Nerudova, 2007)

4.6.2 OECD and UN Methods for Elimination of Double Taxation

Lets imagines a case, where a legal entity is returning from his business perfor-
mances abroad and is confronted with taxation, because his residence country
wants to tax his foreign business activities as part of his worldwide income. But
this threat of economic double taxation is normally relieved with financial com-
pensation. The residence country applies tax credit or tax exemption, which has
been stated in all bilateral tax treaties. Many countries however provide this
double taxation exemption unilaterally. (Affairs, OECD, 2012)

In general, there are two ways to avoid double taxation:
* exempting foreign income from domestic taxation; and
 granting a credit for foreign taxes.

As already mentioned above, one of the objectives of international agreements
of double taxation (whether by the UN or OECD model) is to prevent interna-
tional double taxation. This can be done through various methods avoiding
double taxation (Affairs, OECD, 2012)

For credit method is characteristic that the tax paid abroad can be off-
set against the tax liability in the State he is a resident. In case of the exemp-
tion method it does not matter whether this income was taxed abroad or not.
It is exempt from taxation.

The fundamental difference between the methods is that the exemption
method to deal with income, while the credit method to deal with the amount of
tax paid abroad. (Nerudova 2007)

4.7 Role of European Court of Justice in the Avoidance of
Double taxation

European Court of Justice! had a strong influence on legislation of European
Community as well as on the European Union now a day. ECJ has an irreplace-
able role in the interpretation of primary and secondary legislation since found-
ing Treaty of Rome in 1957. The ECJ decides on harmonization of direct taxes of
preliminary issues (Preliminary ruling) and direct prosecution of natural per-
sons, legal persons, states and European Commission. Direct prosecution has
the form of a public notification in the Official Journal of the EU. They may take
the form of legal actions of nullity, legal action of inertia or inaction/refusal of
legal actions, which serves, against Member States. This type of public notifica-

1 European Court of Justice - ECJ
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tion plays important role when there is not such a directive implement into the
national legislation. (European Parliament, 2010)

National courts of EU Member States submit the proposals of preliminary
issues. The proposal is submitted, when a dispute arises due to ambiguous in-
terpretation of any provision of the Act or of primary or secondary law. The ECJ
role in such a situation is to provide binding interpretation base on which Na-
tional Court will decide the specific case. The Court's interpretation is binding
for all States of the European Union and is published in the Official Journal of
the EU with a commentary how to proceed with the legal case. In this manner,
significant numbers of the international tax disputes arising from EU legislation
are resolved. The most common areas that address the European Court of Jus-
tice as part of preliminary issues include taxation of cross-border workers, divi-
dend taxation, application of agreements on avoidance of double taxation and
the application of the directive on subsidiaries and parent companies. (Europe-
an Parliament, 2010)

Example of a case

Court of Justice of the European Union

PRESS RELEASE No 61/14

Luxembourg, 10 April 2014

Judgment in Case C-190/12

Emerging Markets Series of DFA Investment Trust Company v Dyrektor Izby
Skarbowej w Bydgoszczy

“Judgement

A Member State may not exclude from a tax exemption dividends paid by na-
tionally established companies to an investment fund established in a non-
Member State if there exists between the two States an obligation of mutual
administrative assistance.

It is however for the national court to examine whether the agreed mechanism
for the exchange of information enables the tax authorities to verify the infor-
mation provided by the investment fund

In Poland, the law on corporation taxi provides, inter alia, that invest-
ment funds are exempt from the tax. In order to qualify for the exemption,
those funds must however have their registered office in Poland.

Emerging Markets Series of DFA Investment Trust Company, an Ameri-
can investment fund, one part of its business consisting in investment in Polish
companies, requested in 2010 from the Polish tax authority the refund of an
overpayment of flat-rate corporation tax for the years 2005 and 2006. That
tax had been levied, at a rate of 15%, on dividends paid to the fund by the com-
panies established in Poland.

On the rejection of that request, the fund brought an action before the Wo-
jewoddzki Sqd Administracyjny w Bydgoszczy (the administrative court of
Bydgoszcz, Poland). That court seeks a ruling from the Court of Justice on, in-
ter alia, the question whether EU law precludes tax legislation under which
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dividends paid by companies established in that Member State to an invest-
ment fund established in a non-Member State cannot qualify for the tax ex-
emption. “ (ECJ, Judgement in Case C-190/12)

4.8 Tax planning

Tax payers, in general (natural person of legal entity) react very sensitively on
any changes in taxation. High pressure from state institutions on tax collecting,
forcing businesses to focuses on well-worked tax planning strategies, which al-
leviate high tax burden and increase profitability.

In other words the main goal is to set up an effective process of coordinat-
ing taxpayer’s duties stipulated by tax law. Organize them as legally as possible
so the liability of the taxpayer subjected to income tax is minimized. This proce-
dure is closely connected with tax avoidance and tax saving planning. All tech-
niques leads to one result, which is not tax reductions or elimination but max-
imizing the after tax income. (Petrovic, 2002)

4.8.1 International Tax Planning

International tax planning is searching for a territory where taxes are in the
most favourable ratio towards the legal entity or natural person. International
tax planning is systematic analysis encouraging the usage of all available tools,
which can possibly lead to lowering of the final tax burden in recent, or future
taxable period. Especially tax planning is focusing on income taxed under dif-
ferent regimes in different countries (or territories) and try to consolidate its
location to the most favourable one. However as it has been mentioned already
all steps are concluded within the context of the law. (Petrovi¢, 2002)

By optimal usages of the tax act they can decrease a tax base and minimal-
ized tax returns that will leads to profit maximization. The main intension of
domestic company is to apply a decreased corporate income tax rate, receive
investment incentives and process as many assets write-offs as it is legally pos-
sible. (Dédina, 2005)

From the international perspective, corporate tax planning is also concern about
location of resources necessary for production, size of a market, existence of
qualified labour force, political and economical stability of the territory, corrup-
tion, etc. Very important factors are international treaties avoiding double taxa-
tions of income and the existence of tax Havens. Tax planning plays important
role in context of international transactions and can significantly influence all
business activities (trades, investment, etc.). Wide range of usage international
tax planning could be seen in case of licence fees, patents and know-how. Gen-
erally, for these specific cases corporations most likely resolve this by employing
tax Havens. (Dédina, 2005)
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Fig.7: International Tax Planning

Source: Own work base on Dédina, 2005, Petrovic¢, 2002

4.8.2 Offshore and Onshore Business

World globalization offers new business opportunities and allows corporations
to penetrate new markets. This phenomenon also influence of companies inter-
national tax planning. From the international perspective two main trends are
very popular no a days, onshore and offshore businesses.

Onshore

Onshore businesses are mostly continental companies incorporating in a do-
mestic country or under its jurisdiction. Such a business is likely to be located
within the OECD territory. Onshore businesses not only pay taxes but also must
follow all other legal aspects of its home country, which are happened to be cost-
ly most of the time. Onshore areas are represented by countries big countries
with high taxation, which eliminate some types of economic activities from their
interest. (Klein, 1998)

Offshore

Opposite case represent Offshore businesses which are registered and incorpo-
rated in other than domestic country. The reason for this action is simple, for-
eign country offers more beneficial business environment (legal, financial and
tax). Offshore countries can be called tax Havens where state administrative
costs are not covered by tax collections but from other sources such as truism.
Business activities located in these countries are usually not taxed base on the
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local jurisdiction and offer various anonymity and asset protection benefits.
Thus company can enjoy the benefit of lower overall operating costs. Tax Ha-
vens or offshore territories are usually small states or independent regions, is-
lands (Bahamas or Cooks Islands) or other countries near to big and rich states
(Andorra, Monaco). (Petrovi¢, 2002)

As it can be obvious by now, operation of offshore businesses, in context of
international tax planning is nothing more than taking advantage of favourable
tax policies and other acts coordinating businesses activities in a certain coun-
try. The fundamental purpose of business is accomplished a comparative ad-
vantage. Thus, in the aggressive business world, enterprises worldwide are seek-
ing for this comparative advantage, for example cutting down operating costs
through the international tax planning. (Petrovi¢, 2002)

Tab. 1 Comparison of Onshore and Offshore Business

Onshore Business Offshore Business
Common sign Usage of favourable tax provisions
* Tax benefits for * Lower tax rates
Favourable tax provi- certain area than in domestic
sions e Investment initia- country
tives

* Double taxation
avoidance treaty

Legal background Stabile Less stabile

Location EU and USA states Small (island) states

Source: Own work base on Petrovi¢, 2002, Klein 1998

4.8.3 Globalization and International Tax Planning

At present days individuals can decide, where to work, spend and invest their
financial capital. Business entities can decide where to place their production.
Decision making of this matter is mainly influenced by the tax burden at the
place. Until tax systems will be different in each country, this aspect could be
consider as one of the main factors of business placement. (Biswas, 2002)

The tension of business decrease tax burden as much as possible leads to
international tax competition. Tax competition affect mostly income tax form
financial capital (interest and dividends), value added tax base, legal entity in-
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come tax. However tax competition is likely to be indifferent to income tax of
natural person and to any kinds of property taxes. In the literature the phenom-
enon of tax competition (decrease of tax rates) above states is called “case to the
bottom”. (Biswas, 2002)

Thanks to the tax competition multinational corporations can easily de-
creased its tax burden. Generally big corporations base their decision of invest-
ment placement mainly on low tax rates and investment incentives. Another tax
optimization can be done through the transfer pricing. (Biswas, 2002)

4.8.4 Multinational Companies and Tax Havens

Multinational companies are one of the results of economic globalization pro-
cess and markets interconnection. Corporations basically lost their identity in
national context. Multinational firms arise because capital is much more mobile
than labor. When cheap labor and raw material representing inputs are located
in other countries, multinational firms would establish their subsidiaries in such
a country. They are very often criticized as being “runaway corporations”.
(Globalization, OECD, 2011)

Majority of economists cannot agree as to how should multinational or
transnational corporations be defined. Multinational corporations have many
dimensions, purposes and objects of businesses and can be viewed from several
perspectives (ownership, management, strategy and structural, etc.) (Globaliza-
tion, OECD, 2011)

In reality it can be seen that production is placed in country A, production
resources are imported form country B, technology and design come from coun-
try C. The final product is completed in country D and distributed worldwide. As
described previously, high fluctuation of mental and physical resources fre-
quently occurs due to the pressure of management on a cost minimization.
(Globalization, OECD, 2011)

According to article from Businessinsider.com, the top 25 multinational
corporations (where 40% of a company's workforce is stationed outside its
headquarters). (Business Insider, 2011)

Example of top ten multinational corporation, operation on the European mar-
ket, from the perspective of market value:

* Royal Dutch Shell

* Nestle

* Gazprom

* HSBC

* Vodafone

* Novartis

* Total

* Roche

(Business Insider, 2011)
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4.8.5 Attractiveness of Tax Havens

In general, as a tax haven is consider a country that exempts foreign investors
who hold bank accounts or set up companies in its territory from most tax liabil-
ities. (Palan, 2013)

The International Business Company is an offshore enterprise existing gen-
erally in tax havens. It is regulated by a favourable legislation. The main benefits
cover exemption of tax liabilities, dispensation from having to file annual re-
turns or accounts and the very simple ways of establishment and administra-
tion. (Palan, 2013)

The IBC is possible to form purely with a nominal capital, i.e. without any
physical expenditure of money. Advantageous is a strict protection of privacy
rules. Especially when names of the owners or shareholders do not appear in the
public records or any important documents of incorporation, such as the certifi-
cate of incorporation and the memorandum and articles of association. (Palan,
2013)

The International Business Company targeted on non-residents. That
means it cannot carry on business with domestic companies or citizens of a tax
haven country. Also they cannot buy any property or real estate in the country.
The possibilities of investing in the jurisdiction of incorporation are also re-
stricted. (Palan, 2013)

4.9 Prevention of Aggressive Tax Planning and Tax
Evasion

Countries worldwide have originally considered tax planning as a legitimate
practice. Over time, the tax planning structures have become ever more devel-
oped and sophisticated. They were created cross various jurisdictions and effec-
tively shift taxable profits into the states with beneficial tax regimes. The desired
outcome obtained by implementing these practices is to optimize and so reduce
tax liability through strictly legal arrangements, which however contradict the
intent of the law. (European Commission, 2012)

Aggressive tax planning consists of taking legal advantage of the minor
technicalities and other easily manipulated details of a tax system or of mis-
matches between two or more tax systems for the purpose of reducing tax liabil-
ity. Aggressive tax planning can take many of forms. The phenomenon is usually
resulting in double deductions (e.g. the same loss is deducted both in the state
of source and residence) and double non-taxation (e.g. income which is not
taxed in the source state is exempt in the state of residence). (European Com-
mission, 2012)
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4.9.1 Base Erosion and Profit Shifting

In business journals we can frequently find reports declaring that Multinational
enterprises? paying minimal or no income taxes. At the beginning of the globali-
zation process the main source of interest was the avoidance of double taxation.
However now a day the situation is completely different and main issue OECD is
dealing with is “double non-taxation”. (PWC Tax Policy, 2013)

BEPS3 is a new and very recent initiative of OECD dealing with tax practic-
es designed to minimize tax burden through distortions of the tax bases and
shifting profits to other countries (via system of transfer pricing). In February
2013 the OECD issued new document named BEPS, which declared that within
6 months an action plan would be developed for further progress in this area.
(PWC Tax Policy, 2013)

Tax fraud and evasion are no longer the only reason of an outflow of tax
revenue from national budgets. Even thought tax evasion field is not completely
sorted, more attention is now turned towards the tax practices, which are used
by MNEs to minimize their tax obligations. (PWC Tax Policy, 2013)

In spite of the fact, not only that they are paying taxes approaching zero
level moreover, results from their activities are bringing negative impact on the
smaller businesses and residents themselves. Due to the decline in tax revenues
form corporate segment, governments are forced to seek for additional re-
sources elsewhere, for example increasing VAT rates. This type of behaviour can
also harm the unwritten morale codex and of other subjects - “Why should we
pay than others?” (PWC Tax Policy, 2013)

Reasons for BEPS implementation

Rapid and massive globalization has forced states react quickly. In order to at-
tract businesses and enforce capital inflow they had to first resolve the problem
of income double taxation of income. Secondly, after they stabilized double tax-
ation they had to moderate income tax rates and present tax benefits to increate
their prestige on the market. (PWC Tax Policy, 2013)

In regards to this “double action”, the OECD highlighted two facts:

* Regulations preventing double taxation based on principles developed in
the 20’s of the 20t century, by the League of Nations (now the United Na-
tions);

* the majority of changes which have been done towards tax harmonization
were very uncoordinated and was fully in the power of the respective coun-
tries. (PWC Tax Policy, 2013)

According to the OECD, it is necessary to revise current setting of taxation with
respect to the international aspects and adjust the system on present conditions.

2 Multinational Enterprises - MNEs
3 Base Erosion and Profit Shifting - BEPS
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The OECD laid stress on the coordination of such an action in order to achieve
the desired results.

BEPS form practical perspective

BEPS focuses on activities, done by international corporations, leading to profits
shifting to countries with lower tax rates and shifting of costs to countries with
high rates. These practices include:

* Discrepancy in international terminology and non-harmonized designa-
tion of entities and instruments:

» The different system of taxation in countries causes many difficul-
ties: For example, in one country residents may tax the worldwide
income. In other country residents can only taxed income related
to the territory, including entities that are not residents of the ter-
ritory. (PWC Tax Policy, 2013)

» Despite the existence of agreements on avoidance of double taxa-
tion it may happened that these two systems overlap each other or
conversely, that a transaction or income remains completely out of
both systems and it will not be taxed at all. There is a term used
for this situation “double non-taxation”. (PWC Tax Policy, 2013)

» Some countries also distinguish a tax treatment, which is using fi-
nancing through debt and own resources. A debt interest is gener-
ally tax-deductible cost. In practice, inter-cooperation within a
group of companies is very frequent. They are lending money to
each other, while the lender is located in the country with low-tax
rate and debtor is based in countries with higher rates. Debtor us-
ing this legal tool where gradual repayment of debt reduces the tax
base. (PWC Tax Policy, 2013)

* Transfer pricing:

Transfer pricing suppose to ensure a relevant profit share for all partici-
pating entities. Transactions between a taxpayer and an associated en-
terprise which is not a member of the same group should be subject to
pricing adjustments in line with the “arm’s length” principle4, which is
generally recommended criterion. Both sides involved in this process
must to be treated fairly, which in a way means, the more is the contract-
ing party involved (bears also higher risk from this transaction) the more
should be rewarded. (PWC Tax Policy, 2013)

e Other issues are discussed:

* 4 Arm’s Length Principle - The transactions between affiliated firms must be made purely on commercial basis
both firms trying to maximize their advantage, and neither firm accommodating or favouring the other in any

way. (http://www.businessdictionary.com/definition/arm-s-length-principle.html#ixzz3KgDV34P8)
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Tools against tax evasion (Anti-Avoidance Rules). They are searching for the
aggressive tax planning practices through the so-called GAAR (General Anti-
Avoidance Rules). The purpose of this tool is also to react adequately on these
practices and discourage their use. (PWC Tax Policy, 2013)

The Action Plan OECD cover topics:
* Tools neutralizing effects of Hybrid Arrangements (Hybrid Mismatch Ar-
rangements)
* Improving rules of transfer pricing
* Finding solutions to identify the country, where company is subjected to tax
digital goods and services
* More effective tool against tax evasion
e Strict rules for financial transactions carried out within the group of com-
panies
* Effective action to defence against harmful tax regimes
(PWC Tax Policy, 2013)
In order to implement these changes quickly, OECD suggested preparation of a
multilateral contractual instrument. Through this instrument new legislation
will be implemented directly into existing treaties on avoidance of double taxa-
tion. The project is meant to be fully operational by the end of the year 2015.
(PWC Tax Policy, 2013)

4.9.2 CMC and CFC concepts

The consideration the economic aspects of the nature and place of company
management is no longer a mere possibility, but a necessity of the establishment
of an international corporate structure for the purpose of tax planning and asset
protection. The financial crisis has very clearly demonstrated that repetitive
large government budget deficits together with limited opportunities to reduce
spending are typical features of the European Union economies. Even though at
the Community level, they are seeking for solutions to ensure fiscal stability
States in a long run, the stabilization of a national budgets is currently mainly in
a hands of Member States. This intention of countries logically leads to tighten-
ing of legislation what encouraging the economic entities to “optimize” thus
avoid taxation. (Danari Online, 2011)
There are two important ways how European countries protect their tax

revenues:

* Central Management and Control (CMC);

* Controlled Foreign Company (CFC).

Central Management and Control (CMC)

Typical for the principle of Central Management and Control, which is usually
implement into national legislation, is the fact that most countries consider a
tax resident (subject to tax worldwide income) not only companies incorporated
in the State (A) but also companies established in another State (B) if the place
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of effective management is located in State A. Similarly, in the OECD model
treaty for the avoidance of double taxation, is a tax residence of a company allo-
cate to a state where is firm's place of effective management. (Danaii Online,
2011)

In countries with Anglo-American legal system is built on case law of a Eu-
ropean Court (eg., Cyprus), the above mentioned rule are adopted implicitly. On
the other hand countries with continental legal systems have implemented in
their legislation the principle "Place of Effective Management" as the main fac-
tor for determining tax residence regardless of the place of incorporation.
(Danari Online, 2011)

Controlled Foreign Company (CFC)

Another way how states can fight against tax evasion is the implementation of
so-called CFC rules. CFC is a special set of rules that prevent residents of the
state to establish a subsidiary in the state within EU territory with a low tax
burden, for the purpose of tax avoidance in his home state. The fundamental
purpose of these rules is to tax the profits of such entities at the level of its own-
ers (without dividends been distributed!). It may turns out that the subject has
no economic substance and the only reason for establishment was a tax burden
optimization thought international tax planning. (Danati Online, 2011)

4.9.3 Parent-Subsidiary Directive 2011/96/EU

The parent-subsidiary directive was adopted in 2011. Goals are to ensure
that profits made by international corporations across the borders
are not taxed twice. For example in situation when the member states have
to exempt from taxation any profits which parent companies receive from their
subsidiaries established in other member states. It does this by eliminating the
withholding tax. WHT would otherwise be imposed on certain cross border div-
idends and other profit distributions, and by requiring the territory of the recip-
ient to provide relief through exemption or credit. The scope of the directive is
wider than implied by its title it also applies to shareholdings of 10% or more.
(Council of the European union, 2014)

Amendment of the Parent-Subsidiary Directive
During two years of function European Commission realized that this concept
has to be modified in order to prevent capital outflow from state of parent com-
panies and prevent aggressive tax planning and tax evasion. (Council of the Eu-
ropean union, 2014)

Therefore in November 2013 the European Commission tabled a pro-
posal with two sets of amendments to the directive, aimed at contrib-
uting to fighting tax evasion and aggressive tax planning;:

* rules preventing double non-taxation of cross-border corporate
groups which use hybrid loan arrangements
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¢ introduction of a common anti-abuse clause
(Council of the European union, 2014)

Under the anti-abuse rule, where a company is laying in between an EU resident
bailout dividend and a non-EU based parent. In this case there is no purpose for
the intermediate company other than to obtain benefits of the directive, the div-
idend will be treated as if paid directly to then on-EU resident company. There-
fore this will deny the withholding tax exemption under the Directive. Exemp-
tion from tax of the dividend receipt will require the payment to not be deducti-
ble in computing the profits of the subsidiary. (Council of the European union,
2014)

The Council adopted the first set of amendments in July 2014 and is
currently working on the second one, with the aim of adopting it in December
2014. (Council of the European union, 2014)
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5 Practical part

This part of the thesis is dedicated to primary research. Author is going to intro-
duce basic of researched area and elaborates quantitative research on which ba-
ses a qualitative research will be developed. The knowledge acquire from the
theoretical part will be apply on the practical examples in this particular section,
specially in topics concerning dividends, dividend taxation, international tax
planning, Convention, Treaties for the avoidance of double taxation, CCCTB,
and other approaches relevant to these issues. Through this practical part par-
tial results will assist to get a complex overview of the economical and political
situation on the European internal market. For this purpose, statistical method
named Cluster Analysis will be performed based on methodology structure de-
scribed in second chapter.

The research will be systematically organized into subchapters starting with
the basic description of a field of study, introduction of data types, composition
of a model, demonstration of Cluster analysis, comparative analysis and elabo-
ration of practical examples. The practical examples require deep knowledge of
the local as well as international economical and legal aspects connected to div-
idend payments. After finalizing this chapter we will be able to clearly see tax
optimization preferences for capital investment.

For the purpose of this study I consider necessary to mentioned that all le-
gal formulation, tax rates, figures, suggestions or solutions are tailored to the
legal status up to June 1, 2014, and that on any given financial values and trans-
actions presented in EUR it is used with 28, - CZK / EUR exchange rate. As a
source of data was mainly Eurostat, OECD, reports from National Banks and tax
journals from KPMG and PWC. Dada have been processed in statistical program
MatLab and Microsoft Excel 2010.

5.1 Specification of a researched territory and some
economic facts

The European Union (EU) will serve as a field of study for this work. Currently,
EU is operating as a single market, which contains 28 countries.

Countries of European Union:

1. Austria 0. Finland
2. Belgium 10.  France

3. Bulgaria 11.  Germany
4. Croatia 12.  Greece

5. The Republic of Cyprus 13.  Hungary
6. The Czech Republic 14.  Ireland
7. Denmark 15.  Italy

8. Estonia 16.  Latvia
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17. Lithuania 23. Romania

18.  Luxembourg 24.  Slovakia

19. Malta 25.  Slovenia

20. Netherlands 26. Spain

21.  Poland 27.  Sweden

22.  Portugal 28.  The United Kingdom

The EU is commonly considered as a world-strong trading and business power.
After the creation of the single market there was a significant increase in trade
and in general economic activity. Therefore this is often published as an essen-
tial purpose of EU common market creation. Nowadays the EU is trying to sus-
tain economic growth by investing in transport, energy and research, while also
seeking to minimize the environmental impact of further economic develop-
ment. (EU Facts and Figures, 2013)

According to European journal the economy of European Union in terms of
the goods and services it produces within this territory (GDP) is recently even
than the GDP of United States (EU GDP in 2013 was €12 945 402 million).
More over with just 7% of the world’s population, the EU's in trading happily
reached almost 20% of global exports and imports. (EU Facts and Figures,
2013)

An issue with financial management of corporate companies is majorly dis-
cussed no a days. Company dividend policy is integral of financial planning of
every corporate company although company decided no to pay out dividends. In
this case company is trying to increase company’s equity by using residual divi-
dend policy. Situation on a stock market in the Czech Republic is even more dif-
ficult due to the fact of a short history compare to other economies. (EU Facts
and Figures, 2013)

5.2 Data

The following chapter author will gradually introduce and further discuss pro-
cesses focusing on a description, preparation, correction, and standardization of
data, involved in the final form of cluster analysis.

5.2.1 Source of data

For the purpose of Cluster Analysis primary data are used. Source of date was
mainly from Eurostat websites and jurisdiction of each individual state of Euro-
pean Union. In order to receive and provide the most accurate result of analysis,
data are not old then one year. Which means data origin in all cases is the year
2013.

5.2.2 Data types

Data selection is essential for every analysis, in order to receive comprehensive
and explainable outcome. Type of data is directly depending on the specific pur-
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pose and expected result of the examination field. For the concept of performed
cluster analysis following data has been selected:

* Corporate Income Tax
Withholding Tax

Tax to GDP ratio
CCCTB

EURO

Tax Free Days

Corporate Income Tax

Corporate income taxes are taxes against profits earned by businesses during a
predefined taxable period. Generally, they are applied to companies' operating
earnings, after expenses and depreciation have been deducted from revenues.
There are different approaches of governments to the level of Corporate Income
Tax rate. Some governments vote for lower corporate tax rates in order to obtain
the opportunity of greater economic production if companies are taxed less.
While others see higher corporate tax rates as a way to support government
spending and substantial programs for the nation's citizens. For the purposes of
performed analysis we assume that the desire tax rate, we looking for, is the
lowest one, from the perspective of a company. (KPMG Tax Tools and Re-
sources, 2014)

Withholding Tax

In order to examine taxation of dividend among European states, all taxes that
can affect the final pay out ration has been included in the analysis. It is stand-
ard practice for the country of issue to apply a withholding tax to the dividend
income of resident investors. Because taxation system differs among EU states,
also application of WHT tax is not always the same. In order to use significant
data, rates taken into account are used for taxation of intra-state dividends.

However the withholding Tax is generally the income tax withheld from
employees' wages and paid directly to the government by the employer. The
higher tax rate the higher state revenue, the higher portion of the income is
withheld. The amount withheld is a credit against the income taxes the employ-
ee must pay during the year. For the purpose of this analysis was taken standard
withholding rate with no other, extra exemption. (Deloitte — International Tax
2014)

Tax revenues to GDP ratio

Tax revenues-to-GDP (Gross Domestic Product) ratio represents the sum of tax
revenues and compulsory social contribution in percentage of GDP. In other
words, the tax-to-GDP ratio is an economic indicator that compares the portion
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of taxes collected by a government to the amount of income that country re-
ceives for its products. The Gross Domestic Product (GDP) represents the sum
of all products and services sold, private and government investment, and net
exports. By comparing amount of tax revenues and the amount of GDP, we will
get an idea of how much the economy is supported by the tax collection. (Euro-
stat — Europa 2014)

As an example of how the tax-to-GDP ratio is calculated, we can imagine a
hypothetical country that uses the Euro and in some period of time, country’s
GDP was €1,000,000 Euro. Within the same time, it has collected tax revenue of
€100,000 Euro. Calculation of the ratio would be $100,000 USD divided by
€1,000,000 Euro, which comes to 0.10, or 10 percent in this case.

collected tax revenue

Tax —to — GDP ratio =
ax — to ratio CDP

The question is what would be the desired movement of this ratio, whether
the higher percentage outcome is better or we looking for lower figures. As we
already know gross domestic product is measured by summing-up all of the in-
come gained from products and services sold in a country, with net exports in-
cluded. The key information is that most tax revenues are levied on individuals
and corporations. Due to this reason, a country with high tax rates tends to have
a high tax-to-GDP ratio. (Eurostat — Europa 2014)

It is also very important to be able to consider changes of tax-to GDP ration
from a wider economical perspective. We have to look at the tax-to-GDP ratio of
a one country from the perspective and other countries as an indicator of eco-
nomic standing. There are many other factors, which can affect an economy. For
example how much debt the country has incurred to spur its economy or how
inflation is affecting spending. Therefore developed countries will in most of
cases tend to have higher ratios than developing countries. The best way to use
this ratio is to study how it is grown or fallen in a certain country, and compare
that the country's overall economic situation in that period. (Eurostat — Europa
2014)

From tax-to-GDP ratio we can deduce states financing strategy. If the tax-
to-GDP ratio increases, by a certain percentage, government is trying to finance
the overlaps of the state budget deficit. In states where the tax revenue has gone
up significantly, the percentage of tax revenue that is applied towards state rev-
enue and foreign debt is sometimes higher. When tax revenues grow at a slower
rate than the GDP of a country, the tax-to-GDP ratio drops. (Eurostat — Europa
2014)

This information comes from the 2014 edition of the publication “Taxation
trends in the European Union”, issued by Eurostat, the statistical office of the
European Union and the European Commission’s Directorate-General for Taxa-
tion and Customs Union. (Eurostat — Europa 2014)
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Total revenue from taxes and compulsory social contributions - % of GDP -
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Fig.8: Total revenue from taxes and compulsory social contribution
Source: Eurostat — Europa 2014

Graph above allowing for an accurate comparison of tax revenue-to-GDP devel-
opment during last decade within EU285 and AE186.

Common Consolidated Corporate Tax Base (CCCTB)

In the Theoretical part, it has been discussed that the Common Consolidated
Corporate Tax Base is representing a single set of taxation rules for corpora-
tions. They are operating under this system within the EU territory and it could
use to calculate their taxable profits. In different words, a company or group of
companies would have to deal with just one European system for computing its
taxable income, rather than using different legislation rules in each Member
State in which company operates. (Europa, 2014)

Furthermore, under the CCCTB, groups using the CCCTB would be able to
file a single consolidated tax base and return for the whole of their activity in the
EU. The consolidated taxable profits of the group would be shared out to the
individual companies by a simple formula so that each Member State can then
tax the profits of the companies in its State at the tax rate that they - each Mem-
ber State — chooses. (Nerudovéa, 2007)

The European Commission proposed four regimes under company can work on.
It is always dependent on the state adoption. Therefore different states adopt
different legislation procedures.

s EU28: Belgium, Bulgaria, the Czech Republic, Denmark, Germany, Estonia,
Ireland, Greece, Spain, France, Croatia, Italy, Cyprus, Latvia, Lithuania, Lux-
embourg, Hungary, Malta, the Netherlands, Austria, Poland, Portugal, Roma-
nia, Slovenia, Slovakia, Finland, Sweden and the United Kingdom. Euro area

® EA18: Belgium, Germany, Estonia, Ireland, Greece, Spain, France, Italy, Cy-
prus, Latvia, Luxembourg, Malta, the Netherlands, Austria, Portugal, Slovenia,
Slovakia and Finland.
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As it can be seen from the table, the most desired one is the full consolidation of
a corporate tax base regime and the less desired one is when the consolidated
schema is not available at all. (Europa, 2014)

* Four main types of consolidation regimes:

Full Consolidation

Pooling of the result on the parent company
Intra-group loss transfer

Group taxation scheme not available (Nerudova, 2007)

Euro currency

For the purpose of the analysis the presents or absence of the Euro currency has
been also employed. However it is not very clear how to evaluate whether is
more beneficial to use Euro as a state currency or not. There are many discus-
sions on this topic. Some economically strong countries do not use Euro and
this is what preventing from many economic crises.

In this thesis, it has been decided that the optimal situation for the country
in to actually use Euro as a common currency, especially for simplification of the
trading and money circulation. (Europa, 2014)

Tax Free Days

During a regular taxable period (tax year), it eventually gets till the point, which
is called Tax Freedom Day. This is the first day of a year when a state as a unit
has theoretically earned enough income from taxes, to be able to financed its
annual tax burden. The calculation used to determine this date suppose that
everyone in the state works for eight hours per day from the beginning of Janu-
ary 1, and that every single currency unit earned is not spent. Number of tax
freedom days is stated in the last column of the table. Obviously the more tax
free days, the better situation for firms and consumers.

5.2.3 Entrance data

Individual data described previously are listed in the table below. Content of the
table is in the original form they were found, without any changes. Some of the
data are represented by numbers some of them by statements.
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Tab. 2 Basic Data

Withholding Tax |Corporate Income Tax |Tax to GDP Ratio CCCTB EURO |Tax Free Days
[%] [9%] [9%] [Days]
Austria 25 25 42,1 Pooling of the result on the parent company | Yes 162
| Belgium 25 34 44 Group taxation scheme not avaiable Yes 146
| Bulgaria 5 10 33.3 Group taxation scheme not avaiable No 228
Croatia 12 20 37.9 Group taxation scheme not avaiable Yes 204
Cyprus 0 12,5 39,2 Intra-group loss transfer Yes 203
Czech Republic 15 19 35.3 Group taxation scheme not avaiable No 196
Denmark 27 25 48,1 Pooling of the result on the parent company | No 209
E 0 21 32,8 Group taxation scheme not avaiable Yes 252
Finland 28 24,5 43,4 Intra-group loss transfer Yes 166
France 10 33.3 44,2 Pooling of the result on the parent company | Yes 159
Germany 25 20,58 37,1 Pooling of the result on the parent company | Yes 172
Great Britain 0 23 35,5 Intra-group loss transfer No 252
Greece 10 26 31,2 Group taxation scheme not avaiable Yes 252
| Hungary 0 19 35.7 Group taxation scheme not avaiable No 169
Ireland 20 12,5 28,2 Intra-group loss transfer Yes 252
Italy 20 34,4 42,9 Pooling of the result on the parent company | Yes 175
Latvia 0 15 28,9 Intra-group loss transfer Yes 252
Lithuania 15 15 30.3 Group taxation scheme not avaiable No 197
Luxembourg 15 20,2 37,1 Pooling of the result on the parent company | Yes 221
Malta 0 35 48,2 Intra-group loss transfer Yes 252
Netherlands 15 25 38,7 Full consolidation Yes 203
Poland 19 19 3.7 Pooling of the result on the parent company | No 203
Portugal 25 23 3.3 Pooling of the result on the parent company | Yes 211
Romania 16 16 28 Group taxation scheme not avaiable No 252
Slovakia 0 22 28,8 Group taxation scheme not avaiable Yes 195
Slovenia 15 17 36,8 Pooling of the result on the parent company | Yes 208
Spain 21 30 33,6 Pooling of the result on the parent company | Yes 252
Sweden 30 22 44.5 Intra-group loss transfer No 193

Source: Own work base on KPMG Tax Tools and Resources, 2014, Deloitte — International Tax
2014, OECD 2013, Nerudova 2007, Eurostat — Europa 2014, Europa 2014.

5.3 Composition of the model

Statistical classification technique in which data or objects (events, people,
things, etc.) are sub-divided into group (clusters) such that the items in a cluster
are very similar (but not identical) to one another and very different from the
items in other clusters. It is a discovery tool that reveals associations, patterns,
relationship, and structures in masses of data.

5.3.1 Conversion from Qualitative to Quantitative Data

From the table above it is obvious, that original data are in such a form where
they cannot be compared between each other. This step is very important when
dealing with parameters of different units and scales. Therefore there is a time
when data has to be converted into the same manner for further operations. In
general this techniques is transforming qualitative data into quantitative data.

Consolidation regimes represents one of the example of a qualitative data,
which needs to be transform to a quantitative data.
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Tab. 3 Transformed Data

Withholding Tax |Corporate Income Tax |Tax to GDP Ratio |CCCTB | EURO |Tax Free Days
[Days]

Austria 0,250 0,250 0,421 4 1 162
Belgium 0,250 0,340 0,440 1 1 146
| Bulgaria 0,050 0,100 0,333 1 0 228
Croatia 0,120 0,200 0,379 1 1 204
Cyprus 0,000 0,125 0,392 2 1 203
Czech Republic 0,150 0,190 0,353 1 0 166
Denmark 0,270 0,250 0,481 4 0 209
Estonia 0,000 0,210 0,328 1 1 252
Finland 0,280 0,245 0,434 2 1 166
France 0,100 0,333 0,442 4 1 159
Germany 0,250 0,206 0,371 4 1 172
Great Britain 0,000 0,230 0,355 2 0 252
Greece 0,100 0,260 0,312 1 1 252
Hungary 0,000 0,190 0,357 1 0 1
Ireland 0,200 0,125 0,282 2 1 252
Italy 0,200 0,344 0,429 4 1 175
Latvia 0,000 0,150 0,289 2 1 252
Lithuania 0,150 0,150 0,303 1 0 197
Luxembourg 0,150 0,202 0,371 4 1 221
Malta 0,000 0,350 0,482 2 1 252
Netherlands 0,150 0,250 0,387 7 1 203
Poland 0,190 0,190 0,317 4 0 203
Portugal 0,250 0,230 0,313 4 1 211
Romania 0,160 0,160 0,280 1 0 252
Slovakia 0,000 0,220 0,288 1 1 165
Slovenia 0,150 0,170 0,368 4 1 208
Spain 0,210 0,300 0,336 4 1 252
Sweden 0,300 0,220 0,445 2 0 193
Mean Value 0,140 0,227 0,367 3 67 2127
Standard Deviation 0,101 0,070 0,061 2 476 36

Source: Own work

In particular case, transformation of the qualitative data to the qualitative data
means, distribution of numbers, which stand for statements. In order to classify
each regime numbers 1, 2, 4, and 7 has been used. Therefore number 1 repre-
sents “Group taxation scheme not available”, number 2 “Intra-group loss trans-
fer”, number 4 “Consolidation by every member of the group”, and number 7
“Full consolidation”. I would like to strongly emphasize that umbers 1, 2, 4, 7
representing values, directly base on a subjective decision and opinion of an
author. The basic intension is to distribute such weights, where 1 is the worse
and 7 is the best, which would decrease strong influence of this data set.

Types of consolidation:
* Full consolidation - Total accounting profits across subsidiaries is
disposed to the tax as if they would be executed by parent company —
full consolidation of incomes takes place
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* Consolidation by every member of the group - claim the account-
ing profit separately, afterwards they are offset at the level of the parent
company

e Intra-group loss transfer - Every member of the group is taxed sep-
arately, losses can be transferred and offset between members of the
group

* Group taxation scheme not available - It is not possible to com-
pensate losses because the scheme of group taxation is not available un-
der the taxation systems

The consolidation regimes are key indicators and have enormous impact on re-
sults of the analysis. In order to decrease such strong influence, another inter-
vention had to be applied. This method will be further discussed in the following
chapter — Data Standardization.

Other qualitative data that need to be transformed to quantitative form, named
EURO, are in the fourth row of the same table. In case of EURO data set, this
task is not very difficult. Type of this data set is called dummy. Dummy variables
are used to sort data into mutually exclusive categories (yes/no). They are the
ones represented by the value 0 or 1 in order to indicate the absence or presence
of some categorical effect, which may be expected to shift the outcome. For the
purpose of this analysis presence of Euro currency is denoted as 1 and absence
of the Euro has zero value.

5.3.2 Data Standardization

Data collected for this analysis, represents mixture of numeric values and
statements. In order to be able to work with them they all needs to be converted
to the same figures. Rest of the data were also edit, thus complex outcome is
ready for standardization. In this chapter data will be standardized.

As it can be seen from the table below, for calculation of standardized data
was used Mean Value and Standard Deviation as it has been define in Method-
ology. Each column has been calculated individually, using Microsoft Excel
Function. Results are displayed in the table below, where data are completely
standardized.
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Tab. 4 Standardized Data

Withholding Tax |Corporate Income Tax [Tax to GDP Ratio |CCCTB |EURO |Tax Free Days
[-] [-] [-] [-] [-] [-]
Austria 1,087 0,322 0,883 0,930 | 0,676 -1,393
Belgium 1,087 1,610 1,166 -0,975 | 0,676 -1,832
Bulgaria -0,895 -1,824 -0,567 -0,975 | -1,427 0,420
Croatia -0,202 -0,393 0,191 -0,975 | 0,676 -0,239
Cyprus -1,301 -1,467 0,405 -0,340 | 0,676 2,205
Czech Republic 0,096 -0,536 -0,238 -0,975 | -1,427 -0,459
Denmark 1,285 0,322 1,871 0,930 | -1,427 -0,102
Estonia -1,301 -0,250 -0,650 -0,975 | 0,676 1,079
Finland 1,389 0,251 1,097 -0,340 | 0,676 -0,459
France -0,400 1,510 1,220 0,930 | 0,676 -1,475
Germany 1,087 0,977 0,059 0,930 | 0,676 -1,118
Great Britain -1,301 0,036 -0,205 -0,340 | -1,427 1,079
Greece -0,400 0,465 -0,913 -0,975 | 0,676 1,079
Hungary -1,301 -0,536 -0,172 -0,975 | -1,427 -1,200
Ireland 0,501 -1,467 -1,408 -0,340 | 0,676 1,079
Italy 0,501 1,667 1,015 0,930 | 0,676 -1,036
Latvia -1,301 -1,109 -1,202 -0,340 | 0,676 1,079
Lithuania 0,096 -1,100 -1,062 -0,975 | -1,427 -0,432
Luxembourg 0,096 0,923 0,059 0,930 | 0,676 0,228
Malta -1,301 1,753 1,888 -0,340 | 0,676 1,079
Netherlands 0,096 0,322 0,322 2,835 | 0,676 -0,267
Poland 0,492 -0,536 -0,831 0,930 | -1,427 -0,267
Portugal 1,087 0,036 -0,897 0,930 | 0,676 -0,047
Romania 0,195 -0,966 -1,441 -0,975 | -1,427 1,079
Slovakia -1,301 -0,107 -1,309 -0,975 | 0,676 -0,486
Slovenia 0,096 -0,823 0,009 0,930 | 0,676 -0,129
Spain 0,600 1,037 -0,518 0,930 | 0,676 1,079
Sweden 1,582 -0,107 1,278 -0,340 | -1,427 0,541

Source: Own work

5.3.3 Implementation of Optimal Area (“BEST”)

Outcome of the cluster analysis is a Dendogram, which cluster the most similar
figures. However these clusters are not providing any comparative order. In or-
der to receive ascending ranking of a countries with the most friendly business
environment it is necessary to employ optimal area called BEST. At this mo-
ment all states and their values can be compared with the optimum and so
ranked.

Optimal Area “BEST” always garners best result of the column, and so
creating supposedly ideal environment for investment or for placement of a
subsidiary company. Columns with tax rates are very clear. We are looking for
the lowest possible tax rate. Tax to GDP ratio is first questionable and unclear
variable. Due to the fact that the whole work is focusing only on an investor per-
spective, the lower Tax to GDP ratio the better for a tax payer (firm or any kind
of a legal entity).

Figures representing Common Consolidated Corporate Tax Base have been
already discussed and it is clear what is the desired outcome. For the BEST area,
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we are looking for the highest number (full tax consolidation across the corpora-
tion), which is number 7 (in non-standardized form).

EURO is the second discussable data set. It is hard to decide whether state
using Euro currency is more suitable for an investment or not. Two-side view
base on Euro-scepticisms and Euro-optimists. Very strong argumentation used
Paul de Grauwe, Euro-optimist and publisher of several studies about positive
results of economies, which adopted Euro as a national currency. He mentioned
multiple positive effects such as:

* Reduction of Transaction costs - With a single currency there will
be no longer a cost involved in changing currencies. Tourists and firms
who trade within the Euro area will observe benefits of single currency.

* Price Transparency - With a common currency it is easier to com-
pare prices in different countries because they would all be in the same
comparable values. This enables firms to reach cheaper raw material
and consumers to buy cheaper goods and services. Eg. new car prices
are higher in the UK than anywhere else, a single currency helps reduce
these price differentials or make it easier for UK consumers to buy from
the Eurozone and easy compare prices.

* Elimination of exchange rate uncertainty - unexpected swings in
the exchange rate can destroy the profitability of exports (e.g. a rapid
appreciation). The exchange rate uncertainty undermines business con-
fidence in investing. Therefore with a single currency business confi-
dence should improve leading to greater trade and economic growth.

 Improvement in inflation performance - The ECB which sets in-
terest rates for the whole Eurozone area will be committed to keeping
inflation low; countries with traditionally high inflation should benefit
from this greater inflationary discipline. EU inflation has been low.

* Low interest rates - It was hoped membership of the Euro would help
reduce bond yields as there was greater security belonging to a stronger
currency. Initially this occurred with bond yields in Greece, Spain and
Ireland converging on German bond yields.

The disadvantages of a single currency come from loss of national sovereignty
and flexibility of usage of national monetary policies (currency depreciation and
appreciation). For example changes in relative prices and wages are much more
easily made through currency depreciation than by renegotiating individual
contracts. Another argument goes hand by hand with a usage of monetary in-
struments. Eurozone countries are usually paralyzed by an asymmetric demand
shock occurrence. They cannot absorb them and deal with them by using the
monetary policy adjustment mechanism.

To conclude this endless discussion, for the purpose of this analysis Euro-
optimistic approach has been employed and so the Optimal Area BEST is using
Euro currency.
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Very interesting data set can be seen at the column named Tax-free days. There
is number of days tax payer is released from a tax burden. Obviously we are
looking for the highest possible amount.

Tab. 5 Implementation of the state BEST

Withholding Ta) Corporate Incon Tax to GDP Rati{CCCTB EURO Tax Free Days
[%] [%] [%] [Days]
Austria 25 25 42,1 Pooling of the result on the parent company Yes 162
| Belgium 25 34 44 Group taxation scheme not avaiable Yes 146
Bulgaria 5 10 33,3 Group taxation scheme not avaiable No 228
Croatia 12 20 37.9 Group taxation scheme not avaiable Yes 204
Cyprus 0 12,5 39.2 Intra-group loss transfer Yes 203
Czech Republic 15 19 35.3 Group taxation scheme not avaiable No 196
Denmark 27 25 48.1 Pooling of the result on the parent company No 209
Estonia 0 21 32,8 Group taxation scheme not avaiable Yes 252
Finland 28 24,5 43.4 Intra-group loss transfer Yes 196
France 10 33.3 44,2 Pooling of the result on the parent company Yes 159
Germany 25 29,58 37.1 Pooling of the result on the parent company Yes 172
Great Britain 0 23 35.5 Intra-group loss transfer No 252
Greece 10 26 312 Group taxation scheme not avaiable Yes 252
Hungary 0 19 35,7 Group taxation scheme not avaiable No 169
Ireland 20 12,5 28,2 Intra-group loss transfer Yes 252
Italy 20 34.4 42,9 Pooling of the result on the parent company Yes 175
Latvia 0 15 28,9 Intra-group loss transfer Yes 252
Lithuania 15 15 30,3 Group taxation scheme not avaiable No 197
Luxembourg 15 29,2 371 Pooling of the result on the parent company Yes 221
Malta 0 35 48,2 Intra-group loss transfer Yes 252
Netherlands 15 25 38,7 Full consolidation Yes 203
Poland 19 19 3.7 Pooling of the result on the parent company No 203
Portugal 25 23 3L3 Pooling of the result on the parent company Yes 211
Romania 16 16 28 Group taxation scheme not avaiable No 252
Slovakia 0 22 28,8 Group taxation scheme not avaiable Yes 195
Slovenia 15 17 36,8 Pooling of the result on the parent company Yes 208
Spain 21 30 33,6 Pooling of the result on the parent company Yes 252
Sweden 30 22 44.5 Intra-group loss transfer No 193
BEST 0 10 48,2 Full lidation Yes 203

Source: Own work

5.4 Cluster analysis

In previous chapter data have been gathered and transformed into a form suit-
able for Cluster analysis. In this chapter Cluster analysis will be elaborated. Ex-
pected outcome of this analysis is a Dendogram, a graphical displaying of two
closest neighbours.

5.4.1 Process of clustering

The Cluster analysis itself will be processed by program MatLab and some addi-
tional computation in MS Excel.

Until now, the main focus was on data editing in order to prepare them for the
Cluster Analysis itself. Now data edited into a desirable form and so the cluster-
ing process shall starts.



72

Practical part

Clustering methods based on the nearest neighbour distance, for this pur-
pose Euclidean distance has been employed.
For calculation of a distance between objects following formula was used

Tab. 6

Original Matrix

d(xi;xj) = \[Z£=1(xl',k - xj,k)z-

In the table below, we can see matrix with distances between objects, which
serves as a base for further calculations.
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0,00

The principle of clustering objects by using nearest neighbour lies in the fact
that we choose the lowest value of the above matrix of distances. We get number
of objects in another table will form a cluster - namely objects 1 and 16, the fol-
lowing formula computes the distance of the cluster from other objects.
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d(sp, s) = min[d (xl-,xj)]; X; € Sp; Xj € S

Tab. 7 First Clustering
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Source: Own work

| TN SO PSR [ P

After such a procedure, new data matrix is compiled. We are going to continue
with clustering process until we all objects belongs to some cluster.

Due to the fact, each subsequent step is exactly the same, I just first two
steps are displayed.

In a graphical form clustering process can be seen on a chart below. The
elimination is clearly visible in each step. Complete linkage has been used as a
method of clustering which gave us great graphical overview of the situation on
the European internal market. Pair of the closest neighbour (the most similar
values) is cluster into a one (new) object in every step.
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Fig.o: Resulting Dendogram
Source: Own work

From the Dendogram above clusters can be estimated final number of clusters.
However this is always strongly dependent on the subjective decision of author.
Final Dendogram of hierarchical agglomerative clustering, complete linkage
method was elaborated by using statistical software MatLab. Complete linkage
tends to find compact clusters of approximately equal diameters. We merged in
each step the two clusters whose merger has the smallest diameter, in other
words the two clusters with the smallest maximum pairwise distance. Method of
clustering, Complete linkage, has been selected for the purpose of this analysis
base on the author’s research of the most common methods used for similar
dataset and aim of the clustering.

On this graphical map of clusters we can see a blue line approaching point
3.3 on the Y-axes. This point was decided to be the maximal distance of clusters.
In other words up to this point objects can be clustered. Within this distance we
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can observe seven clusters and Malta, which did not create any cluster up on till
now. This number of cluster is considered as an optimal and they will be further
discussed. If the distance is set up higher and blue line move up on the vertical
axes Y in order to cover object (state) Malta to some cluster, number of cluster
will decrease and number of object in each cluster increase, further discussion
about characteristic of clusters will not be relevant.

The set distance 3.3 created following clusters (from right to left):

18t cluster: Ireland, Cyprus

ond cluster: Croatia, Greece, Slovakia, Estonia, and Latvia

3rd cluster: Hungary, Czech Republic, Lithuania, Great Britain, and Romania

4t cluster: Poland, Portugal, Slovenia, Netherlands, Luxemburg, and Spain

5th cluster: Sweden, Denmark

6t cluster: Malta

7th cluster: Germany, Austria, Finland, Belgium, Italy, and France.

15t Cluster: Ireland, Cyprus

15t cluster shows perfect example of countries with beneficial regimes supporting
foreign capital investments. Both states are trying to keep this competitive ad-
vantage and so strengthen their positions. Low tax burden (especially of corpo-
rate income tax) suppose to attract investors and create capital inflow.

Cyprus is a specific case, known as so-called Tax haven. The lowest rate of
corporate tax only applies to a 12,5% tax rate. Very significant is a ration tax to
GDP, because the amount of total tax revenues from corporations as a share of
GDP is one of the higher in Europe. Due to the corporate taxation policy, Cyprus
reaching high volume from tax income and other capital gains from a great
amount of registered companies. Unlike traditional, conservative economies
reaching the same result by high taxes. Tax payers happily using this taxation
advantage as a tax optimization tool in international tax planning activities. Cy-
prus confessedly is trying to a considerable competitor to stronger economies of
Europe. (BusinessInfo, 2014)

Ireland is another case of a state, which is trying to benefit from high num-
ber of registered companies thanks to low corporate income tax. However the
power of political system is not as strong as before the world banking crisis and
now a day taxes started to increase. This unfavourable phenomenon is mainly
happening due to the need to cover the deficit of the state budget and increase
revenues. But as it has been said Ireland has primarily seeks to maintain low
corporate tax. (BusinessInfo, 2014)

2nd cluster: Croatia, Greece, Slovakia, Estonia, and Latvia

From the geographical perspective we can see that states like Croatia and
Greece are cost-line states on the south of Europe and on the other hand Esto-
nia and Latvia are cost-line states on the other (north) side of Europe. Estonia,
Slovakia, Latvia applied zero WHT on intra-company dividends and Greece and
Croatia applied also lower rates in comparison to European average level. This
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is the main reason of formation of this second cluster and confirms the “low-
corporate-tax” tool of how to support investment.

Greece is another case representing a county severely hit by the banking
crisis in 2007, which has consequences up till now. Due to very high indebted-
ness and serious problems of financing state expenditures, Greece has to done
numerous reorganization of the tax system. Tax system is still quite instable. In
the year 2014 another reform will be introduce with the aim to support corpo-
rate business and promising to bring several tax benefits.

3" cluster: Hungary, Czech Republic, Lithuania, Great Britain, and
Romania

In the third cluster are greatly demonstrated countries, which have not adopted
the EURO as a single currency, and so they are not part of the monetary union.
In the description of parameters for cluster analysis it has been discussed what
kind of effect might deliver common currency. We are quite often discussing
how to encourage the internal trade of European Union. Common currency is
one of the instruments, which might assist in this process. Entering the Euro-
zone has not only bringing the benefit of single currency it also bringing costs of
using it in a form of loosing the national monetary instruments.

Great Britain is the only “big player” in this cluster. Although rest of the
countries would probably mainly benefit from the adoption common currency,
UK is very sovereign and economically strong country, where is no need to
adopt single currency and at the same time it can react on asymmetric demand
shocks and fight with them by using effective tools of monetary policies. (the
biggest weakness of the Euro-zone). Tax-wise courtiers hold average rates
among the states in EU.

4 cluster: Poland, Portugal, Slovenia, Netherlands, Luxemburg,
and Spain

In the cluster 4t we can observe a mixture of economically strong states Lux-
emburg, Netherlands, Poland versus economically weaker Portugal, Spain and
Slovenia. From dendogram is obvious that these were the original clusters,
which were lately merged together and created 4t cluster (after setting up 3.3
distance by author). If we separate countries into original clusters there we can
see many similarities.

Situation in Netherlands is still worse than before credit crisis and country
is fighting with slow economic growth. After tax reform in the year 2000 corpo-
rate income tax was decreased from 35% to 20% and 25% of excessive income
over 200 000 Euro/year. Economists were hoping to increase a trend of capital
inflow.

Luxemburg is a strong country with stabile economy. It is a dominant coun-
try of financial services, mainly in a banking sector. The biggest influence on tax
legislation is coming from Germany. Due to the exclusivity of Luxemburg corpo-
rate taxation is quiet high in perspective of average EU taxes.
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Poland after crisis has experienced very positive development. There are
many tax benefits and natural person is taxed by 19% as well as corporate in-
come tax.

Spain, Portugal and Slovenia are experiencing very similar development.
All of the countries were severely hit by the credit crisis and their recovery is
very costly and slow. Problem with high unemployment occur especially in
Spain and Portugal. The tax to GDP ratio is rather low, below the EU average.
5th cluster: Sweden, Denmark
The 5t cluster is a perfect example of s states with of countries (Sweden and
Denmark) where tax system is one of the most complicated worldwide. The tax
burden in Denmark is the highest among the EU countries and Sweden is right
behind. In case of those two countries we can talk about the best efficiency of
economic system (tax to GDP ration is significantly high) which consequently
bringing up the index of happiness among inhabitancies. Therefore Denmark
has been occupying first places of this rating for couple years. Both states also
using their national currencies and never adopted EURO.

6t cluster: Malta

Malta is a special case of a single cluster. Malta together with Cyprus is typical
representative of weaker economies, which are trying to catch up the strong
states by offering tax benefits. Cyprus was so far better off also because Malta
levy the highest corporate income tax within EU (35%).

7th Cluster: Germany, Austria, Finland, Belgium, Italy, and France
The 7t cluster consists of countries Germany, Austria, Finland, Belgium, Italy,
and France. They mainly referred to the original EU Member States, except Aus-
tria and Finland. The background of this cluster can be found in geographical
location, which we can call them countries of Western Europe. Thanks to the
location, neighbouring states were closely cooperated ever since they created the
Union. This cooperation brought common aim and desire to simplify intra
trade. Therefore strong forces enforce harmonization processes in tax and legis-
lative systems. Countries of this group are represented by strong economical
and political power and similar historical and institutional development, which
reached advanced level.

5.5 Comparative analysis

The result from cluster analysis does provide a final cluster of two most similar
objects. However, the expected outcome form this analysis we are looking for is
an order of states. This ranking of European states will give us an idea which
states has the best legal and economical environment for a capital investment.
Cluster analysis provides no explanation as to why such a clusters become
to exist neither gives any interpretation, therefore further mathemati-
cal/statistical methods must be apply in order to explain or further examine de-
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veloped clusters. In this chapter, the object (state) BEST is going to be intro-
duced.

The object BEST represents the optimal attributes above all data sets. We
can also call him best state/area with the ideal legal and political environment.
The object has been added into the analysis in order to obtain the possibility of
comparing desired attributes with real attributes of other objects. In general,
BEST setting up a perfect, optimal, ideal or desirable example of a country.

In the table below we can see accurate values of the BEST state.

Tab. 8 Data standardization of the state BEST

Withholding Tax |Corporate Income Tax [Tax to GDP Ratio |CCCTB [EURO |Tax Free Days

(-] (-] [-] (-] [-] [-]
BEST -1,39 -1,82 1,89 2,83 0,68 2,20
Source: Own work

Data in above table were inserted in the standardization format already for the
purpose of further calculations of the distances (dissimilarities). This method
comparing all 28 states with the “state” BEST and measure dissimilarities from
optimum. The result we can see in the table below. States with lower figures are
more similar to the “state” BEST.
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Tab. 9 Dissimilarity from Best
States Dissimilarity from BEST
1 |Cyprus 3.52
2 |Netherlands 3.92
3 |Slovenia 3.08
4 |Luxembourg 4.54
5 |Latvia 4,69
6 |Spain 4,82
=7 |Great Britain 4.86
8 |Malta 4,01
9 |Estonia 4,97
10 |Denmark 5,01
11 |Portugal 5,10
12 |Ireland 5,12
13 |Poland 5,17
14 |Croatia 5,18
15 |Slovakia 5,32
16 |Bulgaria 5.33
17 |France 5,45
18 |Finland 5,46
19 [Greece 5,46
20 |Italy 5.57
21 |Germany 5,66
22 [Sweden 5,85
23 |Czech Republic 5,87
24 |Romania 5,88
25 |Slovakia 5,01
26 |Hungary 6,04
27 |Lithuania 6,11
28 | Belgium 7,02

Source: Own work

The results in the table above display that Cyprus is the most similar country to
the BEST area. As we can see figures are in many cases quite similar however

countries can be still arrange into a systemathical order.
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Fig.10:  Graph of dissimilarities from BEST
Source: Own work

Results of the analysis are graphically presented in the chart Dissimilarity from
BEST. Again we can notice the less dissimilar, and so most similar, compare to
the optimum BEST is Cyprus and the most dissimilar, and so least similar, con-
ditions has Belgium.

5.6 Application of results on practical example

In this closing part of an analytical section, in order to present and explain re-
sults from the statistical analysis author will model a situation, which may occur
on the market in context of dividend policy and tax planning.

Now, author will model a situation where typical Czech business entity
want optimize a tax burden. Base on the findings from the analysis, Cyprus was
evaluated as the most favourable business-legal environment from the perspec-
tive of dividend taxation. For this purpose two cases will be presented.

* Tax burden of a current domestic company structure
* New structure with a foreign (Cyprus) company
5.6.1 Introduction of the case

Lets assume, there is a typical Czech businessman is inquiring to optimize a cur-
rent company structure with the aim to optimize his tax liability and obtain
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higher dividend payments. This model will show clearly if which structure is
more beneficial to use in order to optimize a tax burden and use the interna-
tional tax-planning tool efficiently. For easier comparability of results all figures
were converted to EURO currency.

The current structure, Czech parent company where the main business ac-
tivity represents business sales. This company has one shareholder from the
Czech Republic (100% shares own one natural person). Parent company is a
100% owner of two Czech subsidiaries, which are operating in a real estate busi-
ness and production.

Dividends Investment

Dividends

Dividends

Investment Investment

Fig.11: Current company structure
Source: Own work

Under the current company structure Board of Directors decided to pay 100%
dividends every year from both subsidiaries to the parent company. This trans-
fer is exempted from taxation according to EU Parent-subsidiary Directive.
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Tab.10 Financial situation in Subsidiary company 1

Subsidiary 1 Thousands Euro

EBITDA”? 500
Tax base 500
CIT (19%) 95
EATS 405
Dividends? (100% to parent company) 405

Source: Own work

The table above shows the financial situation of a subsidiary 1, where EBITA of
500 Euro is subjected to 19% corporate income tax. Resulting amount (405 Eu-
ro) after taxation is transfer to the parent company in form of dividend.

Tab.11  Financial situation in Subsidiary company 2

Subsidiary 2 Thousands Euro
EBITDA 500
Tax base 500
CIT° (19%) 95
EAT 405
Dividends (100% to parent company) 405

Source: Own work

The table above shows the financial situation of a subsidiary 2, for the simplifi-
cation of this example both companies have the same financial structure. Again,
EBITA of 500 Euro is subjected to 19% corporate income tax. Resulting amount
(405 Euro) after taxation is transform to the parent company in form of divi-
dend.

7 Earnings before Interest, Taxes, Depreciation and Amortization

8 Earning after Taxation

9 Board of directors decide to pay 100% of dividends to the Parent Company
10 Corporate Income Tax

11 Board of directors decide to pay 100% of dividends to the Parent Company
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Tab.12 Financial situation in Parent company

Parent company Thousands Euro

EBITDA:2 2,000
Dividends -810
Tax Base (rounded) 1,000
CIT (19%) 190
EAT 1,810
Dividend brutto 1,810
WHT 15% 271
Dividends (net) 1,539

Source: Own work

Financial situation of the Czech parent company is demonstrated in the last ta-
ble. Company is generating earnings (before taxation) in amount of 2000 Euro.
Before we subject this amount to corporate income tax, under the Parent-
subsidiary Directive we have to deduct received dividends from the earnings
before taxation and subsequently modify tax base. Tax base is now subject to
19% CIT. The managerial board of directors decide to pay yearly 100% of EAT to
the investor (natural person) in form of dividend. In order to do so, company
must subject this profit (1,810 Euro) to 15% of withholding tax. Finally, the nat-
ural person will receive 1,539 Euro dividend income.

Before we start modelling suggestion of a dividend policy author will provide a
brief overview of Cyprus and Czech Republic legal situations in context of divi-
dend taxation and introduce aim of a holding company in the international per-
spective.

5.6.2 Cyprus

Cyprus occupies one of the first places on the list of countries of the focus of in-
terest for international business companies (BIC). Holding company structure is
in general greatly supported by the government in Cyprus. Thus this destination
holds the role of strong competitor to other places such as Malta, Netherlands
and Ireland also known as favourite holding jurisdiction.

Cyprus’s main competitive advantages are strong and stabile political as
well as legal system with the trust-worthy Anglo-Saxon roots. Cyprus is a mem-
ber of European Union since 2004, adopted the EU Acquis Communautaire (le-
gal system of EU) and EU Directives. Tax system in Cyprus is fully compliance

12 §19 Czech Income tax Law
13 Withholding Tax
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with the code of Conduct for Business Taxation and against harmful tax compe-
tition. As of April 2009, Cyprus proudly features on the White list of OECD.

Cyprus Island, located in southeast Europe in the Mediterranean See, al-
ready assumed one successful term of the EU presidency in the second half of
2012. In the year 2008, Cyprus became also a member of Eurozone, ever since
that is using EURO as a national currency. Cyprus has also signed significant
number of bilateral treaties, double taxation treaties (over 45 pieces).

Cyprus has, in the last decades, became a reputable and trust-worthy finan-
cial centre supported by highly developed legal, advanced accounting and bank-
ing sector. Cyprus benefits from large portfolio of skilled and multilingual work-
force, great telecommunication systems and convenient infrastructure with
great accessibility of flight connections.

The geographic location of Cyprus is connecting three continents - Europe
to Africa, and though Middle East Europe to Asia. This disposition naturally
makes the island a centre for business and trade operations.

There is a summary of features, which makes Cyprus very popular for setting up
holding, financing and royalty structures, with the focus on foreign capital in-
vestments. Following main features provide highly interesting tax planning op-
portunities to the investor:

* One of the lowest corporate income tax rates in Europe at 12,5%;

* Dividend income is generally exempt from taxation;
* No withholding taxes;

* Full adoption of the EU Parent-Subsidiary Directive, EU Mergers Di-
rective, EU Royalty and Interest Directive and the EU Directive on Mutual
Assistance and Cooperation; and

» Extensive network of tax treaties (with 46 countries) for the avoidance
of double taxation. (KPMG, 2014)

Tax Residency

A company is considered to be tax resident in Cyprus if the management and
control is exercised in Cyprus. (Place of Effective Management Principle)
(KPMG, 2014)

Corporate Tax
Trading profits are taxed at the rate of 12,5%. This is one of the lowest corpo-
rate income tax rates in Europe. (KPMG Tax Service, 2014)

Dividends
Inter-company Dividends
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A Cyprus tax resident Company is exempt frrom tax when dividends are re-
ceived from another Cyprus resident Company. And dividends are not indirectly
distributed after the expiry of a four-year period from the end of the year to
which the profits giving rise to the dividend relate. This regulation took place in
force January 1st 2012. (KPMG Tax Service, 2014)

Dividends Received from Abroad
Dividends received from abroad are exempt from any tax if one of the following
conditions is satisfied:

* The company that is paying out dividends is not entitled directly or indi-
rectly in more than 50% activities which lead to passive income (non-
trading income) (KPMG Tax Service, 2014)

* The foreign tax burden on the income of the company paying the dividend
is not substantially lower than the tax burden in Cyprus (An effective tax
rate of at least five percept in the country paying the dividend satisfies this
condition).

If neither of the above conditions is satisfied, then dividends received from
abroad are taxed at the level of the Special Contribution for Defence (SCD) at
the rate 17% for years 2014 onwards. (KPMG Tax Service, 2014)

Foreign Tax credit

A tax credit will be applied according to the Double Taxation Treaties concluded
by Cyprus. In the absence of a Double Taxation Treaty, Cyprus unilaterally apply
a credit for the foreign tax paid on the same profit. For dividends received from
other EU Member States the underlying tax credit is also available. (KPMG Tax
Service, 2014)

Withholding Taxes

Non-tax resident persons (companies or individuals) are relieved form any fur-
ther taxation (withholding taxes on dividend payments). (KPMG Tax Service,
2014)

Double taxation treaties — unilateral tax credit relief

The double taxation treaties that Cyprus has signed apply in full. At present Cy-
prus concluded more than 46 bilateral treaties and any resident companies may
use their provisions and claim their relevant benefits. In addition, unilateral tax
credit relief schema is also available in Cyprus legislation. (KPMG Tax Service,
2014)

Business International Treaties (BIT)
This schema is available in Cyprus only for direct investment, to protect interna-
tional businesses.
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The tax legislation of Cyprus has been prepared in a way to balance and encour-
age competitiveness of Cyprus with a large international business centers. Cy-
prus also has to holds its commitments towards the EU. As a result the competi-
tive advantage has been developed and works as a tool for tax optimization,
therefore tax-planning structures can be achieved. The Cyprus companies ob-
tained the lowest taxation in Europe and other trading benefits. (KPMG Tax
Service, 2014)

5.6.3 The Czech Republic

The Czech Republic is a traditional Central Eastern European Country (CEE)
with an ideal accessibility to central European market. We might as well called
Czech as an example of a country with conservative market. The Czech Republic
has entered EU and became member in the year 2004. Country has a long histo-
ry of industrial production and is the export always dominated over the import
— typical export country.

As a strength should be definitely named well-developed financial/banking
sector with a strong independent central bank, ensuring extremely stabile na-
tional currency Czech Crown. Thanks to this monetary system Czech has a great
resistibility and good capacity to withstand the global economic crisis or other
asymmetric demand shocks.

In a contrary to Cyprus, the Czech Republic has not entered Eurozone yet.
From this perspective country is seen as very skeptical towards Europe and the
lack of interest in the adoption of the Euro could discourage certain European
entrepreneurs which is stopping capital inflow in form of financial investments.
Moreover in the long term make the country less competitive. The lack of labor
force also slows down the country's development (it is often necessary to hire
foreign workers in order to fulfill production demands).

Otherwise, the Czech republic has fully adopted the EU Acquis Communau-
taire (legal system of EU) and EU Directives. Tax system in Czech is fully com-
pliance with the code of Conduct for Business Taxation and against harmful tax
competition.

Summary of key features of the Czech Republic, in terms of foreign capital in-
vestment:

* The corporate income tax rates at 19%;
* Dividend income is generally not exempt from taxation;
* Withholding tax is 15%;

* Full adoption of the EU Parent-Subsidiary Directive, EU Mergers Di-
rective, EU Royalty and Interest Directive and the EU Directive on Mutual
Assistance and Cooperation;
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* Extensive network of tax treaties (with 76 countries) for the avoidance
of double taxation. (Deliotte, 2014)
Tax Residency
A company is considered to be tax resident in Czech Republic if the manage-
ment and control is exercised in Czech Republic.
(Deloitte, 2014)

Corporate Tax
Trading profits are taxed at the rate of 19%. (Deloitte, 2014)

Dividends

Inter-company Dividends

Dividend payments between Czech companies are fully exempt from withhold-
ing tax in case of satisfying a holding in the subsidiary (parent-subsidiary di-
rective) (Deloitte, 2014)

Dividends Received from Abroad
Inbound dividends — in Czech is a parent company - are exempt if:

* Dividends are paid by a subsidiary which is resident of a EU member state
and the parent holds at least 10% shares for an uninterrupted period of at
least 12 months

* paid by a subsidiary that:

> is tax resident in a country outside the EU that has concluded a tax
treaty with the Czech Republic

> has a specific legal form

> satisfies the conditions for the dividend exemption under the EU
parent-subsidiary directive

» is subject to home country tax similar to the Czech income tax at a
rate of at least 12% (Deloitte, 2014)

Foreign Tax credit

Foreign tax relief (credit or exemption) is generally available only under bilat-
eral tax treaties. If relief is not available under a treaty, income tax paid abroad
may be consider as an expense and deducted in the following taxable period.
(Deloitte, 2014)

Withholding Taxes
Dividends paid to a non-resident are subject to a 15%/35% withholding tax,
unless the rate is reduced under an applicable bilateral tax treaty.

* 15% standard rate is

* 35% rate levied on income paid to a tax haven (i.e. a jurisdiction that has

not concluded a bilateral tax treaty or an agreement with the Czech Repub-
lic)
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Under the rules of EU parent-subsidiary directive, dividends paid by a Czech
company to a parent company located in another EU member state are exempt
from withholding tax. (Deloitte, 2014)

Double taxation treaties

The ministry of Finance has listed all double taxation treaties that the Czech
Republic has signed and can be apply in full. The Czech Republic concluded
more than 76 bilateral tax treaties based on which resident companies may
use their provisions and claim their relevant benefits. (Deloitte, 2014)

The Czech Republic is a continental type of a country with a quite conservative
approach towards liberalization of tax legislation in comparison to Cyprus.

Czech has a great potential for foreign capital investment but unfortunately its
volume restricted by EU skepticism and absence of single currency.

Tab.13 Important factors for dividend taxation

Corporate Dividend Withholding Parent- Double

income taxation tax Subsidiary taxation
tax directive Treaties
Czech 19% Not ex- 15% yes yes
empted
Cyprus 12,5% Exempted 0% yes yes

Source: Own work

5.7 Suggested Dividend Policy in Context of International
Tax Planning

In regards to the model example of Czech Company, which has enquired a de-
crease of tax liability and increase the dividend payments. The situation is call-
ing for transformation of this current domestic model on to a new model with a
possibility to use the international tax planning as a tool for a optimizing a divi-
dend policy. From the results of the analysis and legislative overview of the
states (Cyprus and the Czech Republic) the suggested company structure will
follow.
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Dividends Investment

Dividends Dividends

(Czech)

Investment Investment

Lompan

(Czech)

Fig.12:  Suggested company structure

Source: Own work

In order to fully utilize the benefits and tax advantages of Cyprus, author sug-
gesting to locate parent company in Cyprus as it is demonstrated on the schema
above. Both subsidiaries will be still located in Czech as well as 100% the own-
er/investor. In the following tables new financial situation of parent and subsid-
iaries companies will be presented.

Similarly as in the first case Board of Directors decided to pay 100% divi-
dends every year from both subsidiaries to the parent company. This transfer is
exempted from taxation according to EU Parent-subsidiary Directive.

Tab.14 New financial situation of Subsidiary 1.

Subsidiary 1 (CZ) Thousands Euro
EBITDA 500
Tax base 500
CIT (19%) 95
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EAT 405

Dividends (100% to parent company) 405

Source: Own work

The table above shows the new financial situation of a subsidiary 1 under the
same circumstances, where earning (EBITA) is the same as in the Czech struc-
ture, of 500 Euro is subjected to 19% corporate income tax. Resulting amount
(405 Euro) after taxation is transfer to the parent company in form of dividend.

Tab.15 New financial situation of Subsidiary 2.

Subsidiary 2 (CZ) Thousands Euro
EBITDA 500
Tax base 500
CIT (19%) 95
EAT 405
Dividends (100% to parent company) 405

Source: Own work
Situation in subsidiary 2 remains unchanged.

Tab.16  New financial satiation of Parent Company.

Parent company Thousands Euro

EBITDA 2,000
Dividends -810
Tax Base (rounded) 1,000
CIT (12,5%) 125
EAT 1,875
Dividend brutto 1,875
WHT 15% 281
Dividends (net) 1719

Source: Own work

Changes in financial structure are under the new location of a company are very
obvious. Net dividends in a Czech regional structure were in the amount of
1,539 Euro, relocation of a parent company to Cyprus brought 180 Euro in-
crease of dividends which in new international structure reached 1719 Euro.
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This model showed us clearly structure of a dividend policy, which is more

beneficial to use in order to optimize a tax burden by through the international
tax-planning tool.
Due to non-existence of tax neutrality, on the model situation above is clearly
visible how different should be the resulting net dividend profit by using two
different company structures. Dividend taxation in Czech is burdened by higher
corporate income tax (19%) and withholding tax (15%) when dividends are pay
out to final owner/investor/natural person.

Situation in Cyprus is more optimistic, mainly thanks to Cyprus liberal tax
system. Corporate income is taxed only by 12,5% (lowest tax rate in EU) and
dividends are exempted form further taxation by withholding tax. In this case
transaction is supported by bilateral treaties on each side and regulated by EU
Parent-subsidiary Directive rules.

In regards to personal interest of a natural person, he decided to buy a property
of in Malta. Natural person with his family is spending there every year at least
90 days and at the same time abnegates the Czech residency. In the matter of
this decision the residency of a natural person will be changed, which will bring
different legislative procedures for this person. A dividend transfer from the
parent company in Cyprus to natural person with a residency in Malta, such a
dividends will be exempted from taxation entirely. In such a case the profit
share paid to a natural person in form of a dividend will be 1,875 Euro.
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6 Discussion

For the purpose of the Diploma Thesis (Company Dividend Policy in Context of
International Tax planning) it was essential to study the European corporate
business market from a macroeconomic point of view.

While observing the global development of taxation in the European Union
it is surely impossible to ignore its increasing importance. The growing im-
portance of this development has mainly been based on the negative trend of
rising state budget deficits in many countries.

The EU is commonly considered a world-strong trading and business lead-
er. After the creation of the single market there was a significant increase in
trade and economic activity in general. Thus this moment is often considered an
essential purpose of EU common market creation. Current situations on the Eu-
ropean market are quite difficult from the perspective of two participating sides
— international companies vs. national governments.

One side represents cross-border business companies, which are trying to
reach their goal of profit maximization, through usage of an aggressive taxation
planning tool in order optimize their tax burden. On the other side, national
governments, which are trying to maximize their tax revenues from this corpo-
rate sector.

From the macroeconomic point of view, the latest steps towards harmoni-
zation of transaction on the European market were greatly supported. Over time
this harmonization process, which was supervising and suggesting common
rules on the market, lead to tax competition and a fight of a national govern-
ment to get sufficient amounts of financial resources from tax collection in order
to cover their government expenditures.

This negative phenomenon, the tax competition, developed a very sophisti-
cated model of the tax planning system, which soon became very popular. This
system, created across various jurisdictions, is helping international companies
to effectively shift taxable profits into the states with beneficial tax regimes or
other business benefits. Such corporations create a new tax structure, used as a
tool for optimizing the overall group tax burned. Typically, this is done through
the establishment of offshore businesses in so-called tax havens, which in addi-
tion are bringing anonymity and protection of an investment. The problem of
significant capital outflow from European countries to advantageous jurisdic-
tions was one of the many failures, which started the last credit crisis.

The above-mentioned two “fighting” groups are coordinated by suprana-
tional organizations (OECD, UN, European Commission, European Court of
Justice, etc.) that are supervising and proposing solutions of action taken on
each side.

National authorities are also trying to eliminate capital outflow, the negative
effect of tax harmonization, and restrict tax optimization processes, however
their tools such as exchange of information with state authorities from oth-
er countries or current controls of transfer pricing were found to be insuf-
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ficient tools to limit corporations from this action. Mainly all economically
strong and developed countries have concluded Bilateral Treaties also called
Treaties on Avoidance of the Double Taxation. These contracts are used to pre-
vent double taxation of income, profits or property. Moreover it serves to com-
bat tax evasion and also give legal certainty to taxpayers while concluding inter-
national transactions (cross-border businesses, dividend payments, etc.). These
treaties are legally binding on the Force Majeure. In another words, they are
used as a supranational law.

In business journals we can frequently find reports declaring that Multina-
tional enterprises are paying minimal or no income taxes. At the beginning of
the globalization process the main source of interest was the avoidance of dou-
ble taxation, however the current situation is completely different and the main
issue OECD is dealing with is “double non-taxation”. In 2013 OECD introduced
the new initiative Base Erosion and Profit Shifting (BEPS) which was supposed
to propose action towards elimination of this phenomenon.

This brief overview of the situation on the European corporate business
market evokes a question.

How can it be ensured that companies will tax at the place of
source?

In my personal opinion I would find it essential to create simple, under-
standable and fair tax legal structure that is not creating a pressure, nor
punishing a fair-minded taxpayer in a fight against profit from a legalization of a
crime action. Reinforce the action of Central Management and Control,
and coordinate the place of effective management. In fact, many countries con-
sider a tax resident (subject to tax worldwide income) not only companies in-
corporated in the State (A) but also companies established in another State (B)
if the place of effective management is located in State A. Also implementing
rues of Controlled Foreign Company, where the fundamental purpose is to
tax the profits of such entities at the level of its owners (without dividends hav-
ing been distributed!). Finally, very promising and revolutionary new initiative
of OECD action plan BEPS (Base Erosion and Profit Shifting plan). OECD
will try to create a harmonized information stream among the states, neutraliz-
ing the effect of Hybrid Arrangements, finding a correct place to subject com-
pany IT and digital companies to tax (digital goods and online services), strict
rules for financial transaction within a group of companies, and effective ac-
tion against harmful tax regimes.

The focus of the work was European taxation of corporate profit — especially
taxation of dividends. For a comprehensive outlook the Cluster analysis was
elaborated in the practical part. The Cluster analysis illuminates relationships
among EU countries. Groups of EU states (Clusters) were formed in the cluster-
ing process, which identifies similarities based on input criterions. The author
set up a distance level and so countries were merged into seven clusters, which
are further discussed in the previous section. Due to non-existence of the tax
neutrality principle, similarities of clusters do not have complex character, and
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different systems or approaches can be found. This fact can bring inspiration for
innovation of national tax legislations. In the cluster analysis, criterions which
the author found relevant in the context of dividend taxation, were used.

In the next step of the analysis the object (state) BEST was implemented in
order to interpret results and obtain the ranking of states. BEST represents op-
timal attributes above all data sets. The object has been added into the analysis
in order to obtain the possibility of comparing desired attributes with real at-
tributes of other objects. In another words, BEST sets up a perfect, optimal, ide-
al or desirable example of a country for capital investment, therefore compara-
tive analysis with results of other states was elaborate.

After completion of this part, Cyprus became a state with minimal dissimi-
larity from state BEST, the ideal state for capital investment based on determin-
ing criterions.

In the final part of the complex analysis the author was applying results in a
practical example. The aim of this demonstration was to model a real situation,
which can happen in the market and show how a dividend policy can, by using
tool international tax planning, decrease a total tax burden of a company. The
dividend policy is a very complex process of strategic intercompany decision-
making about concepts proposed by a team of analytical experts. It represents a
profit distribution tool for rewarding corporate investors for an acceptance of a
risk of providing their financial resources to the company.

The dividend policy is the subject of intensive research and interest in fi-
nancial theory since the mid-twentieth century. The basic questions are how
dividend policy affects the market value of the company and position on the
market, according to assumption of profit maximization. There are many meth-
ods, analytical schemas, mathematical models and formulas which are helping
to evaluate and predict the attractiveness of the stock, position of a company on
the market, market shares, and investment opportunities.

As an example the author introduced a company structure located in the
Czech republic entirely and demonstrated a typical process of dividend payment
from subsidiary to initial investor/shareholder/natural person through a parent
company. By using a tool of international tax planning, the author suggested a
different dividend policy and relocated the parent company to a different juris-
diction.

Current company structure without employing a foreign jurisdiction:

* Natural person is a 100% owner of a Czech company which is a parent
company and 100% shareholder of two subsidiary companies located also
in the Czech Republic.

* Every year profit shares (dividends) are paid in full from subsidiaries to
parent company and finally to the natural person.

e Total tax burden is 53%.
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This simple example clearly describes that dividend taxation in Czech is bur-
dened by higher corporate income tax (19%) and withholding tax (15%) when
dividends are paid out to final owner/investor.

Model situation with employing a foreign jurisdiction:
* Natural person is a 100% owner of a Cyprus company which is a 100%
shareholder of two subsidiary companies located in the Czech Republic.
* Every year profit shares (dividends) are paid in full from subsidiaries to
parent company and finally to the natural person.
* Total tax burden is 46,5%.

The savings by using this suggested model, with employing a foreign jurisdic-
tion, equate to 6,5%.

As we are comparing this situation to Cyprus it seems to be much more optimis-
tic, mainly thanks to Cyprus’ liberal tax system. Corporate income is taxed only
by 12,5% (lowest tax rate in EU) and dividends are exempted from further taxa-
tion by withholding tax at the level of parent company. In both cases transac-
tions are supported by bilateral treaties on each side and regulated by EU Par-
ent-subsidiary Directive rules.

Results from the model situation have proven the assumption of the benefi-
cial tax system of Cyprus and calculate the difference of net income from cross-
border dividend transfer, in comparison to typical central Europe country the
Czech Republic.

As it was discussed previously, predicting development of the situation on
the market is very difficult. Scientific studies have shown that the behaviour of
an investor can be very irrational. The main forces driving the market are supply
and demand. In order to follow the concept of this work and the macroeconomic
outlook, the dividend policy was decided on the fundamental basis of the exter-
nal factor supported by the macroeconomic overview of Cyprus and the Czech
Republic.

Decision making about the location of companies (or other entities subject-
ed to the tax liability) is based on the freedom of business entities which is going
along with non-existence of a tax neutrality. Both factors can lead tax payers
towards optimization of a tax burden. In the practise we can find some other
procedures which support international tax planning within a group of compa-
nies. Very frequently we can come across:

» Existence of what is called “artificial cost”. When a parent company
sends out invoice for “artificial services” which never happened in reality
and which are very hard to enumerate (on a real basis).

* Transformation of one type of income into a different kind, which is sub-
jected to favourable tax liability or is exempted for taxation completely
(transformation of a dividend to interest income)
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* Advantageous pricing of goods/products transfers within a group of
companies

However, the taxpayer has to be ready and have a good explanation and docu-
mentation of all circumstances involved in above-mentioned activities, because
these techniques will probably attract attention of national tax authorities,
which will very soon be based on OECD BEPS initiative. The only advantage of a
taxpayer is the opportunity the use of high proficiency and developed skills of
tax advisors.
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-7 Conclusion

The international tax planning is a very popular tool used among taxpayers
for the purpose of optimizing a tax burden. However, as usually, every coin has
two sides. Although international tax planning is greatly appreciated by taxpay-
ers on the other hand is strongly refused by states governments.

One side represents international business companies, which are trying to
reach their goal of profit maximization, through usage of international taxation
planning tool and relocation of their businesses into a tax beneficial environ-
ment, in order optimize their tax burden. On the other side, we have national
governments, which are also trying to maximize their tax revenues with the fo-
cus on the corporate sector. National governments are trying to fight against
this negative phenomenon and considerable a capital outflow.

This diploma thesis is describing how can be the international tax planning
used as a tool for establishing a company dividend policy structure (profit max-
imization). The thesis provides an example of a transformation of a current do-
mestic company structure into a new more tax efficient international structure.

The fundamental analysis, Cluster analysis, helps us to developed a macro-
economic overview of European conditions for taxation, with the focus on divi-
dend taxation. States with similar conditions were clustered into groups, which
were further discussed. The comparative analysis provided an order of states
with attributes most similar to the ideal environment. This hypothetical state
with optimal condition was named BEST. On the scale of dissimilarities from
this state BEST, Cyprus has got the lowest figures, therefore under real circum-
stances was evaluated as the most suitable county for a capital investment and
advantageous taxation of dividends.

In order to demonstrate the effect of international tax planning in context
of company dividend policy imaginary company structure has been introduced.
The aim was to model a new structure, which would be more efficient cost-wise.
Original company structure contains the main shareholder (the natural person)
with a Czech residency on the top, who is a 100% owner of parent company op-
erating in business sales, which is a 100% shareholder two subsidiary compa-
nies focusing on production and real estates. Board of directors decided that
dividends would be paid yearly in full (100%) amount to the natural person
from subsidiaries through the parent company. This original structure was lo-
cated in the Czech Republic entirely and also liable to tax of 53%. Dividend prof-
it of the natural person was 1,539 000 Euro per year.

Newly developed, suggested structure holds the same business conditions,
however based on the finding from Cluster and comparative analysis author
recommended to transfer parent company to Cyprus, which offers beneficial
environment tax-wise especially lowest corporate income tax (12,5%). Moreo-
ver, thanks to knowing the fact that our natural person in a mid of sixties has a
desire to move abroad but still be able to coordinate business, from the econom-
ic point of view author suggested to move to Malta island. The natural person
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has done all necessary procedures and obtain Maltese residency. Malta also
proudly declares its tax friendly environment, especially in context of taxation
dividends of residents, which paid 0% tax.

Final effect of suggested dividend policy and transformation of a company
structure in context of international tax planning is that final receiver of divi-
dends, resident of Malta, would pay zero withholding tax and on the corporate
level would decrease tax burden by 6,5%, by moving his parent company to Cy-
prus.
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MatLab source code for calculation of distance table and Dendogram:

Y = [
1.09
1.09
-0.90
-0.20
-1.39
0.10
1.28
-1.39
1.38
-0.40
1.09
-1.39
-0.40
-1.39
0.59
9.59
-1.39
0.10
0.10
-1.39
0.10
0.49
1.09
0.19
-1.390
0.10
0.69
1.58
1;

0.32
1.61
-1.82
-0.39
-1.47
-0.54
0.32
-0.25
0.25
1.51
0.98
0.04
0.47
-0.54
-1.47
1.67
-1.11
-1.11
0.92
1.75
0.32
-0.54
0.04
-0.97
-0.11
-0.82
1.04
-0.11

........

dist = pdist(Y);

tree

--------

table =

pause();

0.88
1.20
-0.57
0.19
0.40
-0.24
1.87
-0.65
1.10
1.23
0.06
-0.20
-0.91
-0.17
-1.41
1.01
-1.29
-1.06
0.06
1.89
0.32
-0.83
-0.90
-1.44
-1.31
0.01
-0.52
1.28

9.93
-0.98
-0.98
-0.98
-0.34
-0.98
9.93
-0.98
-0.34
0.93
9.93
-0.34
-0.98
-0.98
-0.34
9.93
-0.34
-0.98
0.93
-0.34
2.83
0.93
9.93
-0.98
-0.98
0.93
0.93
-0.34

squareform(dist);
save distances table

0.68
0.68
-1.43
0.68
0.68
-1.43
-1.43
0.68
0.68
0.68
0.68
-1.43
0.68
-1.43
0.68
0.68
0.68
-1.43
0.68
0.68
0.68
-1.43
0.68
-1.43
0.68
0.68
0.68
-1.43

-1.39
-1.83
0.42
-0.24
2.20
-0.46
-0.10
1.08
-0.46
-1.48
-1.12
1.08
1.08
-1.20|
1.08
-1.04
1.08
-0.43
0.23
1.08
-0.27
-0.27
-0.05
1.08
-0.49
-0.13
1.08
-0.54



