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A. Problem, aims and objectives

The coalition agreement of the current German Fdmvernment, agreed on 26th October 2009,
committed to reviewing "the appropriateness oftth@tion of benefits in kind from the private use
of company vehicles”. The research project "Taattreent of company cars in Germany”, commis-
sioned by the Federal Ministry for the Environmeéxture Conservation and Nuclear Safety, did
not have the explicit task of fulfilling this martda Nevertheless, the results of the joint study by
FiFo, Institute for Public Economics at the Univgrf Cologne, the NGO Green Budget Ger-
many / Forum Okologisch-Soziale Marktwirtschaft eavid Stefan Klinski, professor of law in Ber-
lin, nevertheless provides a comprehensive revietheissue. In addition to analyzing thenefit

in kind of the private use of company cars, the investigaéinalyzes the tax regulations associated
with their purchase. Both these aspects of the tax treatment of cogpnpars must be considered to
provide a comprehensive review of current tax megit and relevant exemptions for private use of

company cars.

Tax legislation in Germany provides for tax prigés for employees who are recipients of com-
pany cars in addition to their monetary income.sehgo-called benefits in kind are calculated using
the so-called "1% method", which adds 1% of thésdlst price (not the actual price paid) to an
employee's taxable income each month. This calounl& very inaccurate and is too low to reflect
the actual benefit received. Thus, the calculatibbenefit in kind currently actde facto as a tax
subsidy with a strong influence on behaviour. Tubsidy not only results in significant losses in
tax revenues and social security contributions, &lsb incentivizes employees to drive fuel-
inefficient vehicles as much as possible, and thusirn effectively incentivises the emission of

greenhouse gases.

Disclaimer: While this research was commissioned by the Federal Ministry of the Environment, conclusions and recommenda-
tions described in this research do not necessarily represent the views or opinions of the Ministry.



Furthermore, it is more attractive for companiegtovide a company car than to increase em-
ployee salaries, not least because no social $gcontributions are due on parts of income retatin
to company cars. As well, regulations for the dejat@on of company cars are advantageous for

companies, all the more so for the most expensidetlaus on the whole the least efficient vehicles.

Current regulations not only create perverse incestin relation to the way people approach their
mobility and encourage disproportionate private afseompany cars, they also subvert the princi-
ples of tax equity. In effect, German company eaation rules mean that the same economic per-
formance is taxed differently - those who recelv@rtincome in cash pay more tax than those who
receive an equivalent income, with part of thisome in the form of a company car. As company
cars are far more common in high-income brackets tor those on low- or middle incomes, regu-
lations also subvert the principle of tax equityveen income groups, and high earners can make

use of tax privileges rarely accessible for thaséoaver incomes.

Approximately 2.5 million passenger vehicles andirttusers are affected in Germany by these
rules. As a result of the subsidy, in a typicalryeavhich, because of the impact of the scrappage

scheme, 2009 was not — about 60% of all new passeags are registered as company cars.

This research proposes changes in the way bendind is calculated as taxable income, as well as
changes to the rules for the depreciation for compaars. These changes are intended to improve
both tax equity and fiscal neutrality. In additidhe existing environmentally harmful effects oé th
subsidy would be avoided. Thus, the proposed amentimould make a contribution to the cli-
mate protection goals of the Federal Governmemedoice greenhouse gas emissions by 40% by
2020 — compared to 1990 levels — and to the plahése-out fossil fuel subsidies, as agreed at the
G20 summit in Pittsburgh.

B. Reform proposals
The proposed solution takes existing points oftiaraas its starting point - first, in relation ito

come tax, the rules for the calculation of beniefikind resulting from the private use of the com-
pany car and second, the tax treatment of compaursyan the part of the company itself.

The proposed changes should intervene in the egisiistem as little as possible. In particular, the
administrative burden on taxpayers and tax auikerghould not increase. However, where over-
simplification of the system in the past has resuih the greatest inaccuracies in terms of taratio

some degree of more sophisticated differentiatidhhave to be introduced.



B.1. Taxation of benefitsin kind: combined benefit in kind for private use

In order to eliminate distortions and subsidiesofaing private users of company cars, a new and
realistic way of calculating benefit in kind must devised. This will correspond to the benefit in
kind derived from the private use of the companynsach more accurately, as it will e.g. take into
account kilometres driven for private use. The maf@roposal will realise the principle of tax eq-
uity by ensuring that income of the same valuexed equally, regardless of whether this income
includes a company car or is a purely monetaryd-camrespondingly higher — salary. Such a regu-
lation will also lead to neutrality in decision-miag for taxpayers, because there will not longer be

a tax incentive in favour of receiving income i fiorm of benefits in kind.

This will be implemented by calculating benefitkimd not only on the basis of existing lump sum
calculation for car purchase price, but also by imgkan additional calculation to reflect benefit in
kind relating to vehicle use. This new combineddsirn kind for private use will increase accord-
ing to number of kilometres driven and specificlfaensumption, so that current incentives to in-
clude as much private driving as possible in bénefkind - and thus to keep revenues from the

Treasury - will be removed.

(a) Purchase component: The component relatecetodst of purchase will no longer be based on
the list-price, but on the actual price paid foe trehicle. The current proportion of the price used
can be retained (i.e. 1% per month of the cosuotipase).

(b) Use-related component: An additional comporaérienefit in kind will encompass a percent-
age of the private, variable cost of using a vehick. primarily the cost of maintenance and fuel.
These costs mainly depend on two factors: distahnisen and fuel consumption. These two pa-

rameters should be determined as simply as possible

Distance driven: Relevant for the benefit in kind is the proponmtiof private distances in total mile-
age — not including travel to / from work. The éatts reported to the tax authorities in any case.
From the remaining distance driven, 75% will besidared to be private ué&he only additional
reporting requirement to the tax authorities is @naual total kilometres driven in the vehicle, re-

quiring virtually no additional effort.

Fuel Consumption: Actual fuel consumption will not be recorded. Ttandard fuel consumption of
each car on the road is known, as it relates tepeeific CQ emissions in the vehicle registration
document. With slight variation between diesel @etlol, these rapidly accessible and verifiable

The option of recording all journeys in a log baeguld remain. If the share of private distance @nivs signifi-
cantly lower than the 75% used for calculationentthis option can prevent an excessive burdeh@taixpayer.



emissions values allow for a simplified estimatdéus costs per kilometre. In any case, ¢éiglicit
inclusion of the fuel consumption in the calculatmccurs only in the second of the two options for
reform proposed for the component related to peivete.

Option 1 (shown in blue in Figure 1, below) oversimplifiegculations more does not take into ac-
count fuel consumption based on £émissions. Though slightly easier to implemenaibroad
sense, this option requires special rules for thpessenger cars which are disproportionately ex-
pensive to purchase due to their fuel-efficientigiege.g. electric vehiclesPption 2 (shown green

in Figure 1, below) explicitly includes G@missions, as well as a component related to waecr
tear. The greater administrative effort in thiss®t case pays off, inasmuch as no special regula-

tions for electric or other vehicles would be nseeg.

Figure 1 - Deviation from tax neutrality in Eurébnth
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based on estimates.

This approach to company car taxation could beagmatic way of reforming the existing system:
The taxation of benefits in kind comes much cldeereality than the previous regulation, existing
perverse incentives and subsidies are largely editad. The necessary method of calculation is un-

3 The X axis records deviation from tax neutralityeuros / month. The Y axis records the vehiclepase price.



complicated and the administrative burden is ngmificantly greater than before. As existing tax
treatment is very damaging to the climate, the @pprate provision of tax neutrality will already
make a clear contribution to climate protection.

B.2. Taxation of the cost of purchase and fuel on part of companies: climate factor

The second point of taxation is the purchase oélacke by the company. The purchase price ap-
pears in the income and expenditure accounts #&srarof expenditure, and thus reduces the com-
pany's taxable profits. How high the profit-reduceffect will be depends on the tax rate applicable
to income or corporation tax. Sales tax benefity alao be taken into account. The current tax law
for cars allows for the depreciation of companysaarer a period of six years. From an ecological
point of view, the main problem with the currenstgm is that the relative advantages are particu-
larly large when purchasing expensive vehicles timormally have above-average fuel consump-
tion. This creates substantial incentives for bgypnecisely those vehicles which are highly detri-

mental to the environment — especially when theyadso used for private purposes.

The proposal sets out to create a gentle but eféeaicentive to purchase company cars that pro-
duce lower greenhouse gas emissions. The inceeliveent therefore only comes into play at the
time when a decision is made to use a particulaicieemodel - i.e. at the time when the company
makes a decision about which car to purchase. Tthasspecific climate protection target will be

influenced (solely) on the basis of the deductypttif the purchase price and fuel costs.

Regarding the tax treatment of the purchase ofgmags vehicles as company cars, & €@ment
("climate factor") will be introduced, as in theiBh model, which is oriented towards the Euro-
pean Regulation for the reduction of £€missions from light-duty vehicles. Either a bomeslus
system, or a penalty-based system, are possihlengpihe increments are related to emission val-
ues and time. The range of deduction extends fro%a fvery poor emission values) to 150% (very
good emission values) of the purchase cost. Thgd@ponent also relates to the deductibility of

the cost of fuel.

C Impacts of thereform
Such a reform of the tax treatment of privatelydusempany cars works in both fiscal and envi-

ronmental terms. But would the German car induséraffected by the changes?

In fiscal terms, expected additional revenues prea reduction of current revenue losses. The re-
form proposal does not suggest an increase initexdiut the reduction of tax privileges. Bearing
this in mind, we estimate that the implementatiérbath elements of reform can generate addi-

tional tax revenues of between €2.9 and €4.6 hilianually. Additional revenues from social se-



curity contributions are also to be expected. Hmveas our calculations are based on unsatisfac-
tory data, we can give only a rough estimate oivbet €0.4 - €0.9 billion in additional revenues.

It is not easy either to estimate the environmeetf@cts. The reduction of tax privileges and thus
increased incentives to buy a car privately anteteive income only in monetary terms will have
no immediate environmental impact. However, siniter ahe reform additional kilometres driven
in company cars will not be free, distortions imte of mobility behaviour will be reduced, which
should result in a decrease in road traffic. Beeahsre will no longer be higher tax privileges for
particularly fuel-inefficient vehicles, certain ¢iges in demand may are expected as well. Overall,
we estimate that between 2012-2020 savings of 3.9 million tons of C@ could be achieved

compared to a business as usual scenario with ngedacompany car taxation.

Figure 2 - The German car market: Average sale3-2009
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The German car industry sells approximately 750 éliicles a year to the German company car
market (see figure 2, average sales from 2007-20083 represents a significant proportion of the
German car industry's total production of 6 milljp&issenger cars per year. Nevertheless, relatively
little impact on the car industry is expected, asntorrections to perverse incentives are expected
to effect the behaviour of individuals in relatitintheir mobility. Individuals will drive less, btihe
majority of company car users will scarcely be a@bléo without their company car. Instead, mod-
els with efficient engines will become more populae. demand will steer the German car industry

towards producing the low-emissions, highly effitigehicle technology needed in the future.



