
Compared to last year the effective level
of company taxation has declined in half
of the new member states. On average,
the tax burden has decreased from 21.3
percent in 2003 to 19.6 percent in 2004.
The highest relief accounts to Poland, the
Slovak Republic, and Latvia, while Lithu-
ania, Latvia, and Cyprus remain the most
tax attractive countries overall. In Germa-
ny the effective average tax rate amounts
to 36.0 percent which is about double
the rate of six of the new member states.
These are the results of a study carried
out by the ZEW in co-operation with Ernst
& Young. The study is based on a pre-
vious study and has been updated taking
into account the dynamic changes in
company taxation until the enlargement
of the European Union on 1 May 2004.

The study relies on the measure of the
effective average tax rate (EATR) derived
from an internationally accepted ap-
proach developed by Devereux and Grif-
fith. The model considers corporate in-
come tax, real estate tax, local business
tax, and covers the most relevant tax pro-
visions in addition to the tax rates. Half
of the new member states have reduced
their corporate income tax rates in the
past year, and some countries now offer
more generous depreciation allowances
and have eased restrictions concerning
the tax treatment of losses. Compared to
the previous year, the EATR has declined
in five of the new member states. Only in
the Czech Republic companies face a
higher tax burden despite the fact that
the Czech government has lowered the

corporate income tax rate from 31 to 28
percent. The counter effect of abolishing
a tax credit on distributed profits ex-
ceeds the reduction of statutory tax rate
and thus leads to a rise in EATR. Poland
and the Slovak Republic report the most
significant decline of the tax burden. The
tax rate reduction from 27 to 19 percent
in Poland is reflected by an effective tax
relief of 6.7 percent and by a new EATR 
of 18.0 percent. Within Central Europe, 
Poland has advanced from the country
imposing the highest tax burden to the
second most tax attractive location. The
Slovak Republic has reduced the corpo-
rate income tax rate from 25 to 19 per-
cent. As a result the EATR has declined
from 22.1 to 16.7 percent which is now
the lowest tax burden among the Central
European countries. Considering all new
member states the Slovak Republic has

advanced to the fourth most attractive
location. In Latvia corporate income tax
rate was cut from 19 to 15 percent, driv-
ing down the EATR by 3.4 percentage 
points. The corporate income tax rate 
reduction from 18 to 16 percent in Hun-
gary and changes in tax accounting rules
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in Lithuania have only caused a margin-
ally lower EATR.

In Germany the corporate income tax
rate was withdrawn from 26.5 to 25 per-
cent. This has only a minor impact on the
effective level of company taxation, re-
ducing the EATR by 1.2 percentage points
to 36.0 percent in 2004 which is still con-
siderably higher than the average of the
new member states (19.6 percent). Ger-
man companies bear a tax burden which

is at least 11.3 percentage points higher
compared to the new member states
when Malta remains out of considera-
tion. Lithuania (12.8 percent), Latvia
(14.4 percent), and Cyprus (14.5 percent)
offer the lowest EATR. In addition to the
latter, the Slovak Republic, Poland, and
Hungary report an EATR which amounts
to only about half of the tax burden of
German companies. This reflects a signif-
icant tax advantage of the new member

states which has been extended in some
countries through recent tax reforms.

Since only 5 percent of dividend in-
come is taxable in Germany, a Germany-
based multinational enterprise can bene-
fit from the lower tax level in the new
member states even if the profits are re-
patriated to Germany by dividend pay-
ments. According to the Parent-Subsidi-
ary Directive, withholding taxes have
been abolished for qualifying participa-
tions as of 1 May 2004. As a result, the
additional tax burden stemming from
withholding taxes on dividends has been
eliminated. The amendments of national
rules to the Parent-Subsidiary Directive
reduce the average EATR from 24.4 to
21.7 percent by 2.7 percentage points.
The EATR is between 3.1 and 9.8 percent-
age points lower for countries having im-
posed a withholding tax on dividends.

Offering tax incentives is still a com-
mon policy of the new member states to
attract foreign direct investments. These
tax incentives have a considerable im-
pact on both the level of effective tax bur-
den and the ranking of the countries re-
ducing the average EATR to 14.3 percent.
The Czech Republic gains the most signif-
icant rise in relative attractiveness, ad-
vancing three places in the ranking. Fur-
thermore, in the three Baltic countries as
well tax incentives contribute consider-
ably to the relief of the tax burden. How-
ever, multinational investors have to bear
in mind that most of the tax incentives
might breech European law, in particular
contravene the state aid provision of the
EC treaty. The new member states are
aware of this issue and have either abol-
ished tax incentives or left them to expire
in the near future. In order to continue 
to attract international capital, there is a
trend to compensate for abolishing tax
incentives through tax rate reductions.
Corporate income tax rates have been 
reduced recently or will be reduced in 
seven of the ten new member states.

The study is available on the Internet
at ftp://ftp.zew.de/pub/zew-docs/gut
achten/Studie_ZEW_E&Y_2004.pdf.

Martin Finkenzeller, 
steuern@bwl.uni-mannheim.de

Prof. Dr. Christoph Spengel, spengel@zew.de
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I N S I D E Z E W

Change in ZEW’s Commercial Administration

On 21 July 2004, the ZEW held a fare-
well ceremony for the ZEW’s longstand-
ing commercial director Ernst-O. Schulze;

the ceremony also provided an opportu-
nity to welcome his successor Thomas
Kohl.

Born in 1939, Ernst-O. Schulze was
appointed to the management of the
newly founded ZEW in 1990 and subse-
quently shared responsibility for the
overall management of ZEW initially with
Prof. Dr. Dr. h.c. Heinz König and, after
1997, with the latter’s successor Prof.
Dr. Dr. h.c. mult. Wolfgang Franz. Ernst-O.
Schulze worked with tremendous com-
mitment on turning the new institute in-
to one of the leading economic research
institutes in Germany, leaving his mark

by introducing management instru-
ments and methods tailored to the
needs of an academic institution. Fur-

thermore, knowledge transfer has also
been one of his key concerns.

Schulze’s position has been filled 
since 1 August 2004 by Thomas Kohl.
Born in 1962, he worked as head of ad-
ministration for an international organi-
sation before coming to the ZEW in 1992
where he has since supported the devel-
opment work undertaken by the manage-
ment team. Thomas Kohl was in charge of
administration services as well as hold-
ing several staff positions. He was grant-
ed general commercial powers of attor-
ney in 1997 and was appointed deputy
commercial director in 2001.

from left: the chairman of the ZEW’s supervisory board, Gerhard Stratthaus; the former and the new
commercial directors, Ernst-O. Schulze and Thomas Kohl; the president of the ZEW, Wolfgang Franz
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High levels of prosperity and welfare in
Germany and other countries of the Euro-
pean Union are dependent on equally
high levels of technological efficiency
which will enable Europe to holds its own
in international competition with the
USA or rising China. A glance at expendi-
ture on research and development (R&D)
is alarming however: The USA invests
over 120 billion euros a year more in R&D
– and thus in new, competitive ideas and
products – than does Europe.

In order to prevent the EU falling fur-
ther behind the United States of America
and its Asian competitors in terms of
technological development, a political
decision was taken in 2002 to exercise
an enormous effort of will in the form of
the “Action Plan for Europe”. The objec-
tive of this action plan is to lift R&D spen-
ding from its current level of 2 percent of
gross domestic product to 3 percent in
the future. Two thirds of the extra funds
are expected to come from business and
industry, with one third being contribut-
ed by the state.

A study by the ZEW and the Finnish
Technical Research Centre (VTT) has now
examined whether more intensive public
support for R&D really does stimulate 
innovative activities at the private enter-
prise level. The study measured the 
“innovation success” of Germany and
Finland based on the number of patent
registration applications generated by
state promotion of collaboration in the
field of research. Patent registrations
provide a good indicator as they reliably
map the future technological perform-
ance of countries.

The analysis of almost 3,000 compa-
nies reveals that financial incentives pro-
vided by the state are more successful
than is generally assumed. Companies
which receive state support for their R&D
projects are more likely to register pa-

tents than companies which do not
receive such support. Free rider effects
appear to be of subordinate relevance 
in the overall assessment. 

Major potential among SMEs

The positive impact of state promo-
tion in Germany, for example, is largely
due to the collaborative undertakings
associated with such support – i.e. co-
operative ventures with academic insti-
tutions or other companies – and which
are chosen by the companies them-
selves. The innovation output of compa-
nies undertaking research is positively
stimulated by such collaboration. The
same holds true in Finland. Given that
R&D collaborations are already much
more widespread in Finland than in 
other EU member countries, there is very
little scope for further boosting the inno-
vation activities of companies by inten-
sifying the promotion of cooperation in
the field of R&D. In contrast, there is a
great deal of potential in Germany, and
among innovative German small and
medium-sized companies in particular,
which could be stimulated by coopera-
tive research undertakings and networks

and could well lead to improved techno-
logical performance.

The study thus concludes that state
promotion alone is not sufficient to bring
about an increase in R&D investments –
a key role is played by the exchange of
knowledge in a situation of division of
labour. State promotion can help com-
panies to improve their innovation suc-
cess if such support is tied to a require-
ment to engage in collaborative ven-
tures. Small companies can profit from
state support for their R&D efforts in par-
ticular when such funds enable them 
to engage in more risky R&D projects. 

However, the decisive role is played
by the cooperative ventures linked to
such research promotion. Cooperative
networks currently in receipt of funding
support are often felt by qualifying com-
panies to be too large and unwieldy. The
aim of European research policy must
therefore be to stimulate collaborative
R&D by private enterprise whilst ensur-
ing that such cooperative efforts do not
become impractical. 

Dr. Dirk Czarnitzki, czarnitzki@zew.de

Dr. Bernd Ebersberger, 
b.ebersberger@ isi.fraunhofer.de

Dr. Andreas Fier, fier@zew.de

Research Promotion in Europe:
Collaborations Promise Success
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The OECD determines and publishes
average tax ratios for each of its member
countries. The provisional tax ratios for
2002 display 10.1 percent for Germany
representing one of the lowest among
the European OECD members. Discus-
sions dealing with Germany’s attractive-
ness for investments often state the low
German tax ratio to be an investment ad-

vantage. The ZEW, however, identified
an effective average tax rate of 36 per-
cent for Germany, thus marking the 
negative rear light in Europe. The chart
above demonstrates the striking differ-
ences between the two measurements.

For the appraisal of an investment
location from a tax perspective, the
company’s position has to be consider-
ed. A company that intends to invest is

interested in the future tax burden at a
specific investment location. Specifically
the tax burden on profits is considered
the decisive factor. 

At first glance, the attractiveness of
a location from a tax perspective can be
measured using the tax ratios on capital
income which are calculated as the quo-
tient of the entire national revenue from

income and profit taxes and the gross
domestic product (GDP). These aggre-
gate measures, however, are not useful
for a company’s investment decision.
Even the OECD admits that tax ratios
alone are of minor importance for inter-
national comparisons of investment lo-
cations. This is especially due to the fact
that the income revenue is determined
by a whole range of factors. However, not

all of them affect a company’s invest-
ment decision.

Added value procured by non taxable
institutions – for example by governmen-
tal institutions, churches, trade unions,
and non-profit enterprises – contributes
significantly to the GDP. Due to this fact
the tax ratio decreases. In addition, 
extensive state subsidies negatively
impact the income revenue and restrain
public spending. Furthermore, low in-
come revenue is not inevitably the result
of a moderate tax law. In Germany, the
comparatively low income revenue
seems much rather to be the result of the
disappointing economic performance of
the past years. Finally, tax ratios are 
determined in retrospect, whereas in-
vestment decisions are future oriented,
making only expected tax burdens rele-
vant. Thus the retrospect approach used
by the OECD is, in principal, not suitable
for such decisions.

Forward-Looking approach

A meaningful comparison of tax bur-
dens which points out advantages of lo-
cations has to reflect the expected effec-
tive tax burden on planned investments
from a company’s point of view. On the
one hand, such comparisons include all
relevant differences in national tax sys-
tems, kinds of taxes, tax bases, and tax
schedules. On the other hand, they ap-
ply the tax payments on meaningful eco-
nomic values such as an investment’s
net present value or accumulated value.
The ZEW regularly determines effective
tax burdens for companies by means of
established dynamic approaches. There
is no doubt among economists that sole-
ly future oriented effective tax burdens
can serve as relevant indicators to deter-
mine a location’s attractiveness for in-
vestments from a tax perspective.

Christina Elschner, elschner@zew.de
Gerd Gutekunst, ggutekunst@kpmg.com

OECD Tax Ratios are the Wrong
Measures for Investment Decisions

R E S E A R C H F I N D I N G S

According to the tax ratios regularly published by the OECD, Germany is characterized
by a comparatively low tax ratio. In contrast, cross-country analyses by the ZEW display
very high effective tax burdens for companies in Germany compared with companies
in other OECD countries. This holds again true for the year 2004.
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On 24 June 2004 the ZEW hosted an
international workshop entitled “Educa-
tion and Wage Inequality in Europe”. The
aim of the event was to present the re-
sults generated to date by the like-
named project undertaken on behalf of
the European Commission in collabora-
tion with project partners from nine Euro-
pean countries and to collect proposals
for the second phase of the project.

The workshop examined various
aspects of the interplay between educa-
tional expansion and wage inequality.
Panos Tsakloglou from the University of
Athens began by providing an overview
of how wage inequality has developed in
each of the countries taking part in the
project. After breaking down popula-
tions into groups categorised according
to education, sex and age, the analyses
revealed that the distribution of educa-
tion is the key factor in determining 
wage inequality. The moderate increase
in wage inequality in the 1980s was
mainly the outcome of progressive in-
equalities in pay within rather than be-
tween different population groups.

Pedro Pereira, from the University of
Madeira, concentrated on wage inequal-
ity between and within educational
groups. In all countries studied, a univer-
sity degree potentially paves the way to
substantially higher incomes. Educa-
tional expansion over the last two dec-
ades has not yielded lower returns to
education. However, wage dispersion 
also rises with higher levels of educa-
tional attainment.

Influence of demography on 
employment and income

Claudio Lucifora, from the University
of Milan, and the ZEW’s Charlotte Lauer
concluded the first part of the workshop
by presenting research on the influence
of demography on employment and in-
come prospects. Population ageing,
combined with educational expansion
has a major impact on the composition

of the labour supply. As long as poten-
tial employees compete on the job mar-
ket with other people who have com-
parable qualifications and experience,
we can expect that large age or educa-
tional cohorts will find themselves con-
fronted with lower wages or higher levels
of unemployment. These effects, though
relatively weak, are underlined by em-
pirical evidence.

Educational policy and educational
attainment in the United Kingdom

The second part of the workshop was
dedicated to a discussion and more in-
depth appraisal of the results presented.
To begin with, the keynote speaker, Paul
Johnson, Chief Economist at the British
Department for Education and Skills,
provided an introduction to educational
policy and inequality in educational at-
tainment in the United Kingdom. The
average level of qualification in the Unit-
ed Kingdom has risen sharply over the
last two decades as the proportion of
less-qualified people has decreased and
the share of highly-qualified people has
continuously increased in the popula-
tion. At the same time, pay differentials
have widened and there is a high corre-
lation, in international comparative
terms, between social background on
the one hand and school performance
and participation in education on the 
other. This implies that students with a
less favourable social background rather
reach lower school degrees and earn
even less on the labour market in relative
terms. Therefore, schools with weaker
pupils from lower socio-economic sec-
tions of society, are provided with ad-
ditional financial support and specialis-
ed trainers. There is a need for  further 
research in the United Kingdom, particu-
larly with regard to regional differences
in the demand for qualified employees.

The last speaker, Peter Dolton from
the University of Newcastle, presented
findings on the phenomenon of over-
qualification in Europe. Employees are

classified as over-qualified when their
qualifications and abilities exceed the
requirements of their job. Depending on
the data basis and definition of over-
qualification, between one fifth and half
of employees are deemed to be over-
qualified. This status has a negative 
impact on the earnings of those con-
cerned. Policymakers should therefore
be careful to define formal educational
qualifications in accordance with the
needs of employees.

Discussion of results

The project findings were subse-
quently discussed. Thomas Zwick from
the ZEW commented on the results relat-
ing to wage equality between cohorts
and suggested that greater account
should be taken of the influence of insti-
tutions in Europe on educational inequal-
ity and the labour demand side. Walter
Müller from the MZES in Mannheim un-
derlined the importance of the way of
measuring educational qualifications. He
presented his own studies which show-
ed that the measured level of qualifica-
tion of a population depends critically on
the data basis and precision with which
different levels of qualification are dis-
tinguished. This must be taken into ac-
count, particularly in the framework of
Europe-wide comparisons. The following
discussion followed up on these issues
and attempted to specify clear criteria
for measuring levels of qualification in
Europe. However, it is important to do 
justice to both the need for a uniform 
data basis and the most precise descrip-
tion possible of national educational
qualifications. Account must also be 
taken of the idiosyncratic features which
may be inherent in national educational
systems when interpreting the results.

Information about the EDWIN project
can be obtained on the internet at
www.etla.fi/edwin

Andreas Ammermüller,
ammermueller@zew.de

Charlotte Lauer, lauer@zew.de

Education and Wage Inequality in Europe
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On July 2nd and 3rd, 2004, the ZEW held
its fourth international conference on
“The Economics of Information and Com-
munication Technologies” in Mannheim.
The conference was financially support-
ed by the Landesstiftung Baden-Würt-

temberg Foundation. As in former years,
the conference objective was to present
and discuss recent research results on
the economics of information and com-
munication technologies (ICT). More
than 50 recognised academics from Ger-
many and other European countries as
well as from Israel, Canada and the USA
contributed to the presentations and 
discussions.

This year’s conference was framed by
presentations of four invited speakers:
Dirk Pilat (OECD, France) focussed on the
economic impacts of ICT on productivity
and growth by examining results from
aggregate, sectoral and firm-level stu-
dies. He pointed out that in most coun-
tries the data on the use of ICT has
improved considerably compared to a
couple of years ago. Regular business
surveys allow empirical research to be
put on more solid ground. One main re-
sult of this recent research is that invest-

ments in ICT have to be complemented
by organisational changes, innovative
activities and investments in human ca-
pital in order to result in positive produc-
tivity effects. David Autor (MIT, USA) re-
assessed competing hypotheses on the

causes for rising wage inequality in the
U.S. since the early 1980s. He demon-
strated that the variety of labour market
trends in recent decades can neither be
reconciled with a “unicausal” skill-bias-
ed technological change explanation nor
with a hypothesis that focuses solely on
minimum wages and labour force com-
position effects. Autor proposed a modi-
fied version of the skill-biased technolo-
gical change hypothesis as a potential
explanation. This version emphasises
the polarisation of skill demand owing to
the spread of computers at the work-
place. Shane Greenstein (Northwestern
University, USA) presented a geographi-
cal analysis of the diffusion of Internet
infrastructure across the US, looking
especially at the factors explaining ur-
ban/rural differences in the quality of
Internet services, for instance, the avail-
ability of broadband access to the Inter-
net. Finally, Scott Marcus (The German
Marshall Fund of the United States, USA)

introduced Europe’s New Regulatory
Framework for Electronic Communica-
tion focusing on how the framework
deals with the issue of technological
convergence of voice and data networks.
A comparison between the U.S. regula-
tion of telecommunication markets and
the new EU framework showed that,
even though they are based on different
theoretical underpinnings, they lead to
comparable regulatory outcomes.

Overview of current research

The members of the conference
scientific committee, Ernst R. Berndt
(MIT Sloan School of Management, USA),
Karen B. Clay (Carnegie Mellon Univer-
sity, USA), Oliver Fabel (University of
Constance, Germany), Francis Kramarz
(CREST-INSEE, France), Georg Licht (ZEW),
Konrad Stahl (University of Mannheim,
Germany) and Manuel Trajtenberg (Tel
Aviv University, Israel) reviewed the large
number of submitted papers. A total of
22 papers were selected for presenta-
tion. The resulting conference program-
me gave an overview of current theoreti-
cal, empirical, and policy oriented re-
search results in the economics of ICT.

The papers presented in the parallel
sessions addressed diverse aspects of
digital markets such as digital piracy,
free sample offers, online advertise-
ment, and pricing issues. One session
was devoted to the labour market im-
pacts of ICT, another focused on produc-
tivity and growth effects of ICT. Mandato-
ry unbundling and access price regula-
tion in telecommunication markets were
further research topics. 

The conference programme is avail-
able at www.zew.de/ikt-konferenz on
the ZEW homepage. It is also possible to
download conference papers from this
site. 

Dr. Irene Bertschek, bertschek@zew.de
Katrin Schleife, schleife@zew.de

The Economics of Information and
Communication Technologies

The participants in the fourth conference on information and communication technologies.
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The Financial Market Test conducted
by the ZEW is a monthly business survey
of German financial market experts
which started in December 1991. The
survey asks for the predominant expec-
tations about the development in six
international financial markets.

As a whole around 350 experts take
part in the survey. 280 of them work in
banks, 50 in insurance companies and

investment companies and 20 in other
industries. Participants in the survey are
financial experts of the finance depart-
ments, the research departments and
the economic departments as well as the
investment and securities departments
of the firms. The experts are questioned
on their medium term expectations ab-
out the development of important inter-
national financial markets with respect

to the business cycle, the inflation rate,
short term and long term interest rates,
the exchange rate and share prices. 

Information to the applied procedure
is available as an abridged version pub-
lished by the ZEW. The present survey
was conducted between September 29,
2004 and October 11, 2004. All calcula-
tions are termed to October 15, 2004. 

Volker Kleff, kleff@zew.de

Results of the Survey in October 2004

Z E W F I N A N C I A L M A R K E T S U R V E Y

ECB interest rate increase: Expectations on the rise

Interest rate expectations have started to change. While the share of
financial experts assuming an increase of short-term interest rates rose
by a mere 2.7 points in the previous month, it now increased consider-
ably by 5.3 points and is standing at 43.9 percent. Rising oil prices and
the ensuing inflation fears are the reasons for this development. Expec-
tations concerning these values hardly show any difference compared
to the previous month: The balance of inflation expectations declined
slightly by 1.2 percent and the oil price expectations balance rose by a
meagre 1.7 points. 

In view of the persistently high level of oil prices and the high balance
of inflation expectations (26.6 points) the financial experts’ convictions
are growing that the ECB will respond with an interest rate increase in the
not too distant future. As yet, however, the conservative faction does not
expect any change in the money market interest rates within the next six
months and still holds a majority with 55 percent.

Dr. Peter Westerheide, westerheide@zew.de

Balance of positive and negative expectations concerning short-term 
interest rates in the eurozone in six months’ time. Source: ZEW

Money Market: expectations concerning 
short-term interest rates

USA: Less pronounced downward trend in economic activity
The index of current economic activity in the USA continues its down-

ward trend that started in June and fell moderately by 3.1 to 33.2 points.
Reasons for this trend may include lower growth rate of the national
gross domestic product in the second quarter, negative labour market
data, and restrained private demand. 

Inflation expectations increased slightly. More than 60 percent of the
analysts now believe that the inflation rate will increase in the medium
term. The current rise of the relevant indicator by 3.7 to 55.1 points
might be based on the assumption that the current all-time-high of oil
prices also seems to drive the general price level. 

Concerning the development of short term interest rates the balance
fell by 2.7 points. It now totals 87.7 points. Thereby financial analysts
expect a policy that will gradually increase interest rates, but assume
that because of subdued growth prospects the rise will be more mode-
rate than what they expected in the past months.

Sandra Schmidt, s.schmidt@zew.de

Balance of positive and negative expectations concerning inflation and
short-term interest rates in the US. Source: ZEW
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