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Introduction
Tax policy is formulated through a political process. The institutional framework is important for the formulation of tax policy. The domestic situation as well as the international aspects influences the design of tax policy. Estonian tax policy choices are very closely connected to the process of EU integration. Estonia faces the challenge to harmonize its tax policy with EU rules and prepare for membership of the Economic and Monetary Union. This
implies constraints to the policy choices of government.

Some historical facts about Estonian accession to the EU
Since regaining its independence in 19911 Estonia has been establishing relations with the
European Union. Diplomatic relations between the EU and Estonia were established on 27
August 1991. The Trade and Economic Co-operation Agreement was signed in May 1992
and entered into force in March 1993. The Free Trade Agreement was signed in July 1994
and entered into force on 1 January 1995. European Association Agreement (hereafter the
Europe Agreement) was signed in June 1995. On 28 November 1995 Estonia submitted its
application for EU membership, based upon the unanimous decision of the Parliament approving the Europe Agreement between Estonia and the EU. The Europe Agreements entered into force in February 1998. At the 1995 Madrid summit the EU member states gave
the Commission the task to compile reports on the candidate countries. The reports, completed in 1997, analysed the candidate countries’ readiness for accession on the basis of the
Copenhagen criteria.2 At the 1997 Luxembourg summit it was decided on the basis of the
Commission's report to start accession negotiations with five Central and Eastern European
countries - Estonia, Poland, Slovenia, the Czech Republic and Hungary - as well as Cyprus
and Malta. On 31 March 1998 Estonia started the accession negotiations with the European
Union. The negotiations were based on Estonia's readiness to adopt the EU's principles and
acquis communautaire and to implement it as of the moment of accession. The negotiations
were concluded at the Copenhagen European Council on 13 December 2002. In March 2003,
the European Parliament adopted a report giving the green light to the accession of Cyprus,
the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, the Slovak Republic, and Slovenia in 2004. The Accession Treaty was signed on 16 April 2003 at the Athens
European Council. On 14 September 2003, Estonian citizens voted in favour of joining the
European Union.3 The accession of Estonia took place on 1 May 2004.4
1

Estonia re-established its independence on 20 August 1991, when the Supreme Soviet of the Republic of Estonia passed the decision on Estonian independence. On 7 October 1992, the 7th
Riigikogu (Parliament), elected on 20 September 1992, passed a declaration restoring the constitutional state power, which brought an end to the transition period. This decision declared the continuation of the Republic of Estonia declared on 24 February 1918, which fell victim to Soviet aggression
and was unlawfully incorporated into the Soviet Union in 1940 (http://www.estica.org/).
2
In December 1993 the European Union adopted the so-called Copenhagen criteria for the accession of candidate countries: (1) stability of institutions guaranteeing democracy, the rule of law, human rights and respect for and protection of minorities; (2) the existence of a functioning market economy as well as the capacity to cope with competitive pressure and market forces within the Union; (3)
the ability to take on the obligations of membership by adopting the common rules, standards and
policies that make up the body of EU law.
3
There were 867,714 eligible voters in Estonia, of which 555,835 (64.1 per cent) took part in the
referendum. 369,657 citizens (66.8 per cent of voters) voted in favour of joining the European Union:
183,454 citizens (33.2 per cent) were against.

1

Introduction

Objectives of the research
I will analyse the institutional framework influencing tax policy of Estonia, particularly the
constraints imposed by EU tax rules. Estonia has to harmonize all its relevant legislation
with the obligatory body of the EU legislation.5 Therefore, the acquis communautaire has to
be carefully considered when the Estonian tax policy is analysed. It is important to understand to which extent national tax policy is subject to EU regulation and which constraints
are imposed on national tax policy making of EU Member States.
I will examine tax rates, tax burdens and revenue structures in Estonia and in the EU to see
what are the main differences between tax policies of Estonia and of the EU countries. This
comparison is particularly relevant in view of Estonia’s accession to the EU and because tax
policy is co-ordinated and partly harmonised in the EU. Although currently tax policy decisions require unanimity in the EU Council, there have been several initiatives to establish
qualified majority voting for tax policy decisions. In the formulation of tax policy, Estonia
has to take into account the developments in tax policy in the EU, and possible reactions of
the other Member States as well as EU institutions. The objective is to find out what are possible consequences of the accession in the field of taxation.
For this purpose I will examine tax harmonization in the EU. I will focus on developments in
the field of the value added tax and income taxes. I will consider the relevant secondary legislation as well as the case law of the European Court of Justice. In addition, trends of taxation in the EU are analysed. The last part of the work compares tax policy of Estonia with
that of the EU to see what are the major differences and what has still to be done before accession to harmonize Estonian tax legislation with the acquis communautaire.

Outline of the research
The first chapter examines tax policy of Estonia. The first section of Chapter 1 gives an overview of the most important tax policy developments since the beginning of the 1990s. Section 1.2 analyses the total tax burden as well as tax revenue ratios and tax structure of Estonia. Section 1.3 gives a short overview of the value added tax (hereafter VAT) in Estonia.
Section 1.4 examines policy in the field of income taxation.
Currently, important tax policy trends in the EU are tax competition, tax co-ordination, and
tax harmonization. Tax harmonization may lead to convergence of tax systems (of tax legislations, tax rates, tax structures etc.). Tax competition can also lead to spontaneous harmonization or convergence of the tax systems.
Chapters 2 - 4 give an overview of tax co-ordination and harmonization in the EU. Chapter 2
examines why tax co-ordination is necessary and summarises the most important developments in the fields of VAT and income tax. In addition, the implications of the launch of the
euro are analysed. Chapter 3 looks more closely at the harmonization of various important
4

However, the research was finalized before EU accession. The copy of the PhD Dissertation was
closed on December 31, 2003. Therefore, all the developments after the end of 2003 are not included
in the text of the dissertation. The chapters related to the Estonian tax policy were closed on April 30,
2004. It follows that all the developments in the Estonian tax policy up to EU accession are included
in the text of the dissertation. Therefore, the changes of the Estonian tax legislation which became
effective upon EU accession or after May 1, 2004 are not included in the dissertation.
5
Estonia also succeeded to negotiate some transitional periods and derogations from the application of the EU taxlegislation. See Chapter 7 and Annex A.
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parts of the VAT, namely, tax system, tax base, and tax rates. The rules of the Sixth Directive, which is the most important legislative act in this field, are thoroughly examined. Chapter 4 gives an overview of the developments in the field of income taxes. In the field of business taxation three directives have been adopted by Member States: the Merger Directive,
the Parent-Subsidiary Directive, and the Interest-Royalty Directive.6 Furthermore, Member
States have agreed on the text of the Code of Conduct. This political agreement establishes
potentially harmful measures, which have to be abolished by Member States. In addition,
some other important policy documents (like the Commission’s proposals) as well as the
ECJ’s most important rulings on income tax are examined.
Chapter 5 analyses economic effects of tax competition as well as the impact of taxation on
economic growth. In addition, potential positive and negative effects of tax harmonization
are considered. Chapter 6 gives an overview of developments of tax systems in Member
States as well as developments in tax level and tax structure. It also examines convergence of
tax structures, tax rates (statutory as well as effective tax rates), and tax burdens in the EU.
Chapter 7 compares tax policies in Estonia and the EU. The first section of Chapter 7 compares the tax performance (tax structure, tax rates, tax burdens, tax mix) of Estonia with that
of the EU Member States. Section 7.2 contains a comparative analysis of the Estonian tax
legislation. The Estonian VAT legislation is compared with EU Sixth Directive to see to
which extent it is in accordance with EU rules. The section also analyses the remaining steps
to be taken to harmonize the VAT legislation with EU rules. In addition, the income tax legislation is analysed from the point of view of the EU integration. EU Member States must
respect the fundamental Treaty principles on non-discrimination and the free movement of
persons, goods, services and capital. It is important to examine whether the Estonian tax system is in accordance with EU rules, most importantly the economic freedoms of the EC
Treaty. It is also analysed to which extent the current legislation is in line with the secondary
EU legislation in the field of corporate taxation.
Chapter 8 gives an overview of the main findings of the research and draws the conclusions.

6

In addition, Member States have adopted the Mutual Assistance Directive and the Capital Duty
Directive.
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1.1

Overview of Estonian tax policy since 1990

1.1.1 Introduction of tax system after regaining independence
From the early 1990s Estonia started to reform its economic system. Among other reforms a
completely new tax system was introduced. A comprehensive package of tax laws was
worked out in 1990. The following taxes were introduced: personal income tax, corporate
income tax, VAT, activity license tax, land tax, excise tax, natural resources tax, pollution
tax, and local taxes.

1.1.2

Introduction of flat rate income tax

Several changes to the tax system were implemented in 1993-1994. Important principles of
taxation were introduced to bring the system in line with tax laws of the developed countries,
especially with those of the EU.7 On December 8, 1993, the Estonian Parliament adopted the
Income Tax Act8, which included all taxes on income, paid by both natural and legal persons.9
A flat rate (26%) was introduced for both corporate and personal income,10 while the tax
base was broadened by the abolition of several tax exemptions. The main objectives of the
changes were to stimulate the economy through lowering the income tax rate and raising indirect tax rates. In addition, the Law on Local Taxes11 was adopted, which gives municipalities the right to establish several local taxes.12

1.1.3 Abolition of corporate tax on reinvested profits
The third important tax reform was implemented in 2000. On December 15, 1999, the Estonian Parliament adopted a new Income Tax Act, which became effective on 1 January 2000.
Important changes were introduced in the field of corporate taxation. Before 2000 profits of
legal persons were taxed. From 2000 profits of resident companies are free of tax but any
distribution, as dividends, benefits in kind as well as transactions, which can be considered
as hidden distribution of profits are taxed at a rate of 26/74, i.e. 26% on the grossed up
amount.13 Thus, Estonia did not abolish the tax on corporate profits; rather the taxation was
7

In 1993, several new important tax laws were adopted, namely, the Value Added Tax Act (Law
Nr. 203, State Gazette I 1993, 60, 847; passed by Parliament on August 25 and became effective on
January 1, 1994) and the Fuel Excise Duty Act (Law Nr. 182, State Gazette I 1993, 38, 563; passed on
June 17 and became effective on July 1, 1993).
8
Law Nr. 263, State Gazette I 1993, 79, 1184; became effective on January 1, 1994.
9
‘Basic World Tax Code’ was used as an example when drafting the new Income Tax Act. This
project was worked out by tax experts Ward M. Hussey and Donald C. Lubick and sponsored by the
Harvard University International Tax Program.
10
The basic exemption deductible from the income of a resident natural person is EEK 12 000 for a
year 2003. See section 1.4.5.
11
Law Nr. 418, State Gazette I 1994, 68, 1169, passed on September 21, 1994, became effective on
October 24, 1994.
12
Local Councils are allowed to establish the following taxes: local income tax, sales tax, poll tax,
boat tax, commercial and advertisement tax, tax for closing roads and streets, motor vehicle tax, tax
for keeping animals, and entertainment tax. Local Councils within predetermined limits set tax rates.
13
The Income Tax Act did not change the main principles of taxation of income of natural persons.
They continue to pay income tax on income earned (including income from entrepreneurship). The
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postponed until profits are distributed. The tax reform aimed at a reduction of the tax burden
on an expanding company which is re-investing its profits. In the long run it is expected to
have a positive effect on economic growth and the standard of living.14 In addition, the tax
reform aimed to achieve greater tax neutrality, to minimise tax-induced distortions, to improve the fiscal environment for investment, and to avoid outflow of capital.

1.1.4 New laws on VAT and excises to harmonise them with EU rules
The new VAT act entered into force on April 1, 2003. Its main objective is to bring the Estonian VAT system more closely into line with the requirements of the EU’s Sixth Directive15.
Although the new VAT act is not in complete alignment with EU rules, it largely follows the
Sixth Directive.
On July 14, 2000 the Estonian Parliament adopted the new Alcohol Excise Duty Act.16 Its
main objective is to bring the Estonian alcohol excise duty system more closely into line
with the requirements of the EU legislation. The current system is to a large extent in conformity with EU acquis communautaire.
On June 19, 2000 the Estonian Parliament adopted the Act Amending Mineral Oils Excise
Duty.17 On April 18, 2001 the Estonian Parliament adopted the Act Amending the Tobacco
Excise Duty Act18 introducing two-component excise duty rate on cigarettes. The excise duty
on cigarettes consists of a specific levy and a proportional (ad valorem) tax depending on the
retail price of the cigarettes. The Estonian government aims to harmonise its legislation in
the field of excises with EU rules upon accession with some exceptions. Estonia has negotiated a transitional period for cigarettes and smoking tobacco. It may postpone the application
of the overall minimum excise duty on the retail selling price (inclusive of all taxes) for cigarettes of the price category most in demand until 31 December 2009, provided that it gradually adjusts its excise duty rates towards the overall minimum provided for in the Directive.
Moreover, Estonia may postpone the application of the overall minimum excise duty levied
on smoking tobacco until 31 December 2009.19

1.2

Tax level and tax structure developments

1.2.1 Total tax burden
Tax revenues amounted to around 34% of GDP in 2000 and 2001 (see table 1 and figure 1).
If non-tax revenue is taken into account then total revenue ratio amounts to around 36 percent of GDP.

Income Tax Act describes in more detail different types of income of natural persons and nonresidents and introduces the principles of computing income. Self-employment income is taxed on a
cash basis. Other income is, with certain important exemptions, charged on broadly conventional income tax principles. The tax period is the calendar year. In most cases, income tax is collected by
withholding. The tax rate, above the personal tax threshold (a basic exemption), is a flat rate of 26
percent.
14
Explanatory Letter to Income Tax Act, p.1.
15
Sixth Council Directive 77/388/EEC of 17 May 1977 on the harmonisation of the laws of the
Member States relating to turnover taxes - Common system of value added tax: uniform basis of assessment, OJ, 145 13.06.1977, p.1.
16
The Alcohol Excise Duty Act came into effect on January 1, 2001.
17
The Act Amending Mineral Oils Excise Duty became effective on September 1, 2000.
18
The Act Amending the Tobacco Excise Duty Act became effective on July 1, 2001.
19
See also Annex A presenting the results of accession negotiations in the taxation chapter.
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Table 1. Estonia: Tax Structure in 1993-2001 (as percentage of GDP)
1993

1994

1995

1996

1997

1998

1999

2000

2001

Total tax revenue

37.8

39.6

38.4

37.0

37.0

36.3

34.9

33.6

33.5

Direct taxes

25.4

25.0

24.2

22.6

22.6

23.6

22.8

20.9

20.6

8.5

8.1

8.8

8.3

8.2

8.5

8.6

7.6

7.5

Personal income tax
Corporate income tax

4.8

3.5

2.6

1.7

1.9

2.6

2.1

1.0

0.8

Social tax

12.0

13.0

12.4

12.2

12.1

12.1

11.7

11.9

11.9

0.4

0.4

0.4

0.4

0.4

0.4

Land tax
Indirect taxes

12.4

14.5

14.2

14.4

14.3

12.7

12.1

12.7

12.8

VAT

9.2

11.2

10.1

10.0

10.4

8.7

8.4

9.4

9.1

Excises

1.9

2.1

2.8

3.3

3.7

3.8

3.5

3.2

3.6

Other taxes
1.3
1.3
1.3
Source: IMF and Ministry of Finance of Estonia

1.0

0.2

0.2

0.2

0.1

0.2

Figure 1 shows that the total tax burden has decreased since 1994. Direct taxes as percentage
of GDP decreased since 1999, whereas the share of indirect taxes in GDP slightly increased
since 2000. The share of corporate taxes declined from 1999 and that of personal income
taxes since 2000.
Figure 1. Total tax burden in Estonia, 1993-2001
42
40
38
36
34
32
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1993

1994

1995
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1997
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2001

Total tax revenue as percentage of GDP
Source: IMF and Ministry of Finance of Estonia

1.2.2 Tax structure
1.2.2.1

Overall tax mix

Table 1 shows that the social tax (which includes social security contributions and the medical insurance tax) is the most important single tax (11.9 percent of GDP in 2001), followed
by the VAT (9.1 percent), personal income tax (7.5 percent), excises (3.6 percent), corporate
income tax (0.8 percent), land tax (0.4 percent), and a number of smaller taxes (local taxes,
gambling tax, customs duties - together 0.2 percent).
Figure 2 displays that the share of taxes on goods and services in the total tax burden increased (from 29.3 percent in 1993 to 37.9 percent in 2001). The share of the social tax also
increased: from 31.9 percent in 1993 to 35.4 percent in 2001. The share of the personal income tax was the same in 2001 as in 1993. However, the share of the corporate income tax
in total tax revenue decreased from 12.6 percent in 1993 to 2.3 percent in 2001. It follows
that the taxes on capital have been decreasing while the taxes on consumption and employment income have been increasing.
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Figure 2. Tax structure of Estonia, 1993-2001
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Source: IMF and Ministry of Finance of Estonia

1.2.2.2

Mix of direct and indirect taxes

The reduction in the burden of corporate taxation accounts for the bulk of the fall in the share
of direct taxes from 67.2 percent of total tax revenues in 1993 to 61.5 percent in 2001. Excise taxes account for most of the corresponding increase in the share of indirect taxes.
Figure 3. Direct and indirect taxes in Estonia, 1993-2001
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Source: IMF and Ministry of Finance of Estonia

1.2.3 Tax revenue ratios
Figure 4 shows that the shares of the social tax and the personal income tax in GDP remained most stable since 1993 with ratios around 12 percent and around 8 percent of GDP
correspondingly. In case of corporate taxes the clear downward trend can be distinguished.
The share of the corporate income tax decreased from 4.8 percent in 1993 to 0.8 percent in
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2001. The share of excise taxes increased from 1.9 percent of GDP in 1993 to 3.6 percent of
GDP in 2001.
Figure 5 shows that the share of direct taxes decreased from 25.4 percent of GDP in 1993 to
20.6 percent in 2001. This is mainly due to the fall in corporate tax revenues since 1998. The
share of indirect taxes remained more or less the same in the period 1993 – 1997, but slightly
decreased afterwards.
Figure 4. Tax revenue ratios, Estonia in 1993-2001
14,0
12,0
10,0
8,0
6,0
4,0
2,0
0,0
1993

1994

1995

1996

1997

1998

1999

2000

2001

Personal income tax (revenue as percentage of GDP)
Corporate income tax (revenue as percentage of GDP)
Social tax (revenue as percentage of GDP)
VAT (revenue as as percentage of GDP)
Excises (revenue as as percentage of GDP)

Source: IMF and Ministry of Finance of Estonia

Figure 5. Revenue ratios of direct and indirect taxes, Estonia in 19932001
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1.3

Value Added Tax

The Estonian VAT act entered into force on January 1, 2002 and it is to a great extent in line
with EU Sixth Directive20. The Estonian VAT act has been amended several times. The Estonian Parliament adopted last amendments on January 29, 2003. The amendments became
effective on April 1, 2003.

1.3.1 The main features of the VAT system
The current system of VAT is largely identical to the common VAT system used in the
European Community. The VAT is applied up to and including the retail trade stage. The
final consumer of goods and services is intended to bear the tax burden. This principle is followed by allowing the VAT-liable traders a credit for the VAT levied on their inputs (including capital goods). The total tax due by registered suppliers is equal to the difference between the amount of VAT shown on sale invoices and the amount of VAT shown on purchase invoices. In cases of exempt domestic supplies, no credit is given for the tax on inputs.
In cases of exemption on importation, the tax paid on inputs (purchases) is credited against
the tax paid on sales (outputs). Domestically supplied goods and services are taxed equally
with imported goods and services. A zero rate of tax is applied on export.

1.3.2 Definition of the tax base
1.3.2.1
1.3.2.1.1

Scope and territorial application
Scope of VAT

The object of the VAT is defined in §4 of the Estonian VAT act. The VAT is applied to taxable supply, which includes: supply of goods and services effected in Estonia, the import of
goods and services into Estonia, provision of services outside Estonia which are considered
export of services21. In addition, certain exempt supply of goods or services can be considered a taxable supply if a taxpayer opts to be taxed on these supplies.22
1.3.2.1.2

Territorial application of VAT

Estonian VAT system is based on territoriality principle. VAT is applied to the supply of
goods or services effected within the Republic of Estonia by taxable persons.
1.3.2.2

Taxable persons

A taxable person is defined in §2(1) of the Estonian VAT act as a person, including a legal
person in public law and a state, rural municipality and city agency (hereafter a person), who
effects taxable supplies as a result of the business thereof, including a non-resident within the
meaning of the Income Tax Act engaged in business in Estonia and a person importing
goods into Estonia.
Article 2(4) of the VAT act specifies business as the independent economic activity of a person, as a result of which goods are transferred or services are provided for consideration or
without consideration. A notary’s and a bailiff’s professional activities are also deemed to be
20

Sixth Council Directive 77/388/EEC of 17 May 1977 on the harmonisation of the laws of the
Member States relating to turnover taxes - Common system of value added tax: uniform basis of assessment, OJ, 145 13.06.1977, p.1.
21
See section 1.3.2.3 for the definition of export of services.
22
See section 1.3.2.7.
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business.23 The services conducted between a foreign company and its permanent establishment located in Estonia are not deemed to be business.24 Public bodies are considered taxable persons in respect of their taxable supplies, if these can also be effected by non-public
taxable persons.25 A foreign legal person with a permanent establishment in Estonia is a taxable person in respect of taxable supply, which the person effects through such a permanent
establishment. Intra-group supplies of goods and services between associated companies registered as one taxable person are not taxed.26
1.3.2.3

Taxable transactions

The Estonian VAT act distinguishes between supplies (§3(1) of the VAT act), non-supplies
(§3(2) of the VAT act)27 and taxable supplies (§4 of the VAT act). The supply of goods and
services effected in Estonia, import of goods and services, and export of services28 are included in the concept of ‘taxable supplies’.

23

See § 2(4) of the VAT act.
See § 2(4) of the VAT act.
25
See § 2(2) of the VAT act.
26
§3(2)7) of the VAT act excludes from VAT the transactions between persons registered as a single taxable person provided that the person who acquired goods or services as a result of the transaction uses the goods or services entirely for the purposes of the person’s taxable supply. Registration of
taxable persons as single taxable person is stipulated in § 12 of the Estonian VAT act (see section
1.3.2.11).
27
§3(2) of the VAT act stipulates that the following are not deemed to be supply:
1. non-monetary contributions to the share capital of a company;
2. transfer of foreign goods placed in a free zone or free warehouse (within the meaning of the
Customs Code) if the goods have not been placed under any customs procedure or consumed
or used under conditions other than those prescribed in the customs rules;
3. transfer of foreign goods, including foreign goods placed in a free zone or free warehouse,
which are placed under a customs procedure other than release for free circulation, on the
condition that the goods have not been unlawfully removed from under customs supervision
or consumed or used under conditions other than those prescribed in the customs rules;
4. carriage of goods out of Estonia by the owner of the goods without an attached or subsequent
transfer transaction;
5. granting use of state assets without charge, privatisation of rural municipality or city assets,
or handing over of plantations of perennial crops which are not entered in the land register to
entitled subjects in the course of land reform;
6. handing over of the assets of a company to another company upon the merger, division or
transformation of the company pursuant to the Commercial Code;
7. transactions between persons registered as a single taxable person, where the person who acquired goods or services as a result of the transaction uses the goods or services entirely for
the purposes of the person’s taxable supply;
8. handing over of goods the value of which does not exceed EEK 50 in business interests and
for advertising purposes, or handing over of goods free of charge as product samples not for
sale;
9. handing over of money or transfer of securities;
10. sale of accounts receivable.
28
§5 (2), §7 (2) and § 17 (3) 1) provide that the following services are considered export of services and a zero rate is applied on those supplies if they are effected by Estonian taxable persons:
1. construction, valuation or maintenance of an immovable property located abroad, or services
relating to the transfer of such immovable property or preparation or co-ordination of related
construction work;
2. cultural, artistic, sporting, educational, scientific or entertainment services provided abroad,
including organisation of related events;
3. valuation or repair of movable property located abroad;
24
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1.3.2.3.1

Supply

§3(1) of the Estonian VAT act defines supply as the transfer of goods and provision of services in the course of business activities. Provision of goods or services by an employer to an
employee as well as non-business use of goods and services are considered supplies if the
taxable person has deducted the VAT on such goods and services.29
1.3.2.3.2

Supply of goods

§3(3) of the Estonian VAT act defines concept of ‘goods’ as tangible goods, livestock, electric power and heat.
Handing over goods free of charge as product samples is not deemed to be a supply. Furthermore, handing over goods free of charge for advertising purposes is not deemed to be a
supply, if the value of the object concerned does not exceed EEK 50.
An operational lease is treated as provision of services and a financial lease is treated as
transfer of goods. If a lease contract provides for the transfer of ownership to another person
upon payment of the final installment, the transaction is treated as a financial lease. In other
cases, the transaction is treated as an operational lease.30
1.3.2.3.3

Supply of services

‘Services’ are defined residually in §3(4) as the provision of benefits or transfer of rights in
the course of business activities not included in the category of goods.

4.

the provision of services relating to the international carriage of goods or passengers, as
specified in the list established by a regulation of the Government of the Republic or, on the
authorisation thereof, the Minister of Finance;
5. the intermediation of transactions between sellers and purchasers of goods or services if the
goods are used in a foreign country or if the object of intermediation is the export of services;
6. the maintenance, chartering or leasing of or establishment of a usufruct on a sea-going vessel
used for navigation on the high seas or an aircraft used on international routes, or the leasing,
repairing or maintenance of or establishment of a usufruct on equipment used on such seagoing vessel or aircraft;
7. the sale of tourism services provided in Estonia, including package tours, to foreign tour operators or travel agencies for intermediation to non-resident natural persons travelling to Estonia and on the basis of which such persons are serviced in Estonia;
8. the sale of package tours to tourists travelling from Estonia to foreign states, on the basis of
which the tourists are serviced outside the Estonian customs territory.
In addition, the following services provided to a non-resident, except those provided to a nonresident’s permanent establishment in Estonia are considered to be export of services:
1. transfer of intellectual property rights;
2. advertising services;
3. consulting, accounting, legal, auditing, engineering, data processing or information services
or services for the electronic transmission of information;
4. financial and insurance services, including reinsurance;
5. supply of staff;
6. hiring or leasing of or establishment of a usufruct on movable property;
7. telecommunications services, including assignment of rights to use transmission lines;
8. services of agents procuring one of the services specified in clauses 1)–7) for their principal.
29
See §3(1) of the VAT act. This provision also applies for provision of goods or services by an
employer to a servant or a member of the management or control body of the employer.
30
See § 3(5) of the VAT act.
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1.3.2.3.4

Importation of goods and services

Import of goods is defined in §6(1) as importation of goods into Estonia for free circulation
(within the meaning of the Customs Code31). It also includes the release for free circulation
of products obtained from outward processing of Estonian goods, and other cases which result in a customs debt.32 Temporary import of goods for the purpose of an operational lease
is not deemed to be import.
The definition of ‘import of services’ is provided in § 6(3) of the Estonian VAT act which
stipulates that it is the provision of the following services to an Estonian taxable person by a
non-resident, except for services provided through the non-resident’s permanent establishment in Estonia:
1. transfer of intellectual property rights;
2. advertising services;
3. consulting, accounting, legal, auditing, engineering, data processing or information
services or services for the electronic transmission of information;
4. financial and insurance services, including reinsurance;
5. supply of staff;
6. hiring or leasing of or establishment of a usufruct on movable property;
7. telecommunications services, including assignment of rights to use transmission
lines;
8. services of agents procuring one of the services specified in above-mentioned
clauses 1)–7) for their principal.
§6(4) provides that after Estonia’s accession to the European Union, hiring, leasing or, establishing a usufruct on, a means of transport supplied by a non-resident shall not be deemed to
be import of services.
1.3.2.4
1.3.2.4.1

Place of taxation
Goods

In the case of goods the place of supply is deemed to be Estonia if the goods are delivered or
made available to a recipient in Estonia, including on the border of Estonia, or if the goods
are exported from Estonia.33
1.3.2.4.2

Services

§ 7 (1) 5) stipulates that the place of supply of services is considered Estonia if the seat of the
provider or the permanent establishment through which the services are provided is located
in Estonia, except in the case provided for in § 7 (2) of the Estonian VAT act (see below).
In addition, the place of supply is considered Estonia if:
1. an immovable property located in Estonia is constructed, valued or maintained or
services relating to the transfer of an immovable property located in Estonia or to
preparation or co-ordination of the related construction work are provided34;
2. cultural, artistic, sporting, educational, scientific or entertainment services, including
the organisation of related events, are provided in Estonia35;
31

The concept of importation is based on the Estonian Customs Code, which gives a definition of
this customs procedure.
32
These procedures are also defined in the Customs Code.
33
§7(1)1) of the Estonian VAT act.
34
§7 (1) 2) of the Estonian VAT act.
35
§7 (1) 3) of the Estonian VAT act.
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3. a movable property located in Estonia is valued or repaired36.
§7 (2) provides that the place of supply is not Estonia if an Estonian taxable person provides
the following services:
1. construction, valuation or maintenance of an immovable property located abroad, or
services relating to the transfer of such an immovable property or preparation or coordination of related construction work;
2. cultural, artistic, sporting, educational, scientific or entertainment services provided
abroad, including organisation of related events;
3. valuation or repair of a movable property located abroad.
Furthermore, the place of supply is not Estonia if an Estonian taxable person provides the
following services to a non-resident:
a.
transfer of intellectual property rights;
b.
advertising services;
c.
consulting, accounting, legal, auditing, engineering, data processing or information services or services for the electronic transmission of information;
d.
financial and insurance services, including reinsurance;
e.
supply of staff;
f.
hiring or leasing of or establishment of a usufruct on a movable property;
g.
telecommunications services, including assignment of rights to use transmission
lines;
h.
services of agents procuring one of the services specified in above-mentioned
clauses a)–g) for their principal.
§ 7 (3) of the Estonian VAT act provides that as of Estonia’s accession to the European Union, the place of supply in the case of the hiring or leasing of or establishment of a usufruct
on a means of transport supplied by an Estonian taxable person to a non-resident is deemed
to be Estonia.
1.3.2.5

Chargeable event and chargeability of tax

The chargeable event37 takes place at the date on which the first of one of the following acts
is performed:
1. the dispatch of a good or the making of a good available to a purchaser, or the provision of a service;
2. the issue of an invoice for the good or service;
3. full or partial payment for the good or service;
4. in the case of self-supply or non-business use38, the chargeable event is deemed to
occur when these transactions take place.
If the provision of services continues for longer than a tax period, the services are deemed to
have been provided during the tax period when the provision of services terminates. In the
case of regular transfers of goods or provision of services to the same purchaser or in the
case of the financial lease of goods, the chargeable event is deemed to take place at the taxation period overlapping with the end of the period of time for which an invoice is submitted
or during which payment for goods or services received is to be made as agreed.
36

§7 (1) 4) of the Estonian VAT act.
That is the event by occurrence of which the tax authority becomes entitled to claim the tax from
the person liable to pay.
38
These cases are specified in clause 3 (1) of the Estonian VAT Act. See also section 1.3.2.3.
37
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In the case of import of goods, the chargeable event occurs and the tax is due either when the
goods are released within the meaning of the Customs Code or when customs debt is incurred.39 In the case of export of goods, the chargeable event takes place at the date on which
the first of one of the following acts is performed:
1. the dispatch of a good or the making of a good available to a purchaser, or the provision of a service;
2. full or partial payment for the good or service.40
1.3.2.6

Taxable amount

VAT is charged as a percentage of the taxable amount (the consideration). The taxable
amount is comprised of the selling price of the goods or services and other amounts which
the purchaser of the goods or services or a third party is to pay to the seller of the goods or
the provider of the services for the corresponding goods or services.41
Grants allocated to a taxable person from the state budget for the transfer of goods or services for a price lower than their usual value are included in the taxable value.42
In the event of the hire purchase of goods, interest is not included in the taxable amount.43 In
the event of the financial lease of goods, interest is included in the taxable amount.44 In the
case of the financial lease or hire purchase of an immovable property, the land tax costs payable by the purchaser to the seller are not included in the taxable amount.45 The taxable value
of a factoring service is the contract fee and a fee for handling the accounts.46
In the case of an operational lease, the taxable amount is the amount due during a tax period
pursuant to the contract. In the case of a financial lease or hire purchase, the taxable amount
is the selling price, excluding interest, of the goods sold on hire purchase or on the basis of
the financial lease contract.47
The taxable amount does not include any discounts provided to the purchaser if such discounts are applied to all purchasers and under the same conditions.48
In the case of internal use or non-business use of goods and services, the market price49 of
the goods or services is deemed to be the taxable amount.50 In the case of transfer of goods
free of charge or for a price lower than their usual value, including financial lease or hire
purchase, or the provision of services, including services concerning an operational lease of
goods or factoring services, for a price lower than their usual value, the taxable amount is the
market price at the time of the transfer of the goods or provision of the services.51
In the case of imported goods the taxable amount is the customs value of the goods determined in accordance with the Customs Code.52 The taxable amount also includes all import
duties and other expenses such as commission, packing, transport and insurance costs, in39

See §8(5) of the Estonian VAT act.
See §8(4) of the Estonian VAT act.
41
§14(1) of the Estonian VAT act.
42
§14(2) of the Estonian VAT act.
43
§14(3) of the Estonian VAT act.
44
§14(3) of the Estonian VAT act.
45
§14(3) of the Estonian VAT act.
46
§14(4) of the Estonian VAT act.
47
§14(3) of the Estonian VAT act.
48
§14(7) of the Estonian VAT act.
49
§14(4) of the Estonian VAT act specifies that the market price is the average local price excluding the VAT.
50
§14(5) of the Estonian VAT act.
51
If the Tax Board finds that the reported taxable amount of goods or services is lower than the
market price, the Tax Board may establish the market price as the taxable amount (§14(6) of the Estonian VAT act).
52
§15(1) of the Estonian VAT act.
40
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curred up to the first place of destination within the customs territory of Estonia, if those expenses are not included in the customs value.53 ‘First place of destination within the customs
territory of Estonia’ means the place mentioned on the consignment note or any other document by means of which the goods are imported. In the absence of such an indication, the
first place of destination is considered to be the place of the first transfer of cargo in the customs territory of Estonia.
The taxable amount of goods imported by a traveller in excess of the limit that is allowed to
import free of customs duties is comprised of the purchase price of the goods and all import
duties. A traveller must prove the purchase price on the basis of the payment documents. If
such documents are missing or if the declared value of the imported goods is not acceptable
to the customs authorities, the goods must be taxed on the basis of the market price of the
valued goods or of identical or of similar goods.54
In the case of release for free circulation of products obtained in the outward processing of
Estonian goods, the taxable value is comprised of the value added during such processing
and the loading, packing, transportation and insurance costs added to the price of the goods
outside the Estonian customs territory, including all import duties.55
In the case of imported services the taxable amount is comprised of the selling price of the
services and other amounts which the purchaser of the services or a third party is to pay to
the provider of the services for the corresponding services.56
Special rules (hereafter referred to as the ‘margin scheme’) apply to resale of second-hand
goods, original works of art, collectors’ items or antiques if registered taxable person bought
those goods from a person who is not a taxable person or a taxable person who is not registered.57 The taxable amount can then be considered the difference between the selling price
and purchase price of the goods. The ‘margin scheme’ can also be applied to importation of
original works of art, collectors’ items or antiques;58 and acquisition of original works of art
sold to the taxable person by the author or the holder of the copyright.59 However, taxable
persons may also opt for application of the general procedure for calculation of taxable
amount.60
Derogation from this ‘margin scheme’ is introduced by §35, for sales by public auction. In
the cases of such sales, the taxable amount is the amount paid by the purchaser on the basis
of an invoice or other sales document issued by the organiser of the sale, less the difference
between the initial selling price of the goods sold by public auction and the amount of the
commission obtained or to be obtained by the organiser from the principal of the organiser
pursuant to the contract. The total amount payable by the purchaser of the goods includes the
auction price of the goods and other amounts, which the purchaser is required to pay to the

53

§15(5) of the Estonian VAT act stipulates that the tax established by the Estonian VAT Act is
not included in the taxable amount of imported goods.
54
§15(3) of the Estonian VAT act.
55
§15(4) of the Estonian VAT act.
56
§14(1) of the Estonian VAT act.
57
Special rules also apply if those goods were supplied by a registered taxable person who resells
second-hand goods, original works of art, collectors’ items or antiques under the same ‘margin
scheme’.
58
The purchase price in the case of importation of original works of art, collectors’ items or antiques is deemed to be the taxable amount plus the value added tax.
59
§34(3) provides that ‘margin scheme’ can be applied for those goods only if the person has notified the Tax Board.
60
§34(7) of the Estonian VAT act.
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organiser in connection with the acquisition of the goods. The total amount must be exclusive of VAT.61
1.3.2.7

Exemptions

A distinction is made between domestic exemptions and exemptions on importation and exportation. In the case of domestic exemptions no right of deduction arises. By contrast, the
exemptions on exportation are accompanied with a right of deduction, therefore, these transactions are, in effect, zero-rated.
1.3.2.7.1

Domestic exemptions

§18 distinguishes between two categories of exemptions: §18(1) deals with the goods and
services of a social nature, and §18(2) with other goods and services. The former list of activities includes postal services62; medical services63; certain non-profit activities64; various
social services; training services65; transportation of sick, injured or disabled persons66; and
services relating to shelters for the protection of children and young persons. The other exempted goods and services include insurance and re-insurance services67; the leasing or letting of immovable property68; provision of dwelling maintenance services to owners of
dwellings; supply of immovable property; goods the input VAT for which is not subject to
deduction69; goods subject to resale;70 money and securities; services provided by credit or
financial institutions; valid postal payment means of the Republic of Estonia;71 organising of
lotteries or gambling, and lottery tickets; and investment gold.

61

This procedure for calculation of taxable amount is applied if the organiser of a sale by public
auction acts on the basis of a contract according to which a commission is payable on the sale of
goods by public auction.
62
Including postal payments of state pensions and other benefits paid from state budget. See §18
(1) 1) of the Estonian VAT act.
63
The health services specified in the list of health services established by a regulation of the Government of the Republic on the basis of the Health Insurance Act, and the supply of human organs,
human tissue, breast milk, human blood and blood products made from human blood as specified in
the list established by a regulation of the Government of the Republic or the Minister of Social Affairs. See §18 (1) 2) of the Estonian VAT act.
64
Services provided free of charge by a non-profit association to its members, and services provided by a non-profit association to natural persons relating to the use of sports facilities or sports
equipment. See §18 (1) 3) of the Estonian VAT act.
65
Including private tuition relating to basic, secondary or higher education. See §18 (1) 6) of the
Estonian VAT act.
66
If those persons are transported in vehicles which are specially designed for such purpose and
which correspond to the requirements established on the basis of the Traffic Act. See §18 (1) 7) of the
Estonian VAT act.
67
Including insurance services provided by insurance brokers and insurance agents.
68
In addition, exemption is applied on establishment of a usufruct on immovable property and the
costs relating to land tax and building insurance demanded by the lessor of a dwelling or the provider
of maintenance services from the recipient of the service. Exemption is not applied on the provision of
accommodation services, the leasing or letting of or establishment of a usufruct on multi-storey car
parks and premises for parking vehicles, and the hiring or leasing of or establishment of a usufruct on
permanently installed equipment or machinery or safes. See §18 (2) 2) of the Estonian VAT act.
69
This exemption does not apply to goods the input value added tax for which has been partially
deducted. See §18 (2) 4) of the Estonian VAT act.
70
On the condition that the taxable person was not entitled to deduct the input value added tax neither in full nor in part upon acquisition of the goods.
71
On the condition that they were sold at their nominal value.
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1.3.2.7.2

Option for taxation

§18 (3) provides that taxable persons may opt for taxation in the cases of leasing or letting of
immovable property; supply of immovable property; services provided by credit or financial
institutions; and investment gold72.
1.3.2.7.3

Exemption on importation

§19 provides that the same exemptions, which apply for domestic goods and services are
also applied for importation. In addition, the exemption is applied for gold, banknotes, coins
and securities imported by the Bank of Estonia; revenue stamps; and goods concerning
which, pursuant to the customs rules, a declaration of goods need not be submitted when
they are carried across the customs frontier. In addition, §19 (2¹) provides that VAT is not
imposed on the import of the following goods:
1. temporarily exported goods which are returned to Estonia if such goods are returned
in the same condition within the meaning of the Customs Code, goods returned to
Estonia on the basis of guarantees prescribed by a contract if such goods have previously been exported, goods which after being imported have been carried out of Estonia on the basis of guarantees prescribed by a contract for the purposes of performing work under guarantee and are returned to Estonia, and spare parts imported into
Estonia for the purposes of performing work under guarantee on goods the import of
which is certified. Full or partial replacement of goods or substitution of like goods
for the original goods during the warranty period is also deemed to be work performed under guarantee;
2. books, periodicals or other data media sent from foreign states to libraries, research
and development institutions or educational institutions as donations or in exchange;
3. confiscated counterfeit clothes and footwear which shall be transferred to state or local government health care or social welfare institutions pursuant to the procedure
prescribed by law;
4. the catch of an undertaking engaged in commercial fishing at sea which is unprocessed or has undergone preservation procedures for marketing purposes and which is
imported to a port prior to sale.
1.3.2.7.4

Exemption on exportation

§17 (3) of the Estonian VAT act provides that exported goods or services are zero-rated (exempt from VAT with a right to deduct input VAT).
1.3.2.8

Deductions

The registered taxable person has the right to deduct the input VAT from the VAT he is liable to pay. Input VAT is defined in §20(3) as: (1) VAT to be paid on goods or services
which a registered taxable person acquires or receives from another registered taxable person
and uses for the purposes of business; (2) VAT calculated by the taxable person on the taxable value of services imported for the purposes of business or paid on goods imported for
the purposes of business.

72

On the condition that investment gold has been transferred to a registered taxable person by a
registered taxable person who in the business thereof normally supplies gold for industrial purposes or
by a registered taxable person who produces investment gold or transforms any gold into investment
gold, and services relating to such supply, provided by an agent acting in the name and for the account
of another person.

18

Value Added Tax

§ 22 (1) of the Estonian VAT act stipulates that upon the receipt of goods or services from
another registered taxable person, input VAT must be deducted on the basis of an original
invoice meeting the requirements of the Estonian VAT act. Upon the import of services, input VAT must be deducted on the basis of an invoice received from the non-resident, and
upon the import of goods, input VAT can be deducted on the basis of the customs declaration of release for free circulation and the document certifying payment of VAT. In the case
of import of goods, input VAT must be deducted in the tax period during which the goods
are received and the VAT is paid. In other cases, input VAT must be deducted in the tax period during which the goods or services and the invoice from the seller of the goods or services are received.73
If a registered taxable person uses goods or services both for the purposes of taxable supply
and supply exempt from tax, input VAT is partially deducted from the calculated VAT. Partial deduction is based on the proportion of the taxable supply, excluding imports of goods
and services, of a taxable person to the amount of the total supply effected by the person in
Estonia and the supply of services provided outside Estonia and considered under export of
services.74
1.3.2.9

Persons liable for payment of the tax

A taxable person must pay VAT after the person has been registered as a taxable person.75 76
In addition, a person not registered as a taxable person is liable to pay the tax on goods or
services for which the person has issued an invoice or other sales document in which the
amount of VAT is indicated.77
Liability on importation
A person who is a debtor in respect of VAT within the meaning of the Customs Code is liable to pay the VAT due on importation.
1.3.2.10 Special schemes
§ 32 establishes the special rules applied for transfer of right to cut standing crop and for
timber and related services. If a registered taxable person transfers the right to cut standing
crop or transfers timber or processed timber to another registered taxable person or if a registered taxable person provides logging, extraction, on-road transportation, loading, unloading,
reloading, sorting, stacking or transport services for timber or processed timber to another
registered taxable person, the purchaser of the goods or services must consider the amount of
VAT indicated on the invoice concerning the transaction to be the VAT payable by the purchaser and must pay only the sales price, exclusive of VAT, of the goods or services to the
seller. The purchaser deducts the input VAT from the calculated VAT during the same tax
period in which the purchaser considered the amount of VAT as payable by the purchaser.
The so-called ‘margin scheme’ is applied for second-hand goods, works of art, collectors’
items and antiques purchased for resale by registered taxable persons from non-taxable persons, non-registered persons, and registered taxable persons reselling these items under the
same ‘margin scheme’. This margin scheme was dealt with in the section 1.3.2.6. Under this

73

§22(5) of the Estonian VAT act.
§23(1) of the Estonian VAT act.
75
§2(3) of the Estonian VAT act.
76
The obligation of registration arises when taxable supply, excluding import of goods, of a taxable person exceeds EEK 250 000 (EUR 16 025) as calculated from the beginning of a calendar year
(§9(1) of the Estonian VAT act). See section 1.3.2.11.1.
77
§2(3)2) of the Estonian VAT act.
74
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scheme VAT is applied on the difference between the selling and buying price, so avoiding
double taxation on goods that have previously been taxed.
From the beginning of 2004, the margin scheme will also be applicable to the travel agents in
cases where a travel agent enters into an agreement with a customer in the name of the travel
agent and uses goods or services acquired from other taxable persons for the purposes of servicing travellers. In other cases, travel agents shall be subject to the general procedure for
calculation of taxable amount. In order to calculate the taxable amount of a service provided
by a travel agent, the total cost, inclusive of VAT, of the goods and services acquired by the
travel agent from other taxable persons for the purposes of servicing travellers shall be deducted from the total price, exclusive of VAT, of the package paid by the travellers to the
travel agent. If services ordered by a travel agent are provided by another person outside Estonia, the intermediation services provided by the travel agent must be treated as an export of
services. A travel agent does not have the right to deduct the VAT paid by the travel agent to
other taxable persons upon acquisition of goods or services for the purposes of servicing
travellers from the calculated VAT of the travel agent.
The special scheme applicable to investment gold was dealt under section 1.3.2.7.2.
1.3.2.11 Administrative obligations
1.3.2.11.1 Compulsory registration
Estonia applies EUR 16 025 (EEK 250 000) turnover limit for compulsory registration of
VAT taxable persons. Below that threshold the registration is voluntary.
1.3.2.11.2 Possibility for group registration
§ 12 of the Estonian VAT act provides a possibility to register two or more taxable persons
as one taxable person. The Tax Board of Estonia must register a parent undertaking and its
subsidiaries as a single taxable person on the basis of a joint application by such taxable persons. Taxable persons to whom at least one of the following circumstances applies must also
be registered as a single taxable person on the basis of a joint application:
at least 50 per cent of the shares of each public limited company to be registered as a single
taxable person or of the holdings in each private limited company or a general or limited
partnership to be registered as a single taxable person are owned by one and the same person;
at least 50 per cent of the votes determined by the shares of each public limited company or
private limited company to be registered as a single taxable person or by the contributions
into each general or limited partnership to be registered as a single taxable person are owned
by one and the same person.
1.3.2.11.3 Submitting a return
The tax period is one calendar month. VAT returns must be submitted to the Tax Board by
the twentieth day of the month following the tax period. The Tax Board may establish a tax
period longer than one calendar month for the taxable person, provided that it begins on the
first day of the calendar month and ends on the last day of one of the following calendar
months. In this case, VAT returns must still be submitted to the Tax Board by the twentieth
day of the month following the tax period.
The following persons are required to submit VAT returns:
a. registered taxable persons;
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b. persons not registered as taxable persons, on transactions concerning which they
have issued an invoice or other sales document in which the amount of VAT is indicated.

1.3.3

Tax rates

Estonia applies a standard rate of 18 percent on most goods and services and a reduced rate
of 5 percent. In addition, zero rating is applied for selected goods and services.
The reduced rate of 5 percent is applied on the following goods and services:
1. books;78
2. medicines, medical equipment or medical devices;
3. chemical pest control agents (biocides) if the purchaser is a social welfare institution
or health care provider;
4. handling of hazardous waste;
5. funeral items and services;
6. the organisation of performances or concerts by a state, municipal or private performing arts institution or the national opera;79
7. heat sold to individuals, housing associations, apartment associations, churches, congregations or bodies or organisations financed from the state, rural municipality or
city budget, and peat, fuel briquettes, coal or firewood sold to individuals;
8. accommodation provided by hotels and similar establishments.
Zero rates are applied on the following goods and services:
1. exported goods or services;
2. sea-going vessels used for navigation on high seas, and equipment transferred together with the vessel;
3. aircraft operating on international routes, and equipment transferred together with
the aircraft;
4. electricity generated by wind, and hydro-electricity;
5. periodicals sold under a subscription;
6. textbooks and workbooks for primary schools and gymnasiums.

1.4

Taxation of income

1.4.1

The main features of income taxation

In 2000, Estonia introduced a new system of corporate taxation. The most important difference with the previous system and the conventional corporate income tax system is that the
object of taxation has been changed. Resident legal persons do not pay tax on earned profits
but on distributed profits. Retained profits are exempt from tax. Branch offices and permanent
establishments are subject to tax on transfer of income earned in Estonia.
The distribution of profits by the Estonian corporations is taxed at a rate of 26/74. Income
tax on fringe benefits is payable by the employer at a rate of 26/74.80 The same rate (26/74)
78

Excluding textbooks and work books for primary school and gymnasiums that are subject to a
zero rate.
79
On the condition that the organiser of the performance or concert has not incurred tax arrears
during the same calendar year and the funds received by the organiser from the state, rural municipality or city budget or the Cultural Endowment of Estonia amount to at least 10 per cent of its income
during the calendar year.
80
In addition, the fringe benefits are subject to social contributions at a rate of 33%. The taxation
of fringe benefits is stipulated below.
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applies to gifts and donations, expenses not related to business activities and other distributions of this kind.
Social benefits and pension scheme in Estonia
Wages and salaries are taxed with the social security tax (which includes social security contributions and the medical insurance tax) at the rate of 33%. In addition, the employer withholds unemployment security contribution of 1 percent (withheld from the gross salary) and
additionally pays 0,5% percent (calculated on the gross salary). Contributions to a mandatory
funded pension are 2 percent (withheld from the gross salary). This is only the case if the
employee has joined a mandatory funded pension system.
The income tax, unemployment security contributions, pension insurance contributions as
well as social security contributions have to be paid by the employers to the State budget.
The employee has no additional tax liability.
Social security tax (which includes social security contributions and the medical insurance
tax) is payable on wages and other remuneration paid to employees in money. Tax is payable
on the monthly basis. Social tax is applied at a rate of 33% on the value of the benefit including the calculated income tax. For example, if the net income received by the employee is
EUR 100 then the company will pay EUR 35,14 income tax and EUR 44,59 social security
contributions. Unemployment insurance payments are shared between employer and employee. Employers pay tax at rate of 0,5% on gross payroll payments and additional 1% is
withheld from payments made to employees. Contributions to a mandatory funded pension
are 2 percent (withheld from the gross salary). This is only the case if the employee has
joined a mandatory funded pension system.
Compensations for illness and old age pensions are financed by the social security authorities
from the state budget and companies do not have major direct obligations in addition to paying the 33% social security tax.
Capital taxes
There is no net wealth/capital tax in Estonia. Capital gains are generally included in the taxable income of individuals and taxed at a general rate.
Inheritance and gift tax
There are no inheritance and gift taxes in Estonia, but if the person sells inherited property
and according to the law the gain from such property is subject to income tax, the full sales
price will be subject to income tax.
1.4.1.1

Jurisdictional criteria

An individual is a resident if he or she has a permanent place of residence in Estonia or stays
in Estonia for 183 days or longer during a tax period. Estonian state public servants who are
in foreign service are also residents. The ‘incorporation method’ is used to determine residence of an entity: a legal person is a resident if it is established pursuant to Estonian law.81
Residents are subject to unlimited tax liability, i.e. tax is applied on their worldwide income,82 while non-residents are subject to limited tax liability, i.e. tax is applied on their income derived from sources within Estonia.
81

If the residency prescribed on the basis of an international agreement differs from the residency
prescribed pursuant to law or if the agreement prescribes more favourable conditions for taxation of
the income of non-residents than those provided by law, the provisions of the international agreement
apply.
82
In order to avoid double taxation of the income earned abroad, a resident taxpayer who has derived income from abroad can deduct income tax paid or withheld on such income abroad from the
income tax to be paid.
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Dual residence
The Estonian tax treaties contain rules which provide how the residence should be determined where an individual or a company is considered a resident of both Contracting States
under the tax treaty. The criteria used in case of individuals are, for example, habitual abode
and permanent home, personal and economic relations, centre of vital interests, length of
stay and nationality. If a person other than an individual has a dual residence, the question is
settled by mutual agreement procedure.
1.4.1.2

Corporate taxation

Under the Estonian tax system, the distribution of profits (as well as transactions that can be
treated as hidden distributions of profits) are subject to income tax. Income taxation has
shifted from earning profits to the distribution of profits. The term “distribution” is treated
wider than just direct dividend payments. It also includes hidden profit distributions and certain expenses, which can be considered profit allocation, e.g. fringe benefits, gifts, donations,
and expenses and payments unrelated to business. In case of the fringe benefits the social
contributions at a rate of 33% are also applied in addition to the income tax. It means that
altogether the tax is applied at a rate of 79.73%. For example, if the taxable value is EUR
100 then the company will pay EUR 35.14 corporate income tax and EUR 44.59 social security contributions. The employee gets a benefit in a value of EUR 100, with no additional tax
liability.
All kind of resident legal persons, including public bodies, as well as non-profit associations
and foundations are taxed on the same principles as corporations.83 Although public bodies,
non-profit associations and foundations do not distribute profits, they pay tax on their costs,
i.e. on gifts and charitable contributions as well as on fringe benefits. A state agency or
agency of a local government unit pays tax only on fringe benefits. In the case of fringe
benefits an employer who is an individual can also be the payer of tax.
The above taxable benefits (i.e., fringe benefits, gifts and charitable contributions) are not
subject to income tax at shareholder level – they are exempt in the hands of the recipient.
Taxation of dividends
Income tax is payable by a company distributing dividends. The income tax is also imposed
on the payments to the legal persons established in territories with low tax rates84, irrespective of whether the person operates in Estonia or not. In addition, the Income Tax Act comprises CFC rules under which the profits of companies located on the low-tax territories are
deemed to constitute taxable income of the residents. The act also consists a so-called transfer pricing provision (see section 2.4.2.8).
Inter-Company Dividends
The dividends paid to non-resident companies owning less than 25% of the share or stock
capital or votes of the commercial undertaking distributing the dividends are subject to income tax twice: in addition to the income tax at a rate of 26/74, the withholding tax at a rate
of 26% is applied on dividend payments (bringing the total tax burden to approximately
45.24%).
In case of dividends paid to resident companies, credit system is implemented to ensure that
tax liability arises only at the first instance of dividend distribution. In case of any further
83

The same principles that apply to corporations apply to commercial undertakings, non-profit
associations, legal persons under public law and churches, congregations and associations of congregations, as well as legal persons established under prior legal acts that have not been re-registered and
are under compulsory dissolution.
84
See section 1.4.4 for a definition of low tax territories.
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instances of distribution of the same dividend, no actual tax liability arises. The tax credit is
received only if the direct holding of the dividend recipient in the profit-distributing company is at least 20%.
It follows that the current Estonian system of dividend taxation differentiates Estonian and
foreign parent companies in a sense that it provides different minimum shareholding rate for
exclusion of double taxation of dividends. When dividends are paid to the Estonian parent
company holding 20% of shares the double taxation is eliminated, while the same applies to
foreign legal persons starting from shareholding rate of 25%.
In case of the domestic dividends, the double taxation occurs when the dividends are redistributed by the receiver. In case of the foreign dividends, the double taxation occurs immediately at the moment of the distribution. So the discrimination of the foreign corporate shareholder is twofold: (1) the threshold for exemption is 25% instead of 20% and (2) the tax is
payable immediately, without waiting for the redistribution. The issue is discussed in greater
detail in section 1.4.6 as well as in section 7.2.2.2.4.
If dividends are received from foreign companies, the credit method is applied to avoid double taxation.
Example of tax calculation
If a company earns taxable profits of 100, it can distribute 74 to a shareholder, paying a tax
of 26. If the shareholder is an individual, there is no further tax at shareholder level. If the
shareholder is a resident company (or a permanent establishment of a foreign company)
holding 20% of the shares, that company/permanent establishment can redistribute the received dividend free of tax. In that case, if the shareholding is less tan 20%, there is again
26/74 tax on redistribution, etc. If the shareholder is a non-resident company holding 25% or
more, no further tax. If the shareholding is less than 25%, 26% tax must be withheld by the
company distributing the dividend, bringing the total tax burden to 45,24%.
Reserves and Provisions
Companies can establish reserves without tax consequences.
Tax Losses
Possibility to carry forward losses is not provided in the Estonian legislation. It is not relevant in the Estonian situation because profits are not taxed before they are distributed, and
therefore, losses have no effect on corporate taxation. Profit distributions are subject to income tax even if a company has an accounting loss.
Capital Gains
Resident companies and permanent establishments of non-resident companies registered
with the Estonian authorities are not subject to tax on their capital gains until the gains are
distributed. Capital gains are not taxed separately, but are included into profits subject to corporate income tax upon distribution. Thus, the capital gains received by the company are not
taxable as an income, but becomes subject to taxation upon distribution.
Non-resident companies without a permanent establishment in Estonia are subject to tax at a
rate of 26% on their capital gains derived from Estonian sources.85

85

The sale of shares by a non-resident is subject to income tax only if the transferred holding is a
holding of at least 10 per cent in a company of whose property, according to the balance sheet as of
the last day of the preceding financial year, more than 75 per cent is made up of immovables or structures as movables, which are located in Estonia.
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Groups of Companies
Companies forming a corporate group are treated as individual companies for tax purposes.
Thus, there is no fiscal unity or similar concept in the Estonian tax legislation.
Thin Capitalisation
There are currently no thin capitalisation regulations in Estonia.
Transfer Pricing
If the value of a transaction conducted between associated resident and non-resident persons
differs from the value of similar transactions conducted between independent persons, the
tax administrator may, upon making an assessment of income tax, apply the value of transactions used by independent persons under similar conditions. See also section 1.4.2.8.
Tax collection
A legal person has the obligation to file income tax return for the period of taxation (calendar
month) by the 10th day of the month following the taxation period, regardless of whether
any events resulting in tax obligations have occurred. Income tax is to be transferred to the
tax authorities by the same date.
Companies have to file annual accounts by the tax administrator no later than six months
after the end of the financial period.
1.4.1.3

Tax rates

A flat rate (26%) is applied for all kinds of personal income. Income tax is not charged on
certain types of gains from transfer of property (see section 1.4.5.3). Interest payments are
generally tax exempted. However, if the interest rate is substantially higher than the usual
rate on similar debt claims on the same market conditions, 26% withholding income tax is
levied on the difference (the lower rate can be applied if the interest is paid to non-resident
and double taxation treaty is in force).
Income tax is not charged on state pensions and the mandatory funded pensions on a total
amount which does not exceed three times the basic exemption deductible from the income86; state scholarships and grants; international and state cultural, scientific and sports
awards and lottery prizes.87 Pension benefits paid by voluntary pension funds are subject to
tax at reduced rate (10%) or exempted from tax if certain conditions are met.88 Certain insurance benefits are subject to tax at reduced rate (10%) or exempted from tax.89
The tax rate for profits earned and retained in the company is 0 %. A resident company pays
income tax on profit distributed as dividends or other profit distributions.90 The tax rate on
gross dividends is 26%, although the income tax is calculated on net amount of the dividends
by applying the tax rate of 26/74.91 Thus company not distributing profit is not obliged to
86

§ 23 of the Income Tax Act specifies that the basic exemption deductible from the income of a
resident individual is EEK 12 000 for a year 2003.
87
See also section 1.4.5.
88
See section 1.4.5. where the taxation of pensions is discussed in greater detail.
89
§ 20 and § 21 of the Income Tax Act list the benefits which are subject to tax at regular or reduced rate. The other insurance benefits are exempted from the income tax.
90
The tax period for the profit distribution is a calendar month. Income tax is reported on one return together with the income tax withheld from individuals and social contributions paid.
91
It is important to note that the tax rate in the case of all instances of the profit distributions is not
26% but 26/74. The rate of 26/74 means that the amount of dividends, fringe benefits, etc. is a taxinclusive amount. Withholding 26% on the gross amount has simply been replaced with 26/74 of the
net amount. The goal is to guarantee equal treatment with all kind of payments subject to withholding
at the rate of 26%.
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pay income tax. Income tax on fringe benefits is payable by the employer at a rate of 26/74.92
The same rate (26/74) applies to gifts and donations, expenses not related to business activities and other distributions of this kind. In addition, a withholding tax of 26 percent is
charged on profit distributions to non-residents with less than a 25 percent shareholding. As
a result, there is a double taxation: a corporate income tax of 26/74 and a withholding tax of
26 percent. No withholding tax or other personal income tax is applied on dividend income
received by residents from Estonian companies.
Withholding taxes
Domestic income tax rates for payments to non-residents (both entities and individuals) are
as follows:
•
Payments from services provided in Estonia – 15 %;
•
Royalties – 15%;
•
Interest – 0%;
•
Rental payments – 26%;
•
Dividends - 0 or 26 %. The 0 % rate is applied if the recipient is a company holding
20 % or more of the share capital or individual.
The withheld tax rates mentioned above may be reduced or waived under tax treaties.
Taxation of non-residents
The taxable income of the non-residents consists only of income gained from Estonian
sources. Business profits are taxed in Estonia if the business of the non-residents was carried
out in Estonia. For legal persons established in low-tax territories93, income tax is imposed
on all service fees paid by Estonian residents notwithstanding the place where the service
was provided.
The branches of foreign commercial undertakings94 and other registered permanent establishments95 are exceptions – they are taxed analogously to resident legal persons, although
the Income Tax Act contains some provisions that only apply to income of permanent establishments. The rules for deductions are the same for all kind of businesses, including permanent establishments. If the property belonging to a non-resident and used by its Estonian
permanent establishment is taken out of a permanent establishment, the transfer is considered
a distribution of profit and taxed as dividends. Obviously, the rule only applies if the property is taken out without sufficient explanation showing its purpose. The dividend treatment
also applies to payments made to the head office, other units of the company or to third persons, if no goods or services are delivered to the permanent establishment in return for the
money. Payments by the permanent establishment to the head office or third persons that can
be considered fringe benefits, expenses not related to business, gifts, and donations are always taxed at the rate of 26/74 of the net amount on a monthly basis.
Income of non-residents is generally taxed by withholding at a rate of 26%, except for royalties, and remuneration for the performance of artists or sportsmen in which cases a rate of 15
92

In addition, the fringe benefits are subject to social contributions at a rate of 33%. It means that
altogether the tax is applied at a rate of 79.73%.
93
See section 1.4.4 for a definition of low tax territories.
94
A foreign commercial undertaking has to be registered in the Estonian Commercial Register.
95
Permanent establishment of a non-resident legal person is defined in § 7 of the Income Tax Act.
Permanent establishment is any place through which the permanent economic activities of a nonresident are wholly or partly carried out in Estonia. If an agent of a non-resident is operating in Estonia, who is authorised to carry out transactions in the name of the non-resident and repeatedly carries
out transactions in the name of the non-resident, the non-resident is deemed to have a permanent establishment in Estonia.
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per cent applies. In the cases where more favourable rates are agreed under the Convention
for the Avoidance of Double Taxation, these rates apply for taxation of income of nonresidents. An income tax of 15% is also withheld on the remuneration paid for services provided to the non-resident in Estonia96, except if the non-resident has a branch entered in the
Estonian Commercial Register or a permanent establishment registered at a local tax authority.97 An income tax is also withheld from the remuneration paid for the services provided by
legal persons established in low-tax territories98 to Estonian residents.99 The rate of income
tax to be withheld is 15%.
Non-profit associations and foundations benefiting from income tax incentives
§ 11 of the Income Tax Act regulates the composition of a list of non-profit associations and
foundations benefiting from income tax incentives. According to the Explanatory Letter to
Income Tax Act, in order to grant tax incentives it should be checked and ensured that the activities of the recipient of charitable contributions are aimed for the public benefit and that the charitable contributions received are used for the designated purpose. In order to benefit from income tax
incentives a non-profit association must meet the requirements specified in the Income Tax Act.
The main criterion is that the entity must pursue its activities for the public benefit. In addition,
such associations must not distribute their assets or income to their members, and their administration expenses and remuneration must not be too high in comparison with commercial entities.100 The Income Tax Act also sets out an all-inclusive list of circumstances, under
which an applicant is not included in the list and under which a person is to be excluded from the
list.101 The Government of Estonia approves a list of non-profit associations and foundations
whose activities are aimed at supporting science, culture, education, sports, law enforcement,
health care, social welfare, the preservation of nature, cultural autonomy of a national minority, or the support of churches, congregations or religious societies in the public interest. Before being included in the list, the documents and activities of the organization are carefully
checked. If the organization fails to conform to the requirements, it will be deleted from the
96

§ 29 of the Income Tax Act.
§ 41 of the Income Tax Act.
98
See section 1.4.4 for a definition of low tax territories.
99
§ 41 of the Income Tax Act.
100
§ 11(3) of the Income Tax Act lists the following requirements that a non-profit association or
foundation applying for inclusion in the list has to meet:
1. the association or foundation does not distribute its assets or income, grant material assistance or monetarily appraisable benefits to its founders, members, members of the management or controlling body, nor to a spouse, direct blood relative, sister, brother, descendant
relative of a sister or brother, direct relative of a spouse, or sister or brother of a spouse of
any of the above mentioned persons;
2. upon the dissolution of the association or foundation, the assets remaining after satisfying the
claims of creditors are transferred to a non-profit association or foundation pursuing similar
goals or to a legal person in public law, the state or a local government;
3. the administrative expenses of the association or foundation do not exceed the rate justified
by the nature of its activities and the objectives specified in its articles of association;
4. the association or foundation does not pay higher remuneration to its employees or members
of the management or controlling body than is paid for similar work in business.
101
According to § 11(5) of the Income Tax Act non-profit association or foundation is not included
in the list if:
1. it is engaged in business as its principal activity or uses business income for purposes other
than those specified in its articles of association;
2. it has tax arrears for which no payment schedule has been arranged;
3. it is undergoing dissolution or bankruptcy proceedings;
4. the documents submitted by the non-profit association or foundation for inclusion in the list
do not meet the requirements established by legislation.
97
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list.102 Legal persons registered on the basis of the Churches and Congregations Act103 are
granted the income tax incentives automatically, without being included in the list and without having to meet the requirements listed in the Income Tax Act. Other religious associations that have been registered in accordance with the Non-profit Associations Act must apply for inclusion in the list pursuant to the established procedure. An automatic income tax
incentive is also granted to Estonian political parties.

1.4.2 Taxation of corporate income
Resident legal persons have to pay income tax on the following items: dividends, hidden
profit distributions, fringe benefits, gifts and charitable donations, reception expenses, and
non-business expenses.
1.4.2.1

Taxation of dividends and other profit distributions

Dividends are defined in § 18(2), which provides that a dividend is a payment which is made
from the net profit or the retained profits from previous years pursuant to a resolution of a
competent body of a legal person, and the basis for which is the recipient’s holding in the
legal person (ownership of shares, partnership in a general or limited partnership or membership in a commercial association, or other forms of holding pursuant to the legislation of the
home country of the company). A payment is considered a dividend if the following five
conditions are met:
1. a payer of a dividend is an Estonian company;
2. a payment is made from the net profit of a company;
3. a payment is made in monetary or non-monetary form;
4. a basis for a payment is a decision of a competent body of a company;
5. a recipient of a payment has a legal right to participate in the profit distribution of a
company.
These conditions are cumulative. If the payment does not meet any of the above conditions
then it is not considered a dividend but other profit distribution which is equally taxable.104
Income tax must also be paid on hidden profit distributions, such as the transfer of property
at a price that is lower than the market value, or vice versa, the purchase of property at a
price that is higher than the market value. Income tax must also be paid in cases where the
law prohibits the payment of dividends or if a loan is granted to the shareholders that is prohibited under the law. Income tax is not levied (again) on dividends received by resident individuals.105 Consequently, double taxation of dividends is avoided in these cases. Double
102

According to § 11(6) of the Income Tax Act the Government of the Republic has the right to
delete a non-profit association or foundation from the list if it becomes evident that it does not meet
the requirements or if facts specified in previous footnote appear, or
1. if the non-profit association or foundation has failed to file reports and tax returns with the
tax administrator during the terms and pursuant to the procedure prescribed by legislation, or
2. if the non-profit association or foundation has failed to report changes made in its articles of
association to the local Tax Board office of its seat within thirty days after an entry concerning the change is made in the non-profit associations and foundations register, or
3. if the non-profit association or foundation derives income from activities not specified in its
articles of association.
103
State Gazette, I 1993, 30, 510; 44, 637; 1994, 28, 425.
104
§50(1) of the Income Tax Act stipulates that income tax has to be paid on profit distributed as
dividends or other profit distributions upon payment thereof in monetary or non-monetary form. Income tax is not charged on profit distributed by way of a bonus issue.
105
§18(1) provides that income tax is charged only on dividends and profit distributions received by
a resident individual from a foreign legal person in monetary or non-monetary form.
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taxation of dividends is also avoided if dividends are distributed to legal persons who hold a
qualifying interest (at least 20%). The resident companies whose holding is less than 20%
have to pay the income tax again when they redistribute the dividends. Double taxation is
also not avoided in the case of non-residents who have to pay income tax on dividends received from resident companies. Income tax is withheld on those dividends at the rate of 26
per cent immediately at the moment of distribution of dividends by the Estonian company.106
However, double taxation is avoided in the case of foreign direct investment if a non-resident
legal person owns at least 25 per cent of the share capital or votes of the resident company
distributing the dividends. Dividends distributed to such legal person, except a legal person
located in a low tax rate territory, are not subject to income tax at a shareholder level.
Since the company tax is levied upon distribution, it is important to understand how the tax
is calculated at that moment. For example, a company receives a dividend of 100 in year 1.
It does not make a distribution in year 1. The tax payable is 0. In year two it earns fully taxable profits of 250, and does not make a distribution. The tax payable is 0. In year 3 it earns
fully taxable profits of 150, and in September, (before the profit has been determined) distributes a dividend of 50. The income tax of 17.57 has to be reported and paid.107 If the company would distribute dividend of 300 in October, the income tax of 105.41 has to be reported and paid.108
1.4.2.2

Taxation of other transactions

Taxation of repayments of capital
Repayments of capital are not subject to income tax at a paying company level. If the receiver of the repayment of capital (i.e. in the case of a reduction in the share capital and in
the case of redemption or return of shares or contributions) is a resident individual or a nonresident (an individual or a legal person), the income tax at a rate of 26% has to be paid. The
income tax is charged on the amount in which the payments made to a person exceed the
acquisition cost of the holding or the contribution made by the person upon acquisition of the
holding (shares, contributions).
Taxation of repayment of loans
The repayment of loan is not subject to income tax. In addition, the interest payments are
also, as a general rule, tax exempt (the exception is the interest that exceeds the market rate
as well as interest payments to a legal person located in a low tax rate territory).
Taxation of liquidation proceeds
Payments made upon liquidation are not subject to income tax at a selling company level.
Payments made upon liquidation are subject to income tax (26%) at the level of the receiver
of the payments if the liquidation proceeds are paid to an individual or a non-resident (an
individual or a legal person). However, if the non-resident selling the assets is from the country with which Estonia has a tax treaty in force, the payments made upon liquidation are not
subject to income tax. Any payments made before the liquidation may be considered profit
distributions and taxed as dividends at a rate of 26/74 (26% on the grossed up amount).

106

However, in cases where the recipient of the dividend is a non-resident subject to the provisions
of the Convention for the Avoidance of Double Taxation, rates according to the Convention apply.
107
A company has to report the dividend on its monthly tax return of September (the month when
the dividend payment was made). The tax payment is due on October 20th.
108
If a company paid the dividends out in October then it has to be reported on its tax return of October. The tax payment is due on November 20th.
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Sale of assets
The sale of assets will not have any additional Estonian income tax consequences neither for
the selling company or buying company. The income from the sale of assets is not taxed until an actual distribution of profits takes place or the company is liquidated.
Sale of stock (shares)
The sale of shares is subject to income tax (26%) only if shares are sold by a natural person
or a non-resident. The sale of shares by a non-resident is subject to income tax only if the
transferred holding is a holding of at least 10 per cent in a company of whose property, according to the balance sheet as of the last day of the preceding financial year, more than 75
per cent is made up of immovables or structures as movables, which are located in Estonia. It
follows that the sale of assets triggers tax consequences only if the assets sold by a nonresident company include the considerable amount of the immovable property (i.e. real estate).
1.4.2.3

Taxation of fringe benefits

Employers109 have to pay income tax on fringe benefits granted to employees110. In addition
to income tax, social contributions have to be paid on fringe benefits.111 The employee is not
taxed on such fringe benefits, since the employer has paid all taxes on them.
Fringe benefits are defined as any goods, services, remuneration in kind or monetarily appraisable benefits or gifts which are given to employees in connection with an employment
or service relationship, membership in the management or controlling body of a legal person,
or a long-term contractual relationship. Benefits that an employer grants to the person related
to the employee (the spouse, parent or child of an employee) are also deemed to be fringe
benefits.
The Income Tax Act contains an exhaustive list of fringe benefits, which includes the following items:
1. full or partial covering of housing expenses;
2. the use of a vehicle or other property of the employer free of charge or at a preferential price for activities not related to employment or service duties or to the employer’s business;
3. payment of insurance premiums, unless such obligation is prescribed by law;
4. compensation for official travel expenses and payment of daily allowances, in so far
as they exceed the limits established by the Government of Estonia;
5. compensation for the use of an automobile in personal ownership or leased on the
basis of a finance lease contract, in so far as it exceeds the limits established by the
Government of the Republic; 112
109

The list of employers who have to pay income tax on fringe benefits is provided in § 48(2) and it
includes resident natural and legal persons, state or local government agencies as well as non-residents
who have a permanent establishment in Estonia or whose employees work in Estonia.
110
For the purpose of taxation of fringe benefits, an employee is defined in § 48(3) as a person employed under an employment contract, a public servant, a member of the management or controlling
body, or an individual who sells goods to an employer during a period longer than six months. An
individual who works or provides services on the basis of a contract for services, authorisation agreement or any other contract under the law of obligations is also deemed to be an employee for the purpose of taxation of fringe benefits.
111
Subsection 8 of §2(1) of the Law on Social Tax. The fringe benefits are subjected to social contributions to ensure that all kind of payments received by employee are treated equally.
112
For example, the limit for compensation for the use of an automobile in personal ownership is
EEK 2000 a month.
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6. loans given with lower interest than the minimum rate established by the Minister of
Finance;
7. transfer free of charge or sale or exchange at a price lower than the market price, of a
thing, security, proprietary right or service;
8. purchase of a thing, security, proprietary right or service at a price higher than the
market value;
9. giving up a monetary claim, unless the estimated reasonable costs of collecting the
monetary claim exceed the claimed amount;
10. coverage of expenses relating to formal or informal education acquired in the adult
education system.
1.4.2.4

Taxation of gifts, donations and reception expenses

The taxation of gifts and charitable donations depends on the status of the recipient of the
gifts and donations. A resident legal person must pay income tax on all gifts and donations
made to other legal persons, individuals or non-residents.113 In addition, a resident legal person must pay income tax on gifts and donations made to non-profit associations or foundations not benefiting from income tax incentives according to the list approved by the Government of Estonia.114 Tax is only partially imposed on charitable donations made to nonprofit associations and foundations benefiting from income tax incentives according to the
above-mentioned list. If recipient of the charitable donation is included in the abovementioned list, the payer of the donations is subject to income tax only in the amount of donations exceeding 2 per cent of the total remuneration paid by it to its employees during the
previous calendar month on which the social contribution was imposed. Income tax is not
imposed on donations made to state or local government authorities. In all other cases the
donations made are fully subject to income tax.
If a taxpayer does not make charitable donations subject to taxation every month, the taxpayer may calculate the income tax of the calendar year in total. In the case of a calculation
in total, income tax is charged on the total amount of the donations, which exceeds 2 per cent
of the total amount of the remuneration payments on which the social contribution was imposed during the same calendar year. If the total amount of the donations is less than 2 per
cent of the total amount of the payments on which social contribution was imposed, income
tax shall be charged on the total amount of the gifts and donations which exceeds 5 per cent
of the total amount of the payments subject to individually registered social tax made by the
taxpayer during the same calendar year.

113

§ 49(1) of the Income Tax Act. § 49(2) of the Income Tax Act provides that income tax is not
charged on the following gifts and donations made to non-profit associations or foundations included
in the list of non-profit associations and foundations benefiting from income tax incentives approved
by the Government of Estonia; to legal persons founded on the basis of the Churches and Congregations Act and entered in the register of Estonian churches, congregations and associations of congregations; to a person who owns a hospital; to a state or local government scientific, cultural, educational, sports, law enforcement or social welfare institution; or a manager of a protected area in a total
amount not exceeding one of the following limit values:
1. 3 per cent of the amount of the payments subject to social tax (individually registered social
tax) made by the taxpayer during the same calendar year;
2. 10 per cent of the profits for the last financial year of a taxpayer dissolved as of 1 January of
a calendar year, calculated pursuant to the legislation regulating accounting.
Income tax is also not charged on expenses incurred by a trade union entered in the register of trade
unions in connection with organising children’s camps or projects of recreational holidays and leisure
activities.
114
§ 49(2) of the Income Tax Act.
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1.4.2.5

Taxation of expenses not related to business

A resident legal person has to pay income tax on expenses not related to business. The list of
these expenses is stipulated in § 51(4). According to § 51, all resident legal persons must pay
income tax on the total amount of the loans and advance payments given to associated individuals in a calendar month, which exceeds 50 per cent of the total amount of the payments
made by the legal entity during the preceding calendar month on which the social contribution was imposed pursuant to the Social Tax Act.115
In addition, all resident companies must pay income tax on the expenses not related to business provided in § 51(2). A resident non-profit association, foundation, church, congregation
or association of congregations must pay income tax on the expenses stipulated in § 51(3).
All expenses not related to business, and other payments, made through or on account of the
income of a permanent establishment are also subject to income tax.
§ 51(2) provides the exhaustive list of expenses on which a resident company as well as a
non-resident making expenses through a permanent establishment must pay income tax. It
includes the following expenses not related to business:
1. fines;
2. interest paid on the basis of § 28 of the Taxation Act;
3. the cost of property seized from the taxpayer;
4. payments for special use of water without the relevant permit for special use of water or in amounts exceeding the permitted amount;
5. the pollution charge paid;
6. compensation for environmental damage;
7. entrance and membership fees paid to non-profit associations, unless participation in
such associations is directly related to the business of the taxpayer;
8. undocumented payments116;
9. expenses incurred or payments made in order to purchase services not related to the
business of the taxpayer;
10. expenses incurred or payments made in order to fulfil obligations not related to the
business of the taxpayer.
A resident non-profit organizations must pay income tax on expenses not related to the goals
of their activities specified in the person’s articles of association as well as on following expenses and payments:
1. fines;
2. interest paid on the basis of § 28 of the Taxation Act;
3. the cost of property seized from the taxpayer;
4. payments for special use of water without the relevant permit for special use of water or in amounts exceeding the permitted amount;
5. the pollution charge paid;
6. compensation for environmental damage;
7. undocumented payments.

115

Loans and advance payments refunded during the same calendar month by natural persons associated with the resident legal person, the cost of goods and services purchased out of the aforementioned advance payments during the same calendar month, and the size of salaries or service fees paid
out of such advance payments shall be deducted from the total amount of the loans and advance payments.
116
§51(2) specifies that this item includes expenses concerning which the taxpayer does not have a
source document in compliance with the requirements prescribed in legislation regulating accounting.
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1.4.2.6

Taxation of other payments not related to business

Resident companies must pay income tax on some other payments not related to business. §
52(2) provides the exhaustive list of this kind of payments and includes the following payments:
1. acquisition of property unnecessary for carrying on the business;
2. granting a loan or making of an advance payment to a legal person located in a low
tax rate territory or acquisition of a right of claim against a legal person located in a
low tax rate territory in any other manner.
3. acquisition of securities issued by a legal person located in a low tax rate territory117;
4. acquisition of a holding in a legal person located in a low tax rate territory;
5. payment of a fine for delay or a contractual penalty, or extra-judicial compensation
for damage, to a legal person located in a low tax rate territory.
1.4.2.7

Taxation of interest income

Interest payments are generally tax exempted. However, if the interest rate is higher than the
usual rate on similar debt claims on the same market conditions, a 26% withholding income
tax is levied on the difference.
1.4.2.8

Transfer pricing

The concept of transfer pricing is introduced in the Estonian Income Tax Act. According to
the law, if the value of a transaction conducted between associated resident and non-resident
persons differs from the value of similar transactions conducted between independent persons, the tax administrator may, upon making an assessment of income tax, apply the value
of transactions used by independent persons under similar conditions. Income tax is levied
on transfer pricing adjustments, i.e. the amount of the income the taxpayer would have received or the loss the taxpayer would not have sustained had the value of the transaction
conducted between the related parties at arm’s length. The chargeable income tax rate is
26/74 of the net amount or 26% from the gross amount.

1.4.3 Taxation of non-residents’ income
Companies
Non-resident companies are taxable on business income derived from Estonian sources.
Apart from income derived through a permanent establishment in Estonia, taxable business
income of a non-resident company includes income from a trade or business carried out in
Estonia. For the calculation of income attributable to a permanent establishment in Estonia,
the separate entity approach is applied.
A non-resident company that is registered in a low-tax territory is subject to income tax (by
withholding) on all income derived from the provision of services to an Estonian resident,
irrespective of where the services were provided or used.
Estonian-source capital gains derived by non-residents from the disposal of immovable and
movable property are subject to income tax by way of assessment. Gains from movable
property are considered to be derived from an Estonian source if:
•
the property was registered in Estonia prior to the disposal; or
•
the property was located in Estonia prior to the disposal and is sold or exchanged to
a resident of Estonia.

117

Unless such securities meet the requirements specified in clauses 102 (1) 1)-3) of the Investment
Funds Act.
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In addition, income tax is levied on gains derived by a non-resident if:
•
the transferred asset is a right in immovable property or a building regarded as movable property located in Estonia; or
•
at least a 10% participation in a company is transferred and at least 75% of the assets
of the company is made up of Estonian-situs immovable property or buildings regarded as movable property.
Income of non-resident companies, other than income subject to withholding tax (see section
1.4.1.3), is taxed by assessment in the same manner and at the same rate (26%) as income of
sole proprietors, unless the non-resident has a permanent establishment in Estonia.
Individuals
Non-resident individuals are taxable on their income from Estonian sources. Most types of
income are taxed by way of withholding. All withholding taxes are levied on gross payments
and no deductions or personal allowances are granted. The withholding taxes are final taxes,
and the non-resident recipient has no obligation to file an income tax return for income so
taxed.
Income of non-residents other than income subject to withholding tax is taxed by assessment
in the same manner and at the same rate (26%) as income of residents. However, no personal
deductions or allowances are granted to non-residents.
Income from a business carried on in Estonia is taxable whether earned through a permanent
establishment or not.
1.4.3.1

Taxation of permanent establishment of a non-resident

Permanent establishment of a non-resident legal person is defined in § 7 of the Income Tax
Act. Permanent establishment is any place through which the permanent economic activities
of a non-resident are wholly or partly carried out in Estonia.118 If a representative of a nonresident is operating in Estonia, who is authorised to carry out and repeatedly carries out
transactions in the name of the non-resident, such a non-resident is deemed to have a permanent establishment in Estonia.119 When a non-resident carries on business in Estonia through
a permanent establishment, the income which the permanent establishment might be expected to derive if it were a distinct and a separate taxpayer engaged in the same or similar
activities under the same or similar conditions and dealing wholly independently of the nonresident of which it is a permanent establishment are attributed to the permanent establishment.120
As a general rule, a non-resident legal person with a registered permanent establishment121
pays income tax on the same basis as a resident legal person.122 The income tax is imposed
118

Permanent establishment can be:
a branch;
a centre of management, or an office, factory or workshop;
a building site, a place of construction, or an installation or assembly project;
a place where the examination or extraction of natural resources is carried out, as well as any supervisory activities related thereto;
• a place for the provision of services (including management and consultation services).
119
§ 7(2).
120
§ 7(3).
121
If an international agreement for avoidance of double taxation (hereafter a tax treaty) is in force
between Estonia and some other country, the residents of treaty partners do not have to be registered
to enjoy the equal treatment with Estonian residents. Tax treaties concluded by Estonia do not contain
the requirement of registration for permanent establishments. If domestic law is different from the
conditions of international agreement, provisions of the international agreement apply. In addition, §
•
•
•
•
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on the permanent establishment analogously to a resident company: only the profit that is
taken out of a permanent establishment is taxed.
Separate accounts must be maintained for the permanent establishment under the requirements of Estonian legislation. Accounting entries serve as the basis for profit distribution.
Generally, the rules for taxation of income of the permanent establishments are the same as
for all other types of businesses. The rules for deductions are the same for all companies.
However, § 53 of the Income Tax Act provides some differences in taxation applicable for
permanent establishments. The provisions of § 53 specify the rules of taxation of economic
transactions between permanent establishment and its head office.
Income tax is imposed on the cost of property which is taken out of a permanent establishment, in the amount which exceeds the total amount of the cost of property of the permanent
establishment located in Estonia before the year 2000 and the cost of property brought into
Estonia for the purposes of the permanent establishment after the year 2000, unless other
property or a service is provided in return for such property. If the property is taken out
without sufficient explanation showing its purpose, this kind of transfer is considered a distribution of profit and taxed as a dividend. This principle is also applied to transfers of profit
earned and transferred to the head office or other structural units of the non-resident. In addition, payments made to third parties pursuant to the orders of a non-resident through or on
account of its permanent establishment, if no goods or services are received in return for
such payments are taxed as dividends. The only difference compared to the taxation of Estonian companies is that from the profit distribution the initial investment expense (whether in the
form of money or tangible assets) and further investments can be deducted.
All fringe benefits granted by a non-resident to its employees or members of the management or controlling body through or on account of its permanent establishment are subject to
income tax, irrespective of whether the recipient of fringe benefits is a resident or nonresident. Gifts and donations made and costs of entertaining guests incurred by a nonresident through or on account of its permanent establishment are also subject to income tax,
irrespective of whether the recipient of the gifts or donations, or the guest or business partner
is a resident or non-resident.123 In addition, expenses not related to business, and other payments, made through or on account of the income of a permanent establishment are always
taxed analogously to the profit distributions.

1.4.4 Taxation of income of legal persons located in low tax rate territories
As a general rule, the retained profits are not taxed according to the Estonian system of corporate taxation. However, §22 provides an exception to this rule by subjecting all income
(including retained profits) of a legal person located in a low tax rate territory to income tax,
irrespective of whether the legal person has distributed any profits or not.
In addition, an income tax of 26% is withheld from the payments to a legal person located in
a low tax rate territory for services provided to an Estonian resident. Income tax is also applied on acquisition of securities issued by a legal person located in a low tax rate territory124; acquisition of a holding in a legal person located in a low tax rate territory; payment
of a fine for delay or a contractual penalty, or extra-judicial compensation for damage, to a
legal person located in a low tax rate territory; grant of a loan or making of an advance pay6(5) of the Income Tax Act provides that if an international agreement ratified by the Parliament of
Estonia prescribes more favourable conditions for charging or withholding income tax than those provided by domestic law, the provisions of the international agreement apply.
122
The basis for taxation of business income is provided in §§ 48-52 of the Income Tax Act.
123
§ 53(3) of the Income Tax Act provides that representatives of the non-resident’s head office or
other structural unit located outside Estonia are also deemed to be guests or business partners.
124
Income tax is not applied if such securities meet certain requirements specified in the Investment
Funds Act.

35

Tax policy of Estonia

ment to a legal person located in a low tax rate territory or acquisition of a right of claim
against a legal person located in a low tax rate territory in any other manner.
Definition of a low tax rate territory
A low tax rate territory is defined in § 10(1) as a foreign state or a territory with an independent tax jurisdiction in a foreign state, which does not impose a tax on the profits earned
or distributed by a legal person or where such tax is less than two-thirds of the income tax
which an individual who is an Estonian resident would, pursuant to the Income Tax Act,
have to pay on a similar amount of business income, without taking into account the deductions allowed under the Act. If taxes imposed on the income earned or distributed by different types of legal persons differ, a territory is deemed to be a low tax rate territory only with
regard to legal persons in the case of whom the tax meets the conditions for low tax rate territories specified in the Income Tax Act.
In addition to the condition that a legal person has to be located in a low tax rate territory,
two other conditions have to be fulfilled in order to consider the income of a foreign legal
person to be the taxable income of a resident. At first, legal person has to be controlled by
Estonian residents. A legal person is deemed to be controlled by Estonian residents if one or
several legal or individuals who are Estonian residents own at least 50 per cent of the shares,
votes or rights to the profits of the legal person directly or together with associated persons.
In addition, the resident has to own at least 10 per cent of the shares, votes or rights to the
profits of the legal person directly or together with associated persons, in order to qualify for
this special provision.
A legal person is not deemed to be located in a low tax rate territory if more than 50 per cent
of its annual income is derived from: (1) manufacturing of goods, trade in goods, and provision of transport, communications, accommodation and tourism services in the home country
of the legal person, or provision of insurance services by a legal person holding an insurance
activities license; (2) chartering of freighting vessels.
The Government of the Republic has established a list of territories, which are not regarded
as low tax rate territories.125 This list includes the following states:
•
The United States of America, excluding the Virgin Islands and the Marshall Islands
•
The Republic of Austria
•
The Kingdom of Belgium
•
The People's Republic of China, excluding Hong Kong and Macau
•
The Kingdom of Spain
•
The Kingdom of the Netherlands, excluding Aruba and the Netherlands Antilles
•
Ireland
•
The Republic of Island
•
The Republic of Italy
•
Japan
•
Canada
•
The Republic of Greece
•
The Republic of Lithuania
•
The Republic of Latvia
•
The Republic of Moldova
•
The Kingdom of Norway
•
The Republic of Poland
•
The Republic of Portugal, excluding Madeira
125

Regulation of the Government of the Republic No. 11 of January 11, 2000, amended by Regulation of the Government of the Republic No. 7 of January 10, 2001.
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•
•
•
•
•
•
•
•
•
•

The Republic of France
The Kingdom of Sweden
The Federal Republic of Germany
The Republic of Finland
The United Kingdom of Great Britain and Northern Ireland, excluding Bermuda, the
British Virgin Islands, the Cayman Islands, Gibraltar, the Channel Islands, Isle of
Man, Montserrat, the Turks and the Caicos Islands
The Kingdom of Denmark
The Czech Republic
Ukraine
The Republic of Kazakhstan
The Republic of Belarus

In addition to this list, the Tax Board of Estonia has established so-called ‘black list’, which
includes the territories, which might be regarded low tax territories. This unofficial list includes the following territories:
•
Andorra
•
Anguilla
•
Antigua & Barbuda
•
Aruba
•
The Bahamas (including Abaco and Eleuthera)
•
Bahrain
•
Barbados
•
Belize
•
Bermuda
•
Brunei
•
The Cayman Islands (including Cayman Brac and Grand Cayman)
•
The Channel Islands (including Alderney, Guernsey, Jersey, Sark
•
Chile
•
The Cook Islands
•
Costa Rica
•
Cyprus
•
Djibouti
•
Dominican Republic
•
French Polynesia (including Bora Bora and Tahiti)
•
Gibraltar
•
Grenada
•
Guam
•
Guatemala
•
Hong Kong
•
Isle of Man
•
Jamaica
•
Kenya
•
Kuwait
•
Labuan
•
Lebanon
•
Liberia
•
Liechtenstein
•
Luxembourg
•
Macau
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•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

Macedonia
Madeira
Maldives
Malta
The Marshall Islands (including Kwajalein)
Mauritius
Monaco
Montserrat
Nauru
The Netherlands Antilles
New Caledonia
Niue
Oman
Palau
Panama
Puerto Rico
Qatar
Saint Cristopher and Nevis / Saint Kitts and Nevis
Saint Helena
Saint Vincent and The Grenadines
San Marino
The Sheyshells
Singapore
Switzerland
Trinidad and Tobago
Turks and the Caicos Islands
The United Arab Emirates (including Dubai)
Uruguay
Vanuatu
Venezuela
Vietnam
The Virgin Islands UK (including Tortola)
The Virgin Islands US (including Saint Croix)
Western Samoa

1.4.5 Taxation of income of individuals
Individuals are subject to general income tax applied on income derived in the calendar year
from:
•
employment (monetary payments)
•
business (self-employed income);
•
property / investment (rental income, interest on deposits and loans, royalties, capital
gains on disposal of business, movable and immovable property);
•
other sources (alimony and certain pensions, scholarships, grants, awards, lottery
prizes, insurance indemnities and payments from pension funds).
Tax rate
Personal income tax is levied with a 26 % flat rate.
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Foreign tax credit
A credit method is applied in order to avoid double taxation. Credit may be granted for foreign taxes paid limited to the amount of Estonian tax payable on that income (ordinary
credit) on a source-by-source basis. Taxpayer is required to submit a document certifying the
payment of income tax. In certain circumstances exemption method is applied: when the
taxpayer has received remuneration for working abroad and he/she has stayed in the foreign
country for 183 days or more in any consecutive 12 months period and the remuneration has
been taxed in this foreign country.
Tax collection
Period of taxation is a calendar year. The income tax return is filed with the tax authorities
no later than by by 31 March of the following year. Declarations are prepared on a selfassessment basis and may be audited up to three years. Married resident couples may file tax
returns jointly. Additional amount of tax due is paid to Tax and Customs Board not later than
by 1 July. Additional tax on business income or gains from transfer of property is payable by
1 October.
1.4.5.1

Taxation of dividends

Dividends and other profit distributions paid by Estonian legal person or permanent establishment of a non-resident legal person are not taxed at shareholder level. Income tax is charged
on all dividends and other profit distributions received by a resident individual from a foreign legal person in monetary or non-monetary form.126 127

1.4.5.2

Taxation of pensions

In addition to the state pensions funded pensions exist in Estonia.128 Income tax is not
charged on state pensions and the mandatory funded pensions on a total amount which does
not exceed three times the basic exemption deductible from the taxable income.129 130
Mandatory funded pension
If a beneficiary pursuant to an insurance contract for a mandatory funded pension attains the
age which, pursuant to the State Pension Insurance Act, entitles the person to an old-age pension, income tax is charged on payments which the person receives pursuant to law and the
Funded Pensions Act, with the exception of a voluntary funded pension, to an extent of that
part which exceeds three times the rate of basic exemption. Income tax is charged on payments made from a mandatory pension fund to the successor of a unit-holder and on payments made to a beneficiary pursuant to an insurance contract for a mandatory funded pension.

126

§ 18 (1) of the Income Tax Act.
Estonia is using ordinary credit method for the prevention of double taxation of income derived
from abroad. See section 1.4.6.
128
Funded Pensions Act became effective on October 1, 2001. The Act provides the conditions and
procedure for the making of contributions to and payments from funded pensions and the bases for the
establishment and operation of pension funds. § 3 (1) of the Funded Pensions Act provides for the
following types of funded pension: 1) mandatory funded pension; 2) voluntary funded pension.
129
§ 19 (3) (1) of the Income Tax Act.
130
In addition, the basic exemption can be deducted from the taxable part of the total of the pensions. Thus, if the receiver of the pensions has no other income, the exempted amount is EEK 48 000
for a year 2003.
127
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Voluntary funded pension
Payments from voluntary pension funds may be subject to tax at regular or reduced rate
(10%) or exempted from taxation. Income tax is not charged on a pension paid to a policyholder pursuant to an insurance contract for a voluntary funded pension which meets the
conditions of § 152 of the Funded Pensions Act131 after the policyholder has attained 55
years of age or after his or her total and permanent incapacity for work has been verified, on
the condition that the insurance contract prescribes that corresponding payments shall be
made in equal or increasing amounts at least once every three months until the death of the
policyholder. In addition, income tax is not charged on insurance benefits paid in the event of
death. The reduced rate (10%) is applicable to the following payments made to a policyholder pursuant to an insurance contract for a voluntary funded pension or to a unit-holder of
a voluntary pension fund: (1) payments made by the insurer to the policyholder after the
policyholder has reached 55 years of age but not before five years have passed since the contract was entered into; (2) payments made by the insurer in the event of the total and permanent incapacity for work of the policyholder; (3) payments made in the case of the liquidation of the insurer.132 All other payments made to a policyholder pursuant to an insurance
contract for a voluntary funded pension or to a unit-holder of a voluntary pension fund are
subject to tax at regular rate (26%).
1.4.5.3

Tax exemptions

Income Tax Act lists other items of income which are exempted from tax. Income tax is not
charged on certain kind of income from employment like compensation for official travel,
accommodation and other expenses and daily allowances; compensation for service or employment related use of an automobile in the personal ownership; compensation paid in connection with an accident at work or an occupational disease and childbirth allowances paid
by an employer to an employee or public servant.133 Income tax is not charged on certain
131

§ 152 of the Funded Pensions Act specifies the following conditions of insurance contract for
voluntary funded pension:
1. The policyholder and the insured shall be natural persons.
2. A policyholder is required, pursuant to the contract, to pay insurance premiums pursuant to
the procedure prescribed by law and in the contract. The insurer is required to pay a pension
pursuant to the procedure provided for in the contract from the due date provided for in the
contract.
3. The payment of a pension may commence at the time provided for in the contract (hereafter
pensionable age), but not before the policyholder has attained 55 years of age, or, in the event
of the total and permanent incapacity for work of the policyholder, as of the verification of
such incapacity.
4. A pension shall be paid periodically at least once every three months until the death of the
policyholder, unless otherwise prescribed in the contract.
5. A policyholder has the right to terminate a contract at any time until he or she attains pensionable age.
6. An insurer has the right to terminate a contract on the basis provided for in the Insurance Act
and on other bases provided by law.
7. The proprietary rights arising from a contract shall not be security for a loan or encumbered
in any other way.
8. Upon entry into a contract, the parties thereto may only agree on terms which do not contradict the provisions of the Funded Pensions Act.
132
See § 21 (2) and (3) of the Income Tax Act.
133
§ 13 (3) lists all items of employment income that are exempted from tax. Income tax is not
charged on:
1. compensation for official travel, accommodation and other expenses and daily allowances
paid to a public servant, an employee or a member of the management or controlling body of
a legal person under the conditions and within the limits established by the Government of
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types of gains from transfer of property (i.e. income tax is not charged on property returned
in the course of ownership reform and income from the transfer of property in personal
use).134 Income tax is not charged on sums insured and insurance indemnities not specified in
the Republic, and compensation for expenses arising from appointment to a position located
in another area;
2. compensation for service or employment related use of an automobile in the personal ownership of the taxpayer or leased by the taxpayer on the basis of a finance lease contract, paid to
a public servant, employee, or member of the management board or a body substituting for
the management board of a legal person, in accordance with the conditions and within the
limits established by the Government of the Republic;
3. payments made to a member of the Parliament;
4. payments made to the President of the Republic;
5. payments made to the Prime Minister and ministers;
6. compensation paid in connection with an accident at work or an occupational disease, in an
amount not exceeding one national pension rate per calendar month per person;
7. the cost of meals given free of charge to members of the crews of ships during voyages and
to members of the crews of civil aircraft during flights, which does not exceed EEK 90 per
day per person;
8. childbirth allowances paid by an employer to an employee or public servant, in an amount
not exceeding 5/12 of the basic exemption granted to a resident natural person during a tax
period;
9. technical aids which are granted by an employer to an employed person receiving benefits
and the value of which does not exceed 50 per cent of the total size of payments subject to
social tax made to the employee or public servant during one calendar month;
10. in-service training and re-training of employees paid for by the employer upon termination of
the employment or service relationship due to redundancy;
11. expenses incurred by an employer for the treatment of damage caused to the health of an employee or public servant as a result of an accident at work or an occupational disease;
12. certain payments made to diplomats and compensation for the cost of a uniform of the Defence Forces.
134
§ 15 (4) and (5) list the gains from transfer of property which are not subject to income tax. According to § 15 (4) income tax is not charged on:
1. accepted succession;
2. property returned in the course of ownership reform;
3. expropriation payments and compensation paid upon expropriation;
4. income from the transfer of movable property in personal use;
5. income from the transfer of land returned in the course of ownership reform;
6. income derived by a person holding a public capital bond from the sale of privatisation
vouchers issued to him or her on the basis of the public capital bond;
7. income derived by an entitled subject of the agricultural reform from the sale of the employment share issued in his or her name;
8. income derived by a person who is an entitled subject of the ownership reform from the sale
of privatisation vouchers issued to him or her on the basis of an unlawfully expropriated
property compensation order;
9. income from the exchange of a holding (shares, contributions) in the course of a merger, division or transformation of companies or non-profit co-operatives.
10. § 15 (5) stipulates that gains from the transfer of immovable property, a structure or apartment as a movable property or contributions to a housing association are not subject to income tax if:
11. an essential part of the immovable property or the object of apartment ownership or a right of
superficies is a dwelling which was used by the taxpayer as his or her permanent or primary
place of residence until transfer, or
12. an essential part of the immovable property or the object of apartment ownership or a right of
superficies is a dwelling, and the immovable property has been transferred to the taxpayer’s
ownership through restitution of unlawfully expropriated property, or

41

Tax policy of Estonia

the Income Tax Act as taxable items, the surrender value payable upon termination of a life
insurance contract, or insurance indemnities paid in the event of death.
1.4.5.4

Deductions

Basic exemption and increased basic exemption in case of three or more children
The basic exemption specified in the Income Tax Act for a tax period is deductible from the
income of a resident individual. The increased basic exemption is deductible from the income of a resident individual in case of three or more children.135
Maintenance support
A resident individual has the right to deduct support paid by him or her to a resident individual during a tax period from the income which he or she receives during the tax period if
such support is subject to taxation.136
Housing loan interest
A resident individual has the right to deduct, from the income which he or she receives during the tax period, interest payments made during a tax period to a resident credit or financial
institution or a branch of a non-resident credit institution entered in the Estonian commercial
register for a loan or finance lease taken in order to acquire a house or apartment for himself
or herself or for his or her spouse, parents or children.137

13. an essential part of the immovable property or the object of apartment ownership or a right of
superficies is a dwelling and such dwelling and the land adjacent thereto has been transferred
to the taxpayer’s ownership through privatisation with the right of pre-emption
14. and the size of the registered immovable property does not exceed 2 hectares, or
15. an essential part of the immovable property is a summer cottage or garden house and the size
of the registered immovable property does not exceed 0.25 hectares and the immovable property has been in the taxpayer’s ownership for more than two years, or the summer cottage or
garden house has been in the taxpayer’s ownership as a movable property for more than two
years prior to registration, or
16. the structure or apartment as a movable property was used by the taxpayer as his or her permanent or primary place of residence until transfer, or if the structure or apartment as a movable property has been transferred to the taxpayer’s ownership through restitution of unlawfully expropriated property or through privatisation with the right of pre-emption, or
17. the summer cottage or garden house is a structure regarded as a movable property and has
been in the taxpayer’s ownership for more than two years, or
18. an apartment in a building belonging to the housing association was used by the taxpayer as
his or her permanent or primary place of residence while he or she was a member of the
housing association.
135
§ 23¹ of the Income Tax Act stipulates that (1) one resident parent or guardian of a child or other
person maintaining a child, who maintains three or more minor children may deduct increased basic
exemption from his or her income in the tax period for each child of up to 17 years of age, starting
with the third child; (2) the increased basic exemption is applicable for the third and each subsequent
child in so far as the taxable income of the child is lower than the basic exemption for the tax period;
(3) the increased basic exemption is applicable as of the year in which the child is born, a guardian is
appointed for him or her or the maintenance obligation arises until the year in which the child specified in subsection (1) attains 17 years of age (inclusive).
136
§ 24 of the Income Tax Act
137
§ 25 of the Income Tax Act. The same paragraph stipulates that only the loan or finance lease
interest payments made upon the acquisition of one house or apartment may be deducted from taxable
income at any one time.
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Training expenses
A resident individual has the right to deduct expenses which he or she incurs for the training
of himself or herself or a dependent of less than 26 years of age, and which are paid on the
basis of a written agreement with the resident’s educational institution, from the income
which the resident individual receives during the tax period.138
Gifts, donations and trade union entrance and membership fees
A resident individual has the right to deduct gifts and donations, except services provided as
gifts or donations, of which there is documented proof and which are made during a tax period to persons included in the list of non-profit associations and foundations benefiting from
income tax incentives, to legal persons founded on the basis of the Churches and Congregations Act or to a state or local government scientific, cultural, sports, educational or social
welfare institution, a manager of a protected area, or a university in public law from the income. Furthermore, a resident individual has the right to deduct entrance and membership
fees of which there is documented proof and which are paid during a tax period to a trade
union entered in the non-profit associations and foundations register from the income which
he or she receives during the tax period, in an amount not exceeding 2 per cent of the taxpayer’s income of the same tax period, after the deductions mentioned above have been
made. The deduction of gifts and donations and admission and membership fees is limited to
5 per cent of the taxpayer’s income of the same tax period, after the above-mentioned deductions have been made. Gifts and donations may be made in monetary or non-monetary form.
The cost of a non-monetary gift or donation is the market price of the property, and in the
case of sale of the property at a preferential price, the cost of the gift or donation is the difference between the market price and selling price of the property.
Contributions to mandatory funded pension
A resident individual has the right to deduct the contributions to a mandatory funded pension
from the income.
Contributions to voluntary funded pension
A resident individual has the right to deduct the following from the income:139
a.
that part of the insurance premiums paid under an insurance contract for a voluntary funded pension, the purpose of which is to ensure payment of the insured sum
as a pension140;
b. amounts paid to acquire units of a voluntary pension fund141.
Insurance premiums
A resident individual has the right to deduct from the income the unemployment insurance
premiums paid pursuant to the Unemployment Insurance Act.
Restriction on deductions from taxable income
The deductions of housing loan interest, training expenses, gifts, donations and trade union
entrance and membership fees are altogether limited to EEK 100 000 per taxpayer during a
tax period, and to not more than 50 per cent of the taxpayer's income of the same tax period,
after the deductions relating to enterprise have been made.

138

§ 26 of the Income Tax Act
Those deductions (mentioned in paragraphs 1) and 2)) are limited to 15 per cent of the taxpayer’s
income, after the deductions have been made.
140
§ 28 (1) 1) of the Income Tax Act
141
§ 28 (1) 2) of the Income Tax Act.
139
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1.4.6 Issues of double taxation
Important issue in corporate taxation is the avoidance of economic double taxation of dividends. The income tax is levied at the moment when dividends are paid.142 At the shareholder level, the dividends are then subject to income or corporation tax. In order to avoid
that the distributed profits are taxed twice, at company level and at shareholder level, most
countries provide some form of dividend relief at either corporate or at shareholder level.
Different company tax systems provide relief for double taxation in different extent. At one
extreme, the corporation is taxed entirely separately from its shareholders (classical system).
Under this system all kinds of profits are taxed fully in the hands of the company and its
shareholders. At the other extreme dividends are fully exempt from income tax at shareholder level or the shareholders are subject to full credit for the corporate tax paid.
Another form of double taxation occurs in case of group companies. In the cases of groups of
companies the profit distributions can be taxed twice: at the level of company distributing
the dividends as well as at the level of company receiving the dividends. Double taxation can
occur if the profit earned by a company is distributed by its subsidiaries. Taxing the parent
company’s profits would result in double taxation.
Capital Gains
Capital gains are not taxed separately in Estonia143, but are included into profits subject to
corporate income tax upon distribution. Thus, the capital gains received by the company are
not taxable as an income, but becomes subject to taxation upon distribution.
1.4.6.1
1.4.6.1.1

Elimination of domestic double taxation of dividends
Dividends received by individuals from Estonian companies

Estonia applies exemption method of alleviating the economic double taxation of corporate
dividends at shareholder level by exempting dividend payments at shareholder level. Exemption is not extended to non-resident individuals.
Estonian system for elimination of double taxation of distributed profits at shareholder level
is similar to that employed in Greece.144 However, Estonia unlike any EU Member State exempts retained profits from income tax.
1.4.6.1.2

Dividends received by resident individuals from non-resident companies

Dividends received from non-resident companies are not exempted from personal income
tax. Income tax is charged on all dividends and other profit distributions received by a resident individual from a foreign legal person in monetary or non-monetary form. § 45 of the
Income Tax Act provides for ordinary credit method for the prevention of double taxation of
income derived from abroad. The credit is allowed not only for the withholding tax levied
142

The dividends are paid out of profits which have usually already been liable for corporation tax.
In Estonia, however, the income tax is charged only at the moment when profits are distributed.
143
The exception is the sale of shares by a non-resident, which is subject to income tax only if the
transferred holding is a holding of at least 10 per cent in a company of whose property, according to
the balance sheet as of the last day of the preceding financial year, more than 75 per cent is made up
of immovables or structures as movables, which are located in Estonia
144
The system that exempts dividend income from individual income taxation is applied in Greece
since 1992. Greece is the only EU Member State that provides full relief at shareholder level in order
to eliminate the economic double taxation of company profits. The annual profit is taxed, whether
retained or distributed at a rate of 35%. No withholding tax is levied upon distribution. Distributed
profits are exempt from income tax in the hands of the individual or corporate shareholder.
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abroad but also for the underlying corporation tax (any income tax paid or withheld on income derived from abroad). Double taxation of dividends received by Estonian residents
(both natural and legal persons) from non-residents is avoided if the dividends had been subject to taxation in a foreign country that levies tax rate which is lower or equal to that levied
in Estonia.
1.4.6.1.3

Dividends received by resident legal persons from Estonian companies

If a resident company or a non-resident's permanent establishment which is registered in Estonia has received dividends from a resident company and the recipient of the dividends
owns, at the time of payment of the dividends, at least 20 per cent of the shares or votes of
the payer of the dividends, the recipient of the dividends may deduct an amount which
equals to 26/74 of the dividends received from the resident company from the income tax
payable. The time of the distribution is the moment when the dividend payment is made and
the 26/74 credit can also be claimed at that time.
1.4.6.1.4

Dividends received by non-residents

Income tax is charged on dividends and on other profit distributions received by a nonresident individual from an Estonian company. Income tax is also charged on dividends and
on other profit distributions received by a non-resident legal person from an Estonian company. However, if, at the moment dividends are announced or paid, a non-resident legal person145 owns at least 25 per cent of the share capital or votes of the resident company distributing the dividends, such dividends are not subject to income tax. Thus, in case of nonresident companies, double taxation is avoided if a non-resident owns at least 25 per cent of
the share capital or votes of the resident company distributing the dividends. Dividends distributed to such legal person, except a legal person located in a low tax rate territory, are not
subject to income tax at shareholder level.
1.4.6.1.5

Dividends received by resident legal persons from non-resident companies

If a resident company has received dividends from a non-resident company, the recipient of
dividends may deduct the income tax withheld from such dividends abroad from the income
tax on distributed profits. If the resident company who has received dividends owns, at the
time of payment of the dividends, at least 20 per cent of the shares or votes of the nonresident company which paid the dividends, the recipient of the dividends may deduct also
the income tax paid on the share of profit abroad which was the basis for the dividends in
addition to the income tax withheld from the dividends from the income tax on distributed
profits. The amount of deduction may not exceed 26/74 of the amount of dividends paid by
the non-resident.146

1.4.7 Neutrality issues
On efficiency grounds the decisions regarding investment, its financing or its location should
in principle not be driven by tax considerations. If tax system favours one type of investment
over another or one producer over another it may imply economic inefficiency and, consequently, a lower level of productivity of capital. Therefore, tax systems should ideally be
‘neutral’ in terms of economic choices and the production cost structure not tax differences
should determine the choice among marginal sources of finance (debt, retained earnings or
145

Except a legal person located in a low tax rate territory (see § 29(8)).
See § 54(5) of the Income Tax Act. The same paragraph adds that the income tax of a foreign
state may be deducted only in the amount which it is mandatory to pay pursuant to the law of the state
or an international agreement.
146
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new equity capital). If tax burdens on interest, distributed and retained profits differ, taxation
affects the way in which investment is financed. For example, interest deductibility favours
investments financed by debt over investments financed by equity. Different tax treatment of
distributed and retained earnings causes economic distortions.
Classical system of corporate taxation does not distinguish between retained and distributed
profits. Distributed profits are taxed twice: at the company level and at the shareholder level.
The double taxation of distributed profits (as in case of classical system) raises the required
pre-tax rate of return of investment and, thus, discourages distribution of dividends and discriminates in favour of retained profits. Moreover, a classical system discriminates against
equity financing in favour of loan financing.
Although Estonia uses also some form of exemption system, the corporate tax system used in
Estonia distinguishes between retained and distributed profits by exempting the former from
income tax. Furthermore, capital gains are not taxed in Estonia: the capital gains received by
the Estonian company are not taxable as an income, but are included into profits which become subject to taxation upon distribution. Thus, Estonian tax system is biased in favour of
retained profits. Although the intention of the Income Tax Act is to promote investments, it
discriminates against distributed profits, thus causing a bias towards retaining profits. What
is more, profits distributed to non-resident individuals or non-resident portfolio investors are
taxed at a higher rate than profits distributed to residents (both natural and legal persons), to
non-resident legal persons’ permanent establishments registered in Estonia or to non-resident
legal person whose holding is at least 25 per cent, which distorts allocation of resources and
thus implies loss of efficiency.
According to Cnossen (1995)147, higher burden on distributed profits favours mature companies, which are able to rely on profit retention to finance investments and do not need new
equity. Investments by old firms financed through retained earnings tend to yield a lower
(before-tax) return than can be obtained elsewhere. If profit distributions are taxed more
heavily it discriminates against new companies, which have to rely on issuing new shares. In
other words resources are misallocated. In addition, the tax bias in favour of old firms inhibits the entry of new firms.148
In Estonia, which is emerging economy, it is especially important to encourage the creation
of new businesses. Although the first argument about the development of capital markets
might be less important in case of a small open economy like Estonia who relies heavily on
foreign capital, the other arguments are very relevant in the case of Estonia. The more favourable treatment of retained earnings can cause the retention of profits rather than payout
of dividends and, thus, investments are not made into the businesses where the (pre-tax) return is highest.
Additional distortions are caused by the fact that dividends distributed to non-resident individuals and non-resident portfolio investors are subject to double taxation.149 The profits distributed to them are subject to a corporate income tax of 26/74 and an income withholding
tax of 26 percent. Double taxation of profit distributions to non-resident individuals and nonresident portfolio investors raises the required pre-tax rate of return and discourages foreign
investment. Furthermore, dividends distributed to resident corporate shareholders holding
less than 20% are also subject to double taxation.
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The major reason behind this policy is to stimulate investments into domestic economy and to
avoid the possibility that profits will be left untaxed altogether. It has also been argued that this income would be taxed anyway at the investor’s home country applying credit method and taxing its
residents on the basis of their worldwide income.
148

46

Taxation of income

Furthermore, the Estonian tax system favours the financing of a company through loan capital rather than equity capital, since interest payments as well as the repayment of loan are, as
a general rule, exempt from tax.
In conclusion, comparison of tax rates on dividends and retained profits reveals the undertaxation of retained profits relative to distributed profits. Comparison of tax rates on profits
distributed to residents and non-residents reveals the overtaxation of profits distributed to
non-resident individuals and non-resident portfolio investors relative to profits distributed to
residents, non-resident’ permanent establishments and non-resident direct investors.150 In
addition, interest is undertaxed because interest payments are in many cases exempt from
income taxes or deductible from the corporate income tax base. Furthermore, current income
tax system implies different treatment of the corporate sector (legal persons) and noncorporate sector (e.g. self-employed). This implies distortionary effects on the economic
choices and, consequently, welfare loss.

1.4.8 International aspects of corporate taxation
1.4.8.1

Avoidance of international double taxation

In case of cross-border investment the income is taxed either on the basis of the source principle or on the residence principle. Under the source principle, income is taxed in the country
where the income arises, irrespective of where the earner of income resides. Under the residence principle, income is taxed in the country where the earner of income resides. In practice, governments use both source-based taxes and residence-based taxes on capital income151, which may give rise to international double taxation.
Profits that result from international investment might be taxed at three different levels.152
Firstly, taxation will take place at the level of subsidiary which carries out the investment.
Secondly, profits may be taxed at the level of the parent company when they are repatriated
from the subsidiary.153 Thirdly, the personal taxes of the shareholders are levied in the event
of profit repatriation from the parent company. In addition, the tax burden at each level depends on how the investment is financed.
Estonia is using a credit method to prevent double taxation of income received from abroad.
According to this method all foreign source income is taxed in the country of residence154,
however, a taxpayer may deduct the tax paid on foreign source income from the domestic tax
liability.155 156 As a result, the country of residence levies the difference between tax levels of
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Most EU countries overtax retained profits, both relative to interest and dividend. See Gorter and
de Mooij (2001), pp. 21-22
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For example, Estonia uses the residence principle for taxing Estonian residents and the source
principle for taxing non-residents.
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See Baker & McKenzie (2001).
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In general, the issues of double taxation of those profits are dealt in bilateral tax treaties between
the countries.
154
§ 45(1) of the Income Tax Act.
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§ 45(1) stipulates that if a resident taxpayer has derived income from abroad during a tax period,
income tax paid or withheld on such income abroad is deducted from the income tax to be paid. Income tax is calculated separately for income derived in Estonia and for income derived in each foreign
country.
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§ 45 (6) provides that if more income tax is paid or withheld in a foreign country than prescribed
by the law of the country or an international agreement, only the mandatorily payable part of the income tax of the foreign country may be deducted from income tax payable in Estonia.
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a residence country and a source country.157 The credit method is applied asymmetrically: no
refund is provided if tax level is higher in a foreign country than in Estonia.158 This method
of avoidance of international double taxation is called an indirect credit method.159
1.4.8.2

International neutrality issues

One important issue of tax policy is the problem of designing a suitably tax-neutral jurisdiction in which to base the company who is operating in international scale. Similar investments should not face markedly different effective levels of taxation purely because of their
country location. Differences in the tax levels may imply welfare losses because economic
activity may not take place in the lowest (pre-tax) cost location by the lowest cost producers.
If tax policy favours investment into one location over another, then economic activity may
take place at a higher pre-tax cost, which implies welfare losses. Investing in a low tax jurisdiction may yield higher after-tax returns on capital than a similar investment in a high tax
jurisdiction despite a lower productivity of the inputs used. The result of locational inefficiency is thus a lower level of productivity of capital, and reduced international competitiveness and growth.
If a company decides to invest in one country rather than another because of lower tax burden it implies absence of capital export neutrality (hereafter CEN). CEN occurs when the tax
system is neutral towards the export of capital since the investors face the same effective tax
burden on income from similar investments, whether they invest in the domestic economy or
abroad. In such situations the tax systems provide no incentives to invest at home rather than
abroad, and vice versa (principle of neutrality on the home market).
The countries adhering to the principle of capital export neutrality use the credit method. According to credit method source tax will be credited against the residence-based tax. A State
of the resident country determines the effective tax rate by taxing foreign source income of
its residents such that all their income is taxed at the same rate. CEN is attained if each company faces the same effective tax rate irrespective of the location of its investment: all companies have to pay the same rate regardless of the place of activities and the level of tax applied to foreign source income. Consequently, they are neither encouraged nor discouraged
to invest abroad.160 CEN is achieved when investors are taxed on world-wide income and
receive full credit against domestic tax liabilities for all taxes paid abroad. If CEN is
achieved the production cost structure not tax differences will determine the place of economic activity. In Estonia, who uses ordinary credit method, CEN is achieved partially because domestic company faces higher effective tax rate if it is investing into countries with
higher tax level than that in force in Estonia.
Capital import neutrality (hereafter CIN) is achieved when there is no competitive advantage
between two different companies, regardless of their different residence location or type of
investments. The countries adhering to the principle of capital import neutrality use the exemption method. According to the exemption method, a home country provides tax exemption for foreign source income of its residents. Capital import neutrality aims to ensure that
all taxpayers within the same jurisdiction are taxed equally, thus, that residents investing
abroad bear the same tax burden as their foreign competitors (principle of neutrality on the
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foreign market). In effect, there is no competitive advantage between two different companies, regardless of their residence location: economic activity is determined by the costs of
the company because in the place of activity each competitor faces equal tax level.
In the context of Estonia’s integration to the EU, Member States can raise the questions of
neutrality. If Estonian tax system and effective tax level differs from those applied in the EU,
the current Member States can put pressure to Estonia to change their policy. One example is
Ireland, who has considerably lower statutory level of corporate taxation than other Member
States and this issue has been raised often at the EU level.
Not only the differences in effective and statutory tax rates can hamper cross-border economic activities but also the differences in corporate tax systems. The Commission’s recent
study on company taxation161 has identified loss-compensation in general and the difficulties
encountered by businesses with loss offset as a key element in the analysis of tax obstacles to
cross-border economic activity in the Internal Market. Furthermore, current corporation tax
systems require separate accounting of taxable profits per Member State on arm’s length basis. The difficulties in the application of the arm’s length principle, for instance, may involve
double taxation if the tax authorities in one Member State do not accept the transfer prices
used in another Member State.162
The Commission concludes in its study163 that the potential distortions resulting from the 15
different tax systems within the EU are high. In addition, according to the findings by the
Commission’s study, the existence within the Internal Market of 15 separate tax jurisdictions
is the main cause of remaining tax obstacles to cross-border economic activity. Since, the
Commission together with the ECJ is one of the major actors influencing EU tax policy, the
corporate tax system of Estonia, which is very different from the systems applied in the other
Member States, may become under close scrutiny by EU institutions.
To remove the tax obstacles to cross-border economic activity that have been identified by
the Commission’s study, it proposes a solution under which companies can operate one consolidated tax base for their EU wide activities.164 Consolidated profits would be shared by
participating Member States on the basis of the weighted share in various economic activities
of the corporation (formula apportionment). The Commission proposes that the company tax
rates continue to be set by Member States. If this solution would be adopted, Estonia may be
able to continue applying its current system of corporate taxation under which retained profits are taxed at a zero rate.
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The main general suggestions by the Commission are Common Base Taxation and Home State
Taxation. Under Common Base Taxation, two or more Member States would harmonize their rules for
computing taxable profits in respect of firms with cross-border operations. Under Home State Taxation, participating Member States would maintain their own profit determination rules, but businesses
with cross-border operations would be taxed in the Member State in which their headquarters are located (the principle of mutual recognition). See section 2.4.5 where the Commission’s study is discussed in greater detail.
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2.1

Introduction

The EU does not have a common policy for taxation as it has common policy for trade, competition, and agriculture. Its policy is one of co-ordination and harmonization (or approximation) of national tax policies as much as necessary for the functioning of the internal market.
Tax harmonization can be defined as a process of adjusting tax systems of different jurisdictions in order to achieve a common policy objective. Narrowly defined, tax harmonization
implies convergence towards a more uniform effective tax burden across EU Member
States.165 It can occur as a result of action at EU level by Member States, the Commission or
other EU institutions (as the European Court of Justice, hereafter referred to as the ECJ or as
the Court). Harmonization does not mean unification: differences in national laws may persist, if they do not violate EU law. Tax co-ordination is a wider term, which includes any
policy action or measures undertaken to achieve an objective shared by a group of countries.166 The aim of tax co-ordination is to influence the tax practices of the Member
States.167 Tax co-ordination might take the form of tax treaties between Member States, international agreements or legislative acts of the EU.
If identical tax bases, tax rates, and tax systems are achieved among Member States it is
called ‘full harmonization’.168 By contrast, ‘partial harmonization’ describes the situation
where something less than identical bases, rates, systems, etc. (such as approximation of the
base, minimum or maximum statutory tax rates) are achieved.169

2.1.1 Why is tax co-ordination (and tax harmonization) necessary?
The countries co-ordinate tax policies to achieve higher level of neutrality for investment
decisions, which in turn contributes to more efficient allocation of resources. Although the
harmonization of tax burdens can also take place as a result of the interplay of market forces,
it is often argued that government action in the form of tax policy co-ordination is necessary.
By co-ordinating their tax policies states intend to achieve that the resources would be allocated according to their comparative economic advantage not according to the tax differentials. Harmonization of the definition of tax base, which contributes to transparency for economic decision-making, can improve efficiency in resource allocation.170 Furthermore, it is
argued that with a centrally coordinated tax harmonization, rather than one enforced by the
competition of tax systems, Europe would not have to give up its social welfare achievements and current levels of redistribution.171
The gradual reduction of market barriers has considerably increased mobility of factors, particularly mobility of capital. Portfolios have become more international, the number of cross
border mergers as well as foreign direct investment has increased. As a result of liberalisation, globalisation and integration of the markets, the international spillover effects of national tax policies have increased. Because capital can move more easily from one jurisdiction to another, the differences in tax policies can have important impact on investment
165
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flows. Integration of financial markets intensifies tax competition among tax jurisdictions for
internationally mobile capital. Furthermore, the cross-border shopping can result in erosion
of tax base of high tax countries and in dead-weight loss caused by travel to another country
(e.g. higher transportation costs and loss of time).172 In the field of corporate taxation, differences in tax laws can cause double taxation or non-taxation of the cross-border income
flows. Double taxation occurs when the country of residence imposes a tax on foreign source
income which has already been taxed in the country of source. Non-taxation of the crossborder income occurs when the foreign source income is taxed neither in the country of residence nor in the country of source. Tax co-ordination can contribute to the elimination of
double taxation or non-taxation. One important form of bilateral tax co-ordination is double
taxation agreement between the states. It is argued that co-ordination of the methods of providing relief for double taxation of the income from cross-border investments decreases the
tax barriers for cross-border investments and thus contributes to efficient allocation of resources and economic growth.
According to the report by the Commission (1992a),173 any narrowing of the differences in
tax base and statutory tax rates between Member States would reduce the potential for tax
arbitrage activities.174 H.W. Sinn argues that in order to limit cross border purchases it is
necessary to harmonise the tax rates175 in a sufficiently narrow band, which will make gains
from tax arbitrage lower than transportation and transaction costs of cross border shopping.176
In addition to efficiency considerations, Member States co-ordinate tax policies to tackle tax
avoidance and fraud. In order to efficiently tax cross-border income, the co-operation between tax administrations of the Member States is necessary, namely an exchange of information as well as mutual assistance in tax collection. The development of new technological
possibilities – and in particular the growth of the Internet as a medium for international
commerce – is rapidly changing business environment. The use of e-commerce makes it increasingly difficult to identify the economic operators and the taxable transactions. This
erodes the tax base of countries and makes cooperation between governments more necessary.
Furthermore, Member States are concerned of the diminution of their tax base through competition from other tax jurisdictions. According to the OECD report of 9 April 1998177, tax
competition has the potential to cause harm by distorting financial and real investment flows,
thereby undermining the integrity and fairness of tax structures, discouraging compliance by
all taxpayers, reshaping the desired level and mix of taxes and public spending, causing undesired shifts of tax burden to less mobile tax bases, and increasing administrative costs and
compliance burdens on tax authorities and taxpayers.178
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2.1.2 Tax harmonization in the EU
Although Member States are in principle free to determine their own national tax systems,
this freedom is subject to the overriding goals of the Treaty establishing the European Community (hereafter the EC Treaty).179 The founding treaties of the European Union lay out the
objective to create a single internal market. For that purpose Member States aim step by step
to abolish the barriers to free movement of goods, persons, services and capital. Discriminatory taxes can create obstacles to the establishment of a single market and the EC Treaty
stipulates that discriminatory taxes should be abolished.180
Not only discriminatory tax provisions can impose restrictions on free movement in the Internal Market, but also non-discriminatory provisions, if they lead to disadvantageous treatment of people, goods or investments from other Member States.181 Sometimes restrictions
on free movement can arise from differences in national tax systems or from the absence of
harmonization of tax laws of the Member States.182 Therefore, some harmonization of tax
rules is necessary. Tax harmonization can be achieved either spontaneously (through market
forces), through positive action at the EU level (implementation of common policies, coordination of policies, approximation of legislation, etc.) or through negative action by the
ECJ, namely, through prohibitions of certain types of conduct of the Member States that are
in breach of the EU rules.
The problem is that national tax systems of the Member States have not been designed in the
first place to comply with the principle of non-discrimination of non-residents. When most
179
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Article 90 of the Treaty states that no Member State shall impose, directly or indirectly, on the
products of other Member States any internal taxation of any kind in excess of that imposed directly
or indirectly on similar domestic products. The same article also states that no Member State shall
impose on the products of other Member States any internal taxation of such a nature as to afford indirect protection to other products.
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because they discourage nationals from establishing themselves or working in other EU countries. The
ECJ has stipulated in its case law that EC Treaty prohibits not only direct discrimination but also indirect discrimination as well as non-discriminatory restrictive measures that are disproportionate. The
ECJ has interpreted the four economic freedoms of the EC Treaty as forbidding the enactment of national legislative provisions that impede or render unattractive the exercise of any such freedoms, even
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of the national tax systems were put into place, the principles applied to taxation by the ECJ
were not established yet.183 The case law of the ECJ has direct impact on the tax systems of
the Member States by prohibiting certain national tax rules. It also has indirect impact on the
tax systems because EU countries that have similar tax rules as those prohibited by ECJ decisions have to change these rules. ECJ rulings also have certain anticipatory effects because
Member States have to make necessary adjustments to their tax policies to accommodate
expected trends in the case law of the ECJ. Member States realise that it is better to include
EU law aspects in tax legislation from the beginning instead of the necessary corrections
having to be made later.184
Two types of taxes can be distinguished: direct and indirect taxes. Indirect taxes are imposed
on goods or services, e.g. consumption taxes like VAT and excise duties. Direct taxes, such
as personal income tax, corporate income tax, wealth tax, profit tax, and capital gains tax are
imposed on individuals or corporations.
The Treaty of Rome mentions the need to harmonise the legislation concerning turnover
taxes, excise duties and other forms of indirect taxation. However, the EC Treaty does not
provide any specific requirement for direct taxes to be harmonised in the same way as indirect taxes. Policies of direct taxation have to be approximated only so far as they directly
affect the establishment or functioning of the common market. The necessity for harmonization and co-ordination of direct tax measures lies in the idea that the differences in national
tax systems can create barriers to the free movement of persons, goods, capital and services
and, consequently, cause distortions in the functioning of the internal market.
Most important taxes in the context of EU integration are the customs duties, the VAT, excise taxes, capital duties, and corporate taxes. Fiscal harmonization began in the field of indirect taxes. Discriminatory customs duties and other taxes imposed on goods and services are
considered the most important impediments to the free movement of goods and services in
the Single market. To date, the major steps toward harmonization have been achieved in the
field of indirect taxation, most importantly, the abolition of customs duties, the introduction
of the Community Customs Code and common VAT system as well as the harmonization of
the most important excise duties. The harmonization of indirect taxes has been far more advanced than the harmonization of direct taxes so that the room for further harmonization in
the former area is much smaller than in the field of direct taxation.
EC Treaty provides that the European Community is based upon a customs union.185 The
provisions of the Customs Union apply to products originating in Member States and to
products coming from third countries which are in free circulation in Member States.186 The
Customs Union entails the total prohibition of customs duties on imports and exports and
charges having equivalent effect between Member States187 as well as the adoption of the
Common Customs Tariff at the outside borders of the Community.188
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Member States introduced a common system of VAT as a replacement of national turnover
tax systems in 1967.189 In 1972, a draft framework directive on excise duties and indirect
taxes other than VAT levied directly or indirectly on the consumption of products190 envisaged the progressive harmonization of excise duties and taxes on goods. With effect from the
beginning of 1974 Member States were to apply a harmonized system of excise duties to
mineral oils, manufactured tobacco, alcohol, beer, and wine. All other duties and taxes on
goods other than turnover tax were to be discontinued, with the exception of those which did
not require border controls or tax adjustments. Any proposed changes in the rates of existing
duties were to be subject to a consultation procedure. Following the Commission’s White
Paper on the Internal Market191, which focuses on the measures that are directly necessary to
achieve a single market by 1992,192 the Commission put forward a proposal for a framework
directive on excise duties and proposals on structure of duty on the main dutiable products in
1990. The proposal was adopted and eight directives implemented in the field of excises: socalled ‘horizontal directive’193, three directives on the harmonization of the structures of excise duties, namely on mineral oils194, alcohol and alcoholic beverages195, and manufactured
tobacco196 and four directives on the approximation of rates of duties applicable to the excises on mineral oils197, alcohol and alcoholic beverages198, cigarettes199, and manufactured
tobacco other than cigarettes200.
189
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In 1969, Council Directive 69/335/EEC201 concerning indirect taxes on the raising of capital
was adopted.202 The preamble of the directive provides that the indirect taxes on the raising
of capital, in force in Member States in 1969, namely the duty chargeable on contribution of
capital to companies and firms and the stamp duty on securities, gave rise to discrimination,
double taxation and disparities which interfered with the free movement of capital. Therefore, the Council decided that in order to create a common market whose characteristics were
similar to those of a domestic market, it was necessary that duty on the raising of capital
within the common market by a company or firm should be charged only once and at a uniform rate. The Directive 69/335/EEC sets out to harmonize structures and rate of duty. As
regards the stamp duty on securities, the Directive provides that they should be abolished
altogether, regardless of the origin of such securities, and regardless of whether they represented a company's own capital or its loan capital. Furthermore, the Directive states that
other indirect taxes with the same characteristics as the capital duty or the stamp duty on securities should be abolished.203 Article 4 of the Directive provides that certain transactions
must be and others may be subject to capital duty.204 Moreover, according to the Directive
199
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Transactions compulsorily subject to capital duty under Article 4(1) include the following:
a.
the formation of a capital company;
b.
the conversion into a capital company of a company, firm, association or legal person
which is not a capital company;
c.
an increase in the capital of a capital company by contribution of assets of any kind;
d.
an increase in the assets of a capital company by contribution of assets of any kind, in consideration, not of shares in the capital or assets of the company, but of rights of the same
kind as those of members, such as voting rights, a share in the profits or a share in the surplus upon liquidation;
e.
the transfer from a third country to a Member State of the effective centre of management
of a company, firm, association or legal person, whose registered office is in a third country
and which is considered in that Member State, for the purposes of charging capital duty, as
a capital company;
f.
the transfer from a third country to a Member State of the registered office of a company,
firm, association or legal person, whose effective centre of management is in a third country and which is considered in that Member State, for the purposes of charging capital duty,
as a capital company;
g.
the transfer from a Member State to another Member State of the effective centre of management of a company, firm, association or legal person which is considered in the latter
Member State, for the purposes of charging capital duty, as a capital company, but is not so
considered in the other Member State;
h.
the transfer from a Member State to another Member State of the registered office of a
company, firm, association or legal person, whose effective centre of management is in a
third country and which is considered in the latter Member State, for the purposes of charging capital duty, as a capital company, but is not so considered in the other Member State.
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85/303/EEC205 Member States are free to exempt the contributions of capital altogether since
1 January 1985. The view expressed in preamble of this directive is that capital duty has a
negative impact on the regrouping and development of undertakings and that the best solution would be to abolish capital duty. However, since it was conceived that the loss of revenue which would result from such a measure were unacceptable for certain Member States,
Article 7(2) provides that Member States may either exempt from capital duty all transactions other than those referred to in Article 7(1) or charge duty on them at a single rate not
exceeding 1 %. Pursuant to Article 7(1) Member States must exempt from capital duty transactions that were, as of 1 July 1984, exempted or taxed at a rate of 0,50 % or less.206
Harmonization in the field of direct taxes has not been considerable. The influence of the EC
law to the direct tax legislation of the Member States comes mainly through the negative
constraints imposed by the ECJ, namely through the prohibitions of tax restrictions against
residents and income from other Member States.
Personal income taxes are practically not harmonised at EU level. The Commission has
adopted two recommendations: one on the taxation of certain items of income received by
non-residents in a Member State other than that in which they are resident207 and the other
concerning the taxation of small and medium-sized enterprises208. In the area of social security contributions, a regulation concerning the application of social security systems to migrant workers was adopted in 1971.209 In 2003, the Council adopted the Savings Directive.210
Moreover, some provisions of the EC Treaty, most importantly these, which concern the free
movement of persons and services, impose constraints on the policies of personal income
taxation of the Member States.
The decisions of the ECJ have provided the most important basis for integration of the income tax systems of the Member States. ECJ judgements in several cases have been aimed at
making the four freedoms of the Internal Market (the free movement of persons, goods and
capital, and the freedom to provide services) prevail over obstacles raised by national income
tax systems.211 In its case law the ECJ has challenged the application of some wellestablished rules of international taxation. The challenges have taken place mainly on the
i.

Under Article 4(2) Member States have the option of subjecting the following transactions,
to the extent that they were taxed at the rate of 1 % as at 1 July 1984, to capital duty:
j.
an increase in the capital of a capital company by capitalisation of profits or of permanent
or temporary reserves;
k.
an increase in the assets of a capital company through the provision of services by a member which do not entail an increase in the company s capital, but which do result in variation in the rights in the company or which may increase the value of the company's shares;
l.
a loan taken up by a capital company, if the creditor is entitled to a share in the profits of
the company;
m.
a loan taken up by a capital company with a member or a member's spouse or child, or a
loan taken up with a third party, if it is guaranteed by a member, on condition that such
loans have the same function as an increase in the company's capital.
205
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question in which way a national tax system is allowed to treat differently resident and nonresident taxpayers inside the EU.212 EC Treaty stipulates the principle that tax provisions are
not allowed to constitute a real barrier to the free movement in the Internal Market. Although
distinguishing between resident and non-resident taxpayers is not allowed, the ECJ has accepted some justifications for differential treatment of residents.213
Fiscal sovereignty versus co-ordination
Tax policy has been an area what Member States want to set to a large extent by themselves
to preserve their national sovereignty. Sovereignty in fiscal matters is related to the principle
of subsidiarity introduced by the Treaty of Maastricht, which implies that the legislation at
EU level should be implemented only if such legislation cannot be enforced satisfactorily at
Member State level. The EU Treaty suggests that policies should be implemented at EU
level only if it is strictly necessary.214 A purely national approach is not always the best solution to handle cross-border problems such as environmental pollution or international spillover effects of national tax policies. In addition, co-ordination is necessary in the fields of an
exchange of information and mutual assistance in the collection of taxes in order to tackle
tax avoidance and tax fraud. Furthermore, Vanistendael points out that the fiscal sovereignty
of the Member States in tax matters, allowing Member States to determine freely the rules of
their national tax system without having regard to what happens in the other Member States
or in the Internal Market as a whole is incompatible with the Economic and Monetary Union
and the Internal Market.215 Some authors have pointed at the contradictory goals implied by
EC Treaty to accomplish the Internal Market without borders and Member States’ will to
maximise their tax position.216 Member States have been often blocking the tax harmonization measures proposed by the Commission because they found them running against their
national interests. The ECJ, on the other hand, has played a significant role in the area of the
four freedoms in the EC Treaty by its important tax decisions ruling against the national
measures of the Member States, which restrict the free movement within the Internal Market.
At the moment, two trends can be distinguished in the area of EU tax policy. On the one
hand, Member States want to hold on to their sovereignty to set their own tax policy. On the
other hand, there is a growing tendency towards co-operation in the field of taxation. Member States recognise that after the completion of the EMU, it becomes increasingly important
to remove remaining barriers between the various states to safeguard the maximum effect of
the Internal Market.217 Several Member States have expressed the view that the Internal Market can only be used to its greatest advantage by bringing the tax systems of the Member
States in line with each other and more tax co-ordination is necessary in the field of taxation.218 The EMU can be important impulse for further co-ordination of policies (see section
2.5.). Stable tax revenues are a prerequisite for the EMU, therefore, Member States are especially concerned about their national tax positions and are interested to ensure stability of
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their tax revenues.219 In this context, the discussion about harmful tax competition has intensified lately and political agreement (the Code of Conduct) has been adopted by Member
States (see section 2.4.3.).

2.2

Legal basis of tax harmonization

The founding treaties are the most important basis for any harmonization at EU level. Any
action at EU level has to have legal basis in the treaties. Any secondary legislation has to be
based upon some particular Treaty Article.220 The fundamental tax rules are to be found in
Articles 90-92. Fiscal measures may be harmonised either under Article 93 (indirect taxes)
or under Article 94 (indirect and direct taxes).
The EC Treaty transfers the far-reaching powers regarding legislation and the administration
of justice to EC institutions. The structure of an independent legal order has been created by
the important decisions of the ECJ such as Van Gend en Loos221 and Costa-Enel.222 In addition to the doctrines of supremacy of Community law over national law established by the
ECJ, the other important principles, most importantly concerning the four freedoms of the
Internal Market, have been worked out by the ECJ in its judgements.
The founding treaties of the EU impose important constraints upon the autonomy of the
Member States to design and implement their tax laws and policies. Member States’ freedom
is restricted by the tax provisions, and also by other EC rules, especially the four freedoms
(free movement of goods, services, persons and capital as expressed in Articles 23-25, 39,
43, 48, 49, 50 and 57 of the EC Treaty) as well as the rules on competition (Articles 81-89 of
the EC Treaty) and state monopolies (Article 31 of the EC Treaty). Especially the free
movement of workers (Articles 39-42 of the EC Treaty) and the right of establishment (Articles 43-48 of the EC Treaty) have had an important negative integrative effect on national
direct tax systems.223 Member States have to eliminate or change their tax provisions, which
are protectionist or discriminatory. The ECJ has ruled that not only the discriminatory national tax provisions are prohibited, but also non-discriminatory provisions, which restrict
the free movement in the Single Market.
State aid provisions224
The tax provisions have also to be in compliance with competition provisions of the EC
Treaty, namely Articles 87-89. The EC Treaty prohibits State aid to undertakings (Articles
87-88), including fiscal support measures unless they qualify for one of the derogations from
the general principle of incompatibility laid down in Article 87(1). Specific national tax
measures possibly constituting state aid have to be notified to the Commission prior their
implementation. If the Commission prohibits the fiscal support measure but the Member
State does not abide or if it has implemented a measure without prior notification, the Commission may take that State to the ECJ.
The ECJ has developed case law concerning the application of Articles 87-89 on tax matters.
The ECJ has focused on the question of whether a tax measure is restricting free movement
within the internal market and weather it might be justified with reference to one of the
grounds included in Article 87(2) and (3).225
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In its Notice on State aid226 the Commission stated that the main criterion in applying Article
87(1) to a tax measure is that the measure provides in favour of certain undertakings in the
Member State an exception to the application of the tax system. The common system applicable should thus first be determined. It must then be examined whether the exception to the
system or differentiations within that system are justified by the general scheme of the tax
system, that is to say, whether they derive directly from the basic or guiding principles of the
tax system in the Member State concerned. If this is not the case, then State aid is involved.
The Commission’s Notice on State aid and its implementation are discussed in further detail
in section 2.4.4.3.
In principle, all special regimes providing specific tax preferences not available under the
normal tax system are prohibited because they distort competition. In a judgement delivered
in 1974227, the ECJ held that any measure intended partially or wholly to exempt firms in a
particular sector from the charges arising from the normal application of the general tax system without there being any justification for this exemption on the basis of the nature or general scheme of this system constitutes State aid. The judgement also points out that the fact
that the fiscal measure brings charges in the relevant sector more into line with those of its
competitors in other Member States does not alter the fact that it is aid.
State aid is afoot if the tax measure concerns only certain situations or taxpayers who are
subject to this specific tax.228 An advantageous tax provision is considered State aid if it is
limited to certain geographical regions, or to certain sectors of economic activity. Even very
broadly defined sectors may be caught by the State aid prohibition: the Commission decided
that a 10 per cent tax rate (at variance with the general tax rate of 32 per cent) for the whole
of the Irish manufacturing sector constitutes State aid because it excludes traders and services and favours export-oriented undertakings.229
Pursuant to Article 88(3), specific measures that are regionally and temporarily limited have
to be notified to the Commission prior their implementation. Member States may not put
their proposed aid measures into effect until the Commission has approved them. The Commission examines the compatibility of aid not in terms of the form which it may take, but in
terms of its effect. The judgement by the ECJ delivered in 1974230 states that Article 87 does
not distinguish between the measures of State intervention concerned by reference to their
causes or aims but defines them in relation to their effects.
The Commission may decide that the Member State must amend or abolish aid which the
Commission finds to be incompatible with the common market. Where aid has already been
implemented in breach of these rules, the Member State must in principle recover, from the

cle 87(2) and (3). The EC Treaty qualifies as aid measures which are intended to promote the economic development of a region. Article 87(3)(a) and (c) explicitly provides, in the case of this type of
aid, for possible derogations from the general principle of incompatibility. Furthermore, where the
recipient, whether a private or public undertaking, has been entrusted by the State with the operation
of services of general economic interest, the aid may also qualify for application of the provisions of
Article 85 of the Treaty.
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recipient(s), the aid illegally granted (with interest), irrespective of national time limits or
other national legal impediments to recovery.231
Other provisions
However, even if no State Aids are involved, domestic tax provisions can cause a distortion
to the functioning of the Single Market. Articles 95 and 96 of the EC Treaty may apply for
eliminating such market distortions.

2.3

Developments in the field of value added tax

VAT is a most important revenue earner in the EU. It raises one-fifth of all tax revenues of
the Member States, and nearly half of ‘own resources’ in the common EU budget. Harmonization of indirect taxes is considered necessary to ensure free movement of goods and services. Articles 90-91 of the EC are the most important bases for indirect taxes. They prohibit
tax discrimination and protective taxation in relation to movements of goods between Member States. The EC prohibitions contained in articles 90-91 form the legal basis of negative
integration by ECJ rulings.
Article 90 deals with discriminatory taxation on foreign products. It forbids a Member State
to treat domestic products more favourably than those from the other Member States and
only allows taxation that is part of internal tax levied indiscriminately on both domestic and
foreign products. Policies applying differential tax rates are allowed so long as they are directed at objectives that are compatible with the Treaty, even if they may place some imported products at a disadvantage.232 Article 90 aims to promote neutrality of competition
between domestic products and products from other Member States within a national market.
Article 90 requires no implementation by means of harmonising Directives. Article 90 has
been directly effective since 1 January 1962. It has been invoked many times in the ECJ to
abolish national measures favouring local products.233
Article 93 provides juridical basis for the harmonization of turnover taxes (and other indirect
taxes) in the EU. The Treaty specifically provides for such harmonization, because indirect
taxes may create an immediate obstacle to the free movement of goods and the free supply of
services within an Internal Market. Article 93 gives the Council the power to adopt provisions for the harmonization of legislation concerning turnover taxes, excise duties, and other
form of indirect taxation to the extent that such harmonization is necessary to ensure the establishment and the functioning of the internal market. The Council, on the basis of Commission proposals, adopts the harmonization provisions unanimously.
The secondary legislation harmonising the area of indirect taxes consists mostly of directives. The wording of Article 93 includes also the adoption of regulations which are directly
applicable in all Member States and effectively legal instruments allowing adoption of a
more unified common system. One such regulation (218/92)234 relates to administrative cooperation in the field of indirect taxation (VAT). However, the European Parliament does not
like the choice of regulation as harmonising measure in the field of taxation, because it does
231
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not leave much room for national legislators to change its content. 235 However, the directives harmonising the field of indirect taxes are usually so detailed that although implemented by national legislators, they leave only limited possibility to change their scope or
add provisions to them.236 However, the European Commission finds in its report analysing
the current VAT system237 that the directives still leave too much flexibility for Member
States, which results in a large degree of divergence in common VAT system (see section
3.5).
Member States are free to apply their own tax laws, which have to be in accordance with the
Community directives. The directives harmonising the area of indirect taxation must be consistent with the fundamental principles set out in Articles 90 and 91. In addition, national
measures implementing the common European VAT system remain subject to scrutiny under
Article 90 of the EC Treaty.238
These legal bases in the EC tax law (the Treaty provisions and legislative acts harmonising
the tax policies of the Member States) impose constraints upon the tax policies of the Member States. Following section will mostly consider the aspects of positive integration through
the regulatory measures at EC level.

2.3.1 The VAT Harmonization Policy since 1960s
According to the EC Treaty Member States are required to harmonise their taxes on consumption (Article 93). The VAT is the only important tax, which has been harmonised to a
considerable degree. The following section analyses the extent of VAT harmonization starting with the historical overview of the harmonization steps.
Before the introduction of the common VAT system, most of the Member States used different types of the cumulative multistage tax systems.239 The Report of 1963 by the Fiscal and
Financial Committee, chaired by Professor Fritz Neumark from Germany (generally referred
to as Neumark Report240) summarised the defects of the cascade turnover tax. It distorts the
international trade because it does not allow an exact calculation of the amounts of tax to be
refunded and of the amount of the corresponding countervailing duties or refunds when the
principle of country of destination is applied. Moreover, tax paid depends on the unknown
number of stages in the chain from producer to consumer. The Neumark Report recommended to adopt the VAT which then existed in only one of the Member States, namely in
France.
Step-by-step implementation of a VAT system
From the 1960s the EU has step-by-step implemented a common system of VAT. The first
step, adoption of the common system of VAT, made it possible to calculate accurately the
countervailing taxes to be imposed on imports from other Member States, and the amounts
by which taxes should be remitted on exportation. Member States introduced a common system of VAT as a replacement of the national turnover tax systems, with the adoption of First
and Second Council Directives 67/227 and 228 of 11 April 1967 on the harmonization of the
laws of the Member States relating to turnover taxes.241 The First and Second Directives
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formulated the basic principles by which common systems should abide. The common system of VAT is based on the principle that a consumption tax, which is exactly proportional
to the price, is applied to goods and services, whatever the number of transactions in the production and distribution process before the stage at which tax is charged.242
According to the First and Second Directives, Member States were free to decide on the
standard rate of tax and to subject certain goods and services to increased or reduced rates. In
addition, subject to consultation, Member States were free to determine their own exemptions. The First and Second Directives permitted Member States such discretion that in practice nine different and separate national systems existed rather than one common system.243
Major areas treated differently in the various Member States were: agriculture, the retail sector, special types of business (notably building construction, the letting of land or premises,
and financial operations), rules on exemptions, deductibility of the tax, and the treatment of
services across frontiers.244
The second major step towards harmonised VAT system was made by the adoption of the
Sixth VAT Directive 77/388 of 17 May 1977.245 The Sixth Directive was adopted to achieve
more harmonised European System of VAT. It defined more precisely what constitutes the
territorial application, taxable transactions, place of taxable transactions, taxable persons,
chargeable events, taxable amounts, rates and exemptions, deductions and liability for payment of tax, and other important VAT concepts. Greater degree of harmonization of the national tax bases was achieved by this change. One reason for measures to introduce more tax
base uniformity was the adoption of the VAT as an ‘own resource’ in the Community
budget.246 It was necessary to achieve a greater degree of harmonization of the tax base in
order to ensure that the coverage of the tax was reasonably equivalent in each Member State,
since the Community rate of VAT has to be applied to a uniform tax base throughout the EU.
In order to achieve common basis of assessment it was deemed to be necessary to harmonise
the exemptions within the national systems. The common definition of the place of supply is
necessary to determine which country is entitled to impose tax to avoid double taxation or
non-taxation.
However, the Sixth Directive only achieved partial harmonization because it leaves the range
of options open for Member States.247 In particular, important decisions about application of
zero-rates, reduced rates as well as supplementary high rates were left to Member States’
discretion.

2.3.2 The White Paper
On 29 June 1985, the Commission published a White Paper on the Internal Market248, which
focuses on the measures that are directly necessary to achieve a single market by 1992
thereby creating a more favourable environment for stimulating enterprise, competition and
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trade. The Commission noted that in order to ensure the free movement within the internal
market, it is essential that frontier controls are abolished and put forward proposals249 for
their abolition in 1987.
With regard to the removal of tax barriers the Commission stipulated that the harmonization
of indirect taxes is an essential part of achieving a true single market. The White Paper demonstrated that in order to abolish fiscal frontiers there must be a considerable measure of approximation of indirect taxes. The Commission expressed the view that it must be considered
whether it would be practically possible, in the absence of border controls, for Member
States to charge significantly different levels of indirect taxation. The Commission saw problems in the widely divergent rates and coverage of VAT, which imposes the system to heavy
and systematic fraud and evasion.
The Commission proposed a switch to a system under which goods and services would be
taxed in their country of origin. The Commission intended to abolish the current destinationbased VAT system and replace it by the definitive system, according to which taxation takes
place in the county of origin. It means that all intra-EU sales would be treated as domestic
sales at present, however, the tax would be cleared between Member States in order to preserve the country of destination principle. The Commission put forward proposals for such a
system in 1987 under the work programme to establish the internal market by January 1993.
The key elements of these proposals, which were designed to achieve a genuine internal market by means of taxation in the country of origin, were:
•
a harmonised tax structure with two rates of VAT;
•
harmonization, within a defined band, of the rates applied by Member States;
•
a clearing mechanism for the redistribution of VAT receipts.
The proposal for a new common VAT system was made with the objective of achieving a
true Single Market in which intra-Community sales and purchases of goods would be treated
in the same way as those taking place within Member States. However, the ECOFIN Council
recognised in 1989 that it would be impossible by the time of the abolition of border controls
on 1 January 1993, to achieve the harmonization necessary to move onto a new common
VAT system and therefore decided to adopt a transitional system which would enable controls at the Community’s internal borders to be abolished whilst allowing tax to continue to
be collected in the Member State of destination under certain well defined circumstances
(transactions between taxable persons and large-scale distance selling to private individuals).
At the same time, however, the Council reaffirmed both legally and politically the commitment it had made in April 1967 to introduce a definitive system of taxation where goods and
services would be taxed in the Member State of origin by the new target date of 31 December 1996.
The Commission presented the White Paper to the meeting of the European Council in Milan, at which Member States began the negotiations that led to the conclusion of the Single
European Act, which among other things expanded the possibility of majority voting on the
issues related to the single market. This change did not have any effect on decision-making
in tax matters, however. Tax harmonization laws are expressly excluded from the qualified
majority procedure.
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2.3.3 The System after the Abolition of Fiscal Border Controls
In 1991, important harmonization measures were introduced by Directive 91/680250. These
changes were necessitated by the elimination of internal borders and border tax adjustments
maintained only at company’s level on 1 January 1993. In order to abolish customs’ checking at borders within the EU, it was necessary to adjust its VAT system. Member States
agreed to tax cross-border trade between registered businesses within the EU on a deferred
payment or postponed accounting basis. The VAT on transactions between registered businesses is collected on a reverse charge basis, which is a form of self assessment for a business acquiring services: purchasers of out-of-state goods declare the intra-Community acquisitions, apply VAT and get credit for an equal amount. The control at the borders has been
replaced by a VAT information exchange system (VIES), which requires taxable persons to
file quarterly reports of out-of-state supplies and acquisitions. Customs’ documentation for
trade between Member States was no longer required. Tax authorities have to monitor the
proper rebate of VAT credits for exports to EU Member States by checking the books of taxable persons. From the beginning of 1993 the terms ‘importation’ and ‘exportation’ refer
only to trade with non-Member States. For trade within the Internal Market, the terms ‘intraCommunity acquisition’ and ‘intra-Community supply’ were introduced. The taxable event
(intra-EU acquisition) must be reported on the internal VAT return not at the border as before abolition of frontiers. In case of intra-EU acquisitions the customer is entitled to deduct
VAT in the same manner as on domestic supplies.
The system currently in force involves taxation in the country of consumption, at the rates
and under the conditions applicable in that country. This transitional system has a number of
defects, notably because it is complicated, susceptible to fraud and out of date.251 The problem of so called ‘carousel fraud’ is becoming of increasing concern. Tax revenue is lost because the goods that are tax exempt in the Member States are delivered to the territories
without VAT control. Moreover, the Commission believes that the complexity of current
system encourages operators, disheartened by the cumbersome nature of their obligations
and the scale of their costs, not to declare their activities or declare them in the country in
which their costs would be lowest.252 For these reasons, the Commission seeks to replace the
transitional VAT system by a definitive one, under which the goods would be taxed in the
country of origin.

2.3.4

The Monti Paper

In 1996, the Commission put forward new proposals. Before doing so, the Commission carried out an evaluation of the operation of the transitional arrangements253 and polled Member
States on their views, concluding that a different approach to that proposed in 1987 under the
work programme to establish the Internal Market would have to be taken. The Commission
published a policy document254, which proposed a new common system of VAT that is
suited to the single market and in which domestic and intra-Community transactions are
treated equally. The programme put forward in 1996 differed in two main respects from the
1987 proposals.255 Firstly, the substance of the 1987 proposals was based on the principle
that taxation should take place at the place of supply (place where the goods are located
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when they are sold, place of supply of immovable property, etc.) and the clearing mechanism
would operate on the basis of declarations by taxable persons. The 1996 programme put forward the idea that taxation should be based on a trader’s ‘tax domicile’ so that there would
be one single place of registration with a reallocation mechanism based on official national
statistics to ensure that VAT receipts accrue to the Member State where consumption takes
place. Secondly, the 1987 proposals were based on the ‘big bang’ approach, i.e. an immediate switchover to the definitive system, whereas the 1996 programme envisaged a gradual
changeover to the definitive system.
The policy document published by the Commission analysed thoroughly the limitations of
current system. The Commission expresses the view that the defence of national sovereignty
in a system of taxation which ensures a direct allocation of VAT revenues between Member
States gradually leads to a real loss of national sovereignty over tax matters; this is because
fragmentation of the activities of taxable persons between various Member States prevents
administrations from being able to monitor the overall activity of a firm and to ensure that
any deductions made are justified. The Commission points out that the transitional system
gives Member States the illusion of having retained full national sovereignty in determining
their revenues and the overall operation of the VAT system: in reality the system’s complexity and subjectivity, the fact that it is ill-suited to new economic challenges and the divergences that exist with regard to its application have a detrimental effect on the competitiveness of businesses without guaranteeing Member States the certainty of being able to receive
the revenues to which they are entitled.
The Commission states that the transitional system has succeeded to a degree by removing
physical tax frontiers, however, intangible frontiers remain insofar as goods still have to be
tracked when they cross internal borders. These remaining barriers are the result of:
•
extreme complexity;
•
general provisions of the Sixth Directive which are out of date or not adapted to current commercial practices;
•
differences in the application of VAT rules among Member States.
The Commission stipulates that the new VAT system will have to satisfy the following criteria:
•
it must abandon the segmentation of the single market into 15 tax areas;
•
it must be simple and modern so as to rise to the challenges of the 21st century;
•
it must guarantee equal treatment of all transactions carried out in the Community;
•
it must ensure effective taxation and guarantee proper monitoring, thereby maintaining the level of VAT revenues.
2.3.4.1

Proposed common system of VAT

The Commission proposed a new system which involves a complete overhaul of the existing
system of VAT, with major consequences for the Community as a whole and for each Member State individually. The Commission in its Paper sketches the broad outline of the new
common system, describing (1) essential characteristics, (2) the key features, and (3) the
consequences.
Essential characteristics
(a) Elimination of any distinction between domestic and intra-Community transactions to
ensure equality of treatment and neutrality in the single market:
•
to ensure that no activity is more difficult to exercise in one Member State than in
another;
•
any purchase can be made on the same terms throughout the EC;
•
transaction involving several Member States should not be allowed to result in more
obligations than one carried out within a single Member State.
(b) Taxation of all transactions carried out within the EC:

66

Developments in the field of value added tax

•
•
•

the mechanism of fractioned payments should be strengthened to ensure that the tax
system is self-checking;
the clear sharing of responsibilities between the supplier (correct invoicing of the tax
due) and the buyer (correct proof of the taxes he deducts);
consequently, the remission/taxation mechanisms for trade between Member States
must be abolished.

The Commission believes that taxation should be based on commercial transactions rather
than on physical monitoring of the goods, which cannot always be proven.
Key features
(a) Single place for operators:
•
a taxable person is registered in one place only;
•
all the transactions of a given operator will have to be taxed at one place for the entire Community, whereby a distinction will no longer be made according to the
Member State in which they are carried out;
•
the right to deduct must be also exercised strictly and exclusively at the place of
taxation.
(b) End of direct allocation of VAT revenues by the tax system:
•
the proposed system abandons the direct allocation of VAT revenues by the actual
tax system, replacing it with a new reallocation mechanism;
•
the reallocation of revenues between Member States cannot be based on data provided in the tax returns of taxable persons because this would reintroduce the monitoring of the physical movement of goods;
•
in order to determine the revenues of each Member State in terms of taxed consumption which occurs on its territory, the Commission proposes to quantify consumption
by means of statistics on the basis of consumption side of National Accounts, appropriate input-output tables and other information (statistical surveys, annual reports
etc.)
Consequences
As a consequence of the proposed common system, very intensive harmonization of tax
mechanisms is inevitable, the system needs to be completely modernised and a new approach towards collection, administration and control is necessary.
(a) Harmonization measures
•
Harmonization of rates. In the system of VAT based on taxation in the country of
origin and enabling a taxable person to effect supplies to any destination in the EU,
the different VAT rates create distortions of competition. Furthermore, maintaining
the possibility of applying too many different rates from one Member State to another would endanger neutrality vis-à-vis the conditions of competition with the risk
that business locations would be influenced by the differences in VAT rates. The
Commission proposes to address the matter of rates as follows. As far as the standard rate is concerned, the Commission services consider that the introduction of a
single rate would provide a perfect solution avoiding any tax-related distortion of
competition and ensuring that the tax is applied simply and uniformly throughout the
EU. Nevertheless, an approximation within a rather narrow band (e.g. 2 – 3 percentage points) might be sufficient. As regards the reduced rate(s), harmonization of
their number and scope is necessary from a purely technical standpoint. The Commission remains convinced that only a small number of rates is compatible with the
objective of simplifying the tax. On 20 December 1995, the Commission put for-
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•

ward a proposal providing for a minimum standard rate of 15 per cent256 and a
maximum rate of 25 per cent257, as the very first step towards the approximation of
standard rates.
Other harmonization measures. The Commission believes that harmonization of
many other aspects is absolutely necessary. Aspects such as the extent of and conditions for exercising the right to deduct, exemptions, the tax treatment of small firms
or other special schemes are mentioned in the Monti Paper. The entire range of options, authorisations and derogations allowed by the existing system also needs to be
reviewed.

(b) Uniform application. The Commission states that the harmonization of rates and other
aspects of the common system will be a definite step forward. It is nevertheless indispensable to ensure that a more unified approach is taken regarding interpretation of the legislation.
To that end, the Commission intends shortly to propose that the VAT Committee be turned
into a regulatory committee, with the Commission being given powers to take measures implementing acts adopted by the Council. The Commission believes that thought will also
have to be given to the strategy to be taken, in terms of the type of legal instrument (a directive or a regulation?) and the decision-making process (unanimity or qualified majority?), for
arriving at a common VAT system that is genuinely common and uniformly applied.258
(c) Modernisation of the existing system. The Commission believes that a re-examination of
the approach taken in the 1970s in a number of fields, e.g. areas excluded from the scope of
the tax (activities carried on by public authorities, holding companies, etc.), or transactions
exempted because they relate to certain activities carried on in the general interest (public
postal services, activities of public broadcasting organisations, etc.) or because of the technical difficulties involved in applying the tax (telecommunications, real estate, financial and
insurance services, etc.) (see also section 2.3.5.1). Attempts will also have to be made to
achieve a better match between the tax territory and the customs territory of the Community.
(d) Administration, control and collection in the new system. The Commission observes that
the considerable simplification of the proposed system offers the additional benefit of simplifying administration of the tax since the existing opportunities for evasion will be reduced
(the abolition of the VAT-free circulation of goods in intra-Community trade will eliminate
the key condition for the fraud within the internal market) and a single VAT supervisory relationship will provide a more complete understanding of each business to the benefit of effective control.
The Commission suggests a ‘tax statute’ for the taxpayers. The compliant taxpayer should
have, at least, the right to expect clarity of his obligations, fair and correct administration of
the tax and an avoidance of unnecessary disruption of his economic life. Fulfilling these ba256

This proposal for a minimum standard rate was implemented as a directive. Council Directive
2001/4/EC of 19 January 2001 stipulates that the minimum standard rate of VAT, for the period 1
January to 31 December 2005, may not be less than 15 %. See Council Directive 2001/4/EC of 19
January 2001 amending the Sixth Directive (77/355/EEC) on the Common system of value added tax,
with regard to the length of time during which the minimum standard rate is to be applied, OJ L 22 of
24 January 2001, p. 17.
257
This proposal for a maximum standard rate was never implemented as a directive (failed three
times because of the lack of agreement in the Council).
258
Some commentators have expressed the view that a regulation should be preferred as the type of
legal instrument. If the VAT is to be applied within the single market as if transactions were performed within a single Member State, only one directly applicable VAT Code should apply. See Terra
and Wattel (1997), p. 94.
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sic obligations encourages voluntary compliance, which frees resources to be concentrated
on non-compliant traders.
The proposed common system also has two major implications for the administration of the
tax: collective responsibility and a greater emphasis on co-operation. Under the current system, each Member State is responsible for the administration, control and collection of the
tax. Under the new system this individual responsibility will be replaced by a collective responsibility. All Member States will be responsible collectively for the global tax receipts
which are due to each of them according to their consumption.
Member States need to be made confident in each other in three ways: powers, tasks and performance. Each Member State needs to be reassured that each other Member State has a sufficient minimum level of national control and collection powers. Each Member State also
must be reassured that a sufficient minimum of common control and collection tasks will be
carried out. Finally each Member State must be reassured that the quality of performance of
these tasks will meet acceptable standards.
Greater emphasis is necessary on administrative co-operation since it will become more central in the operation of the new system. The Commission believes that the new collective
responsibility will give a great incentive to this co-operation. Further, the monitoring and
evaluation of each Member State’s performance must include their performance in cooperation. Nevertheless three further initiatives are needed. Firstly, the existing legal framework for mutual assistance and administrative co-operation requires extensive reform. Secondly, effective control and collection under the new system will require agreed common
control methodologies. Thirdly, new tools and methodologies for co-operation will be
needed. In developing these tools, the infrastructure and experience of transitional regime,
notably the VAT Information Exchange System (VIES) will be important. Finally, a new
spirit of co-operation between individuals in national tax administrations, based on a much
deeper mutual understanding and confidence, needs to be established. A programme to
achieve this, building on past experience, needs to be put in place before the entry into force
of the new system.
The Commission proposed a work programme involving a stage-by-stage movement to the
definitive system and has made a number of proposals in that context. However, it has become evident in the last few years that, because of the importance of VAT for tax revenues,
most Member States are reluctant to agree with proposals designed to lead towards the definitive system. For this system the further harmonization of the tax system and reduction in
special arrangements and derogations would be necessary because if a Community trader’s
entire economic activity is taxed in one single Member State, taxation systems have to be
closely harmonised to ensure the uniform application. There also has to be some approximation of tax rates to ensure that the tax has a neutral impact on business competition. In addition, in order to move to the definitive system the re-distribution of tax receipts is necessary.
In fact, the introduction of the proposed system requires Member States to embark on a legislative harmonization which is more extensive than has ever before been contemplated in
the field of indirect taxation. However, Member States have not reached unanimous agreement on such fundamental changes in VAT system. In particular, unanimity could not be
achieved for VAT rate bands and VAT revenue distribution through cross-national VAT
crediting and a subsequent clearing mechanism. Consequently, very little progress has been
made in the Council on the Commission’s proposed 1996 programme. On the other hand, it
is accepted that the current transitional arrangements have a number of shortcomings, because they are complicated, susceptible to fraud and out of date. According to the Sixth Directive (Article 28l) the transitional arrangements are extended automatically until the Council has decided on the definitive system.
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2.3.5 The Latest Developments in VAT
2.3.5.1

The New VAT Strategy

In June 2000 the Commission established a new VAT legislative strategy259 for the following
five years, which concentrated on bringing about an overall improvement in the operation of
the common VAT system that would directly benefit EU taxpayers. The Commission
stressed that an origin based definitive system remains a long term Community goal. The
new strategy proposed by the Commission focuses on simplification, modernisation and a
more uniform application of present arrangements, and a closer administrative co-operation.
So long as the present system of VAT-based Community own resources is in existence,
closer administrative co-operation and the other measures aimed at preventing fraud are expected to help to maximise the VAT base and thereby ensure that this tax plays the full part
in providing income that Community budgetary rules intended.
The objective of such measures is to create fresh impetus within the Council to achieve the
improvements to the present system as quickly as possible. This is of course only possible if
all Member States are prepared to consider changes to their national VAT systems (and, if
necessary, to agree to a reduction in the large number of special schemes or options, derogations, etc. which exist at present) which can help bring about an overall improvement in the
way the common VAT system operates. If the present transitional arrangements are retained
Member States will also have to accept the need for greater emphasis on tighter controls and
closer administrative co-operation in order to deal with the problem of fraud highlighted in
the Commission’s report on administrative co-operation and VAT control.260 The fact that
under the transitional VAT system goods can circulate between Member States without VAT
being paid inevitably creates risks, particularly of ‘carousel fraud’, and thus stringent
counter-measures are required. Intra-Community trade is valued at EUR 930 billion annually. VAT accounts for 15 to 25% depending on the Member State, i.e. EUR 162.75 billion.
According to the Commission’s estimates fraud accounts for 5% of this amount, in other
words a loss of EUR 8 billion in tax revenue.
The Council has adopted several proposals after the new strategy was announced: concerning the abolition of fiscal representatives261 and the minimum level for the VAT standard
rate262 and in a political agreement by the Council on the proposal concerning the improvement of mutual assistance on the recovery of claims263. Existing proposals have been reviewed in line with this new strategy and new proposals have been made. Of particular importance is the first proposal made after the new strategy was announced – the proposal to
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Commission (2000a).
Report from the Commission to the Council and the European Parliament - Third Article 14 report on the application of Council Regulation (EEC) No 218/92 of 27 January 1992 on administrative
cooperation in the field of indirect taxation (VAT) and Fourth report under Article 12 of Regulation
(EEC, Euratom) No 1553/89 on VAT collection and control procedures (COM(2000) 28 final of 28
January 2000) http://europa.eu.int/comm/taxation_customs/publications/official_doc/com/com.html
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Council Directive 2000/65/EC of 17 October 2000 amending Directive 77/388/EEC as regards
the determination of the person liable for payment of value added tax.
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Council Directive 2001/41/EC of 19 January 2001 amending Directive 77/388/EEC as regards
the length of time during which the minimum standard rate is to be applied.
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Proposal for a European Parliament and Council Directive amending Council Directive
76/308/EEC on mutual assistance for the recovery of claims resulting from operations forming part of
the system of financing the European Agricultural Guidance and Guarantee Fund, and of agricultural
levies and customs duties and in respect of value added tax and certain excise duties presented by the
Commission on 26 June 1998 (COM(98) 364 final) (OJ C 269 of 28 August 1998, p. 16) and (COM
(1999) 183 final) (OJ C 179 of 24 June 1999, p. 6).
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modify the rules applying VAT to certain services supplied by electronic means264. This proposal had the principal objective of protecting EU competitiveness by eliminating a major
disadvantage for EU service providers relative to their non-EU competitors. Linked to this
was the proposal presented by the Commission on invoicing265, which is designed to make it
possible for European traders to use electronic invoicing and storage so as to improve competitiveness and promote electronic commerce. In addition, the proposal concerning the right
to deduction and abolition of the procedure provided for under the Eighth Directive266 is crucial to the simplification of existing procedures. It covers areas where refunds of VAT are
difficult to obtain from other Member States. The Commission intends to carry on with the
work on existing proposals as well as to present new proposals, focusing on the recasting of
the Sixth Directive, the place of supply of goods, and on travel agents267. Some of this work
is already under way. Further work is also being undertaken in respect of financial services
and in the field of subsidies/activities of public authorities/services as well as co-ordination
of customs and taxation policies.
As for VAT rates, the Commission finds it necessary to review and rationalise the rules and
derogations applying to the definition of reduced VAT rates in the medium term. This will
be after the evaluation of the pilot project introduced by the Directive 1999/85/EC on labour
intensive services268. Particular attention will be paid to the rates applying to virtual products
compared with traditional products and the use of reduced VAT rates in Community policies
(e.g. to help protect the environment and promote employment).
2.3.5.2
2.3.5.2.1

VAT on electronic commerce
Background

Electronic commerce (hereafter e-commerce) provides fundamentally new ways of conducting business. Traditional intermediaries are replaced by new ones, new products and markets
264

Proposal for a regulation of the European Parliament and of the Council amending Regulation
(EEC) No 218/92 on administrative cooperation in the field of indirect taxation (VAT) and Proposal
for a Council Directive amending Directive 77/388/EEC as regards the value added tax arrangements
applicable to certain services supplied by electronic means presented by the Commission on 7 June
2000 (COM(2000)349 final). This proposal was adopted as a directive in May 2002 (Council Directive 2002/38/EC of 7 May 2002 amending and amending temporarily Directive 77/388/EEC as regards the value added tax arrangements applicable to radio and television broadcasting services and
certain electronically supplied services, published in the OJ L 128/41 of 15 May 2002). See section
2.3.5.2 for more details about this directive.
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Proposal for a Council Directive amending Directive 77/388/EEC with a view to simplifying,
modernising and harmonising the conditions laid down for invoicing in respect of value added tax
presented by the Commission on 17 November 2000 (COM(2000) 650 final). This proposal was
adopted as a directive in December 2001 (Council Directive 2001/115/EC of 20 December 2001
amending Directive 77/388/EEC with a view to simplifying, modernising and harmonising the conditions laid down for invoicing in respect of value added tax). See section 3.2.12 about this directive.
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Proposal for a Council Directive amending Directive 77/388/EEC as regards the rules governing
the right to deduct value added tax and proposal for a Council Regulation (EC) on verification measures, measures relating to the refund system and administrative cooperation measures necessary for
the application of Directive 98/xxx/EC presented by the Commission on 17 June 1998 (COM(1998)
377 final) (OJ C 219 of 15 July 1998, p. 16 and 20).
267
The Commission has presented a proposal concerning the special scheme for travel agents
(Amended proposal for a Council Directive amending Directive 77/388/EEC as regards the special
scheme for travel agents (COM/2003/0078 final)).
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Council Directive 1999/85/EC of 22 October 1999 amending Directive 77/388/EEC as regards
the possibility of applying on an experiment basis a reduced VAT rate on labour-intensive services.
See also section 3.3.
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are created and new kinds of relationships are forged between consumers and businesses and
between the different parts of global enterprises.269 OECD highlights in its discussion draft
for Ottawa Ministerial conference of 1998 that e-commerce has the potential to be one of the
greatest developments of the 21st century and that governments must provide a fiscal climate
within which e-commerce can flourish in order to realise its potential to spur growth and
employment. OECD emphasises that new challenges arise in taxation as governments continue to seek to raise revenue without distorting economic and technological choices.
2.3.5.2.2

Definition of e-commerce

E-commerce can be defined as ‘… the use of computer networks to facilitate transactions
involving the production, distribution, and sale and delivery of goods and services in the
marketplace.’270 OECD has defined electronic commerce as ‘… business occurring over networks which use non-proprietary protocols that are established through an open standard
setting process such as the Internet.’271
2.3.5.2.3

Growth of e-commerce

E-commerce is growing fast. A number of goods which in the past could be supplied physically only, can now be transferred in digitised form. Mail-order companies approach their
customers more and more through the Internet. Payment systems through Internet are developing. The volume of inter-company and intra-group supplies through Internet is growing.272
The number of devices connected to the Internet grew 10 times between 1995 and 2000.273
The number of Internet domains (com names registered) has grown 20 times during the same
period. For the end of 2000 there were close to 20 million domain names registered in the
.com registry alone. Most (75%) domain names have been registered, and related to, small
businesses.274
2.3.5.2.4

Classification of e-commerce transactions

In many cases the e-commerce transactions concluded do not involve the supply of goods.
Often, the transaction will consist of a supply of various services, such as reservations, lodging or transport, the supply of information, amusement or software licenses. With respect to
these transactions, usually there is only electronic contact between the supplier and the customer, and transaction does not result in cross-border movement of goods, in contrast with
traditional selling methods.275
It has become customary to distinguish between following e-commerce transactions:276
•
Digital business-to-business delivery;
•
Non-digital business-to-business delivery;
•
Digital business-to-consumer delivery;
•
Non-digital business-to-consumer delivery.
In the case of non-digital deliveries orders for goods and the contracts of sale are concluded
over the Internet while the goods and services are actually supplied physically (off-line). In
269
270
271
272
273
274
275
276
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the case of digital deliveries (digitised) goods and services are ultimately supplied by electronic means (on-line).
2.3.5.2.5

Interim Report on e-commerce

In 1997, recognising that the emerging e-commerce raises a number of issues for the future
of the EU common VAT system, the services of the European Commission began examining
the tax implications. The Interim Report on the implications of electronic commerce for
VAT and Customs277 made a fundamental recommendation that existing taxes can, and
would, be made to work, and consequently the Internet should not lead to new or special
taxes for e-commerce.278 The Interim Report found that in several instances, the existing
mechanisms and legal base would be sufficient to ensure that taxes are collected. This in particular applies when tangible goods are purchased over electronic networks but are then delivered by traditional means. In the case of tangible products, goods purchased from third
countries are taxed at import, exported goods are zero-rated and intra-Community sales of
goods are taxed, under a special regime for distance sales, either in the Member State of the
seller or the buyer (dependent largely on the volume of such trade carried out by the
seller279). Under the common VAT system tangible goods imported into the EU via commercial channels by either registered traders or unregistered traders or consumers can be taxed at
the border or at the post office. For VAT purposes, the tangible goods purchased by private
consumers are treated in the same way as any other form of distance sales. For example, in
the case of mail order delivery tax is collected from the delivery agent (and by him from the
customers), when the goods pass the frontier on importation, the only exemption being postal
deliveries under a threshold (which varies from nil to EUR 22 in Member States280). If registered traders buy tangible goods moving between Member States, the system of reverse
charging applies. Registered traders could also employ reverse charging for purchases of intangible products and services. The most difficult problem is how to collect a tax on sales of
intangible products to consumers and unregistered traders. The Commission stresses that online services ordered by EU private consumers from suppliers outside the EU present the
greatest challenge in terms of collection of VAT. McLure argues that reverse charging is not
a realistic option in this case, especially as it would amount to a tax on honesty.281 This implies that a vendor would need to be able to identify the state of destination of sales and to
differentiate between sales to registered traders and sales to others.
In its Interim Report the Commission did not propose any change to the rules concerning
tangible goods purchased by private consumers over electronic networks. However, the
sphere of e-commerce in which the Commission considered the changes necessary was the
277

Document XXI/98/0359 of 3 April 1998 which is available on http://europa.eu.int/comm/dgs/
taxation_ customs/
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One example of the proposed special tax for e-commerce is a ‘bit tax’ to be levied on the number of bits transferred over the Internet.
279
In case of the purchases by distance sales (e.g. by mail, from catalogues or by phone) the place
of taxable transaction is the country of consumption (destination principle applies). This rule applies
to firms who make a taxable supply over certain threshold. The destination principle is not applied
when the total value of supplies does not exceed EUR 100 000 in current or previous year (see Article
28b (B) of the Sixth Directive). Member States may limit the threshold to EUR 35 000 (see Article
28b (B)(2) of the Sixth Directive). However, Article 28b (B) (3) of the Sixth Directive provides that
vendors may opt for taxation in a Member State of destination notwithstanding the threshold. In the
cases when intra-EU acquisitions below a threshold of EUR 10.000 per year are made by companies
or individuals whose own supplies are VAT exempt and who do not have right for deduction, the
same rules as for ordinary private consumers apply to them (i.e. the VAT is applied in the country of
purchase). See also section 3.2.4.1.
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See Jenkins and Wilkie (2001), p. 13.
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See McLure (2001), p. 4.
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delivery of goods and services on-line by digital means. The Commission highlighted that
the reverse charging currently used did not apply to the full range of such deliveries, so it
was necessary to widen existing scope for reverse charging. Although the reverse charge
mechanism ensures the correct taxation of most business-to-business transactions, the new
provisions were necessary to comprehensively take account of the full range of services and
intangibles which can be delivered by digital means today. Furthermore, the new rules were
considered necessary to ensure that electronically delivered services can, in all cases, be exported free of charge.
2.3.5.2.6

Communication by the Commission

The general principles of taxation of electronic deliveries were first set out in a Communication from the Commission in June 1998.282 It was stated in this Communication that the EU
common VAT system should ’… provide the legal certainty, simplicity and neutrality required for the full development of electronic commerce’. The aim of neutrality was further
clarified as following: the consequences of taxation should be the same for transactions in
goods and services, whether they are purchased from within or from outside the EU, whether
delivery is effected on-line or off-line or regardless of the mode of commerce used.
The most significant of the principles set out in Commission Communication of 1998 were
that, for VAT purposes, electronic transactions should be taxed as services and taxation
should take place in the jurisdiction where consumption takes place. The Commission’s
communication was considered by the ECOFIN Council at its meeting on 6 July 1998 where
Member States, on the basis of the guidelines advocated by the Commission, agreed on the
principles that formed the basis of a Community input to the OECD Ministerial Conference
in Ottawa in October of the same year.
The Council endorsed three main principles:
•
no new or additional taxes need to be considered for e-commerce but existing taxes
– and specifically VAT – should be adapted so that they can be applied to ecommerce;
•
for consumption taxes, electronic deliveries should not be considered as goods but as
supplies of services;
•
supplies of such services consumed in Europe should be taxed in Europe, irrespective whether they are performed from countries inside or outside the EU, and services performed from an EU country to a third country shall not be taxed in the EU.
2.3.5.2.7

OECD on e-commerce

In 1998, the OECD Conference in Ottawa discussed international tax rules for e-commerce
and also endorsed the approach that taxation should take place in the jurisdiction where consumption takes place. In addition, the Ottawa Conference set out the principle that selfassessment (the so-called reverse charge mechanism) should be used as a means of collecting
tax on cross-border taxation of services and intangible property between businesses.
2.3.5.2.8

Commission proposal on e-commerce

The Commission proposed the directive to amend the provisions of the Sixth VAT Directive
to tackle with problems identified in its Interim Report. The European Commission adopted
on 7 June 2000 a proposal for a directive to modify the rules for applying VAT to e-
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COM (1998) 374 final. Communication from the Commission to the Council, the European Parliament and the Economic and Social Committee-Electronic commerce and indirect taxation.
http://europa.eu.int/comm/taxation-customs/publications/official-doc/com/com.htm
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commerce as well as certain broadcasting services.283 The Commission stressed in its Explanatory Memorandum to the Proposal that the legal basis made it difficult to correctly apply the principles of consumption-based taxation to transactions involving the supply of services and products in digital form over electronic networks (which includes broadcasting
services). The main problem identified by the Commission was widening the scope of the
reverse charging to cover the whole potential range of goods and services which could be
provided via the Internet.
According to the Commission, the additional problem concerns the question of identification
of business customers. For the reverse charge procedures, suppliers need to be able to distinguish between business customers (taxable persons) and final consumers (non-taxable persons) – in effect to make a taxing decision they need to know if their customer is registered
for VAT. For this purpose, in order to ensure that in the case of digital goods and services
the supplier is able to distinguish between business and non-business customers at the point
of a transaction, the Commission intends to put in place an on-line 24-hour verification system to check the existence and validity of VAT registration number, the assurance being that
if the supplier makes the necessary check before completing an on-line transaction, his liability will be at an end and tax will be collected by self-assessment from the business customer.284
The Commission’s proposal also contains a number of facilitation and simplification measures aimed at ensuring that the administration and collection of VAT takes full advantage of
the potential benefits afforded by electronic technology. The necessary legal measures to
decrease the tax compliance burden for non-EU operators and remove the barriers in the existing tax system to the growth of e-commerce were included in the proposal. The Commission services have already started work on the tools and technical measures needed. It is already possible to complete electronically procedures relating to tax returns and registration.
2.3.5.2.9

Directive on e-commerce

The Council approved the Directive 2002/38/EC dealing with e-commerce transactions on 7
May 2002.285 The directive on the taxation of certain services supplied by electronic means
was a first step in implementing a new strategy to modernise the existing VAT rules and to
ensure that common VAT system is in conformity with the principles set out by July 1998
ECOFIN Council meeting and the OECD Ministerial Conference of the same year. The directive modifies the Sixth Directive on taxing electronic deliveries in accordance with these
principles. The tax rules of the Directive 2002/38/EC are similar to those proposed by the
Commission for the telecommunications services.286 In 1997, responding to negative crossborder effects on EU VAT revenue collection and on competition in telecommunication sec283

Proposal for a regulation of the European Parliament and of the Council amending Regulation
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tor from non-EU countries, the European Commission submitted a proposed amendment to
the Sixth Directive with a view to making all telecommunications services consumed within
the EU subject to VAT. The Commission intended that the telecommunications services of
entrepreneurs outside the EU should be taxed in that country where the customer has his
place of business, permanent establishment or place of residence. Conversely, telecommunications services rendered to customers outside the EU would no longer bear European VAT.
Telecommunications services provided to private consumers and non-registered persons
should be taxed where they are effectively utilized or exploited. In such cases, a provider of
those telecommunications services established outside the EU must be registered for VAT in
those Member States where his customers are located and is thereby deemed to be established in such a Member State. He must charge and remit the VAT of that Member State. In
1999 the EU modified the Sixth Directive. The amendment entails introducing a new definition under Article 9(2)(e) of the Sixth Directive.287 In the case of telecommunications services defined under Article 9(2)(e) of the Sixth Directive supplied by a taxable person established outside the Community to non-taxable persons established inside the Community, the
place of supply of services is deemed to be within the territory of the country where the effective use and enjoyment of the services take place within the territory of the country.288
This modification of the Sixth Directive concerning the telecommunications services did,
however, not cover the services that are supplied via the Internet, but only the services pertaining to the transfer of the signals over the communication network, or the right of use of
facilities employed for transfer of those signals. The Directive 2002/38/EC modified the
Sixth Directive on taxing electronic commerce to eliminate the distortions of competition in
this area.289
In order to determine the place of supply the Directive 2002/38/EC provides for the definition of the services supplied ‘by the electronic means’. Furthermore, the directive amends
Article 9 of the Sixth VAT Directive on the place of supply of services so that electronically
delivered services supplied for consumption within the EU are subject to EU VAT and those
supplied for consumption outside the EU are exempt from VAT. To this end, electronically
supplied services provided from third countries to persons established in the Community or
from the Community to recipients established in third countries should be taxed at the place
of the recipient of the services.290
The general rule according to Article 9(1) of the Sixth VAT Directive with regard to the
place of services is that it is deemed to be the place where the supplier has established his
business or has a fixed establishment from which the service is supplied. For supplies to nontaxable persons no change is introduced and therefore businesses will continue to charge
287
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VAT, in the Member State where the supplier is established, as provided for in Article 9(1)
of the Sixth Directive. For supplies to non-EU customers, however, the directive contains a
legal base for making such electronic supplies exempt from VAT.
Article 9(2) establishes several exceptions to the general rule of Article 9(1). Certain services
listed in Article 9(2)(e) are linked to the customer’s country within the EC provided that
he/she is an entrepreneur. The services listed in Article 9(2)(f) of the Sixth Directive have
been added to Article 9(2)(e) when delivered electronically. The place of supply will be covered by the usual Article 9(2)(e) rules except, where supplies are made by non-established
taxable persons to final consumers in the EU or by EU suppliers to any consumer outside the
EU, the place of supply will be the place of consumption. Non-EU suppliers selling to customers in the Community will now be required to apply taxes on the same basis as an EU
operator when transacting business in the Community. This means that they must charge and
account for VAT on sales to final consumers in the EU. The off-shore on-line suppliers will
be compelled to register and account for VAT on his sales to EU final customers, even if he
has no ‘substantial nexus’ with the EU (in the sense of the presence of people and equipment) but only a website accessible to those consumers.291 For businesses outside the EU, it
will only be in the case of sales to final consumers that they will be required to register for
VAT purposes and charge VAT. The non-EU operators who supply services to non-taxable
persons established in the Community have the possibility to be identified for VAT in a single Member State.292 This would normally be the Member State where the first taxable supply in the EU is made. The registering would not require a fixed establishment in this Member State. A single place of registration would enable the operator to discharge all obligations
for EU VAT with a single administration.
2.3.5.2.10 Criticism on the directive
The new directive (and earlier Commission proposal) met criticisms as being inconsistent
with economic neutrality and other principles of international taxation. The Commission has
been criticised for moving unilaterally on the problem of taxation of e-commerce transactions, without waiting for the achievement of an international consensus on these issues.293
Several commentators, analysing Commission’s approach, argue that the non-EU suppliers
will have an incentive to register in the Member State with the lowest VAT rate, i.e. Luxembourg with 15 per cent. Thus, businesses from outside the EU who register in a low-tax jurisdiction would have competitive advantage over EU businesses and non-EU businesses
registering in jurisdictions with higher tax level. McLure argues that VAT level will depend
on whether the product is delivered in tangible or intangible form.294 Some products that are
exempt when delivered in tangible form might be taxed when delivered on-line. Furthermore, it has been argued that under the directive taxation of non-EU entrepreneurs would
solely depend on their voluntary compliance and the tax authorities do not have the means
effectively to enforce the taxation of e-commerce services in the country of consumption.295
With respect to foreign suppliers the authorities cannot identify the e-commerce transaction
or the payment. In addition, an on-line supplier often does not even know his customer’s lo291
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cation because usually the customer’s actual name and address cannot be determined from
the Internet address. This would make it impossible to identify the country of consumption in
which a return should be filed.296
Kortenaar and Spanjersberg argue that with respect to intangible services provided by foreign suppliers to private persons the destination principle could only be implemented by major interventions in the liberties of the citizens and entrepreneurs involved in the transactions,
while such interventions would not guarantee the effectiveness of the scheme.297 For this
reason they suggest a VAT zero-rate for all transactions that show a significant distortion of
competition because certain sales by foreign companies cannot be taxed effectively. In order
to ensure tax neutrality between digital and conventional trade, this zero-rate should apply to
both e-commerce transactions and to supplies of tangible products that are essentially identical to these services.298 In contrast, Hinnekens argues that exemption from VAT for certain
services related to e-commerce is objectionable because of loss of tax revenue and of lack of
neutrality of taxation. He argues that the proper policy is not to drop these taxes but to make
them better collectible.299
McLure300 argues that e-commerce would be less problematic under the definitive system
than under the transitional system. Under the so-called clearing-house system proposed by
the Commission it would not be necessary to identify the location of purchasers of digital
content in the case of intra-Community transactions.
2.3.5.3

The Commission’s latest Communication

In May 2001, the European Commission presented a Communication ‘Tax Policy in the
European Union’301. It identifies both general objectives and a number of specific priorities
in direct and indirect taxation. The Commission expresses the view that a high degree of
harmonization is essential in the indirect tax field. The indirect taxes may create distortions
of competition as well as obstacles to the free movement of goods and the free supply of services within an Internal Market. The Commission reassures that origin-based system remains
the long-term goal of the Community. So long as the present system of VAT-based Community own resources is in existence, closer administrative co-operation and the other measures
aimed at preventing fraud are taken to maximise the VAT base and thereby ensure that this
tax plays the full part in providing income that Community budgetary rules intended.

2.4

Developments in the field of income tax

Progress in harmonization of direct taxes has been much less substantial than in the field of
indirect taxation. One of the reasons for this is the requirement of a unanimous decision by
the Council. Another obstacle to the harmonization of direct taxes is the fact that the EC
Treaty foresees much less harmonization in the field of direct taxation than in the field of
indirect taxation. Direct tax policy has been an area where Member States want to decide
mostly by themselves. However, national sovereignty to determine their income tax systems
is undermined by the increasing economic integration. Member States’ freedom in the field
of taxation is restricted by the growing mobility of international capital and by tax policies of
the other countries.
296
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298
299
300
301
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The next sections review the most important policy documents of the EU income taxation:
the Neumark and Van den Tempel Reports, the Ruding Report, the Monti Report, a package
of measures to tackle harmful tax competition (hereafter the tax package or package)302, the
Commission’s Communication on fiscal state aid303, and the latest Commission’s Study on
Company Taxation304.

2.4.1 The Neumark and Van den Tempel Reports
Since the early years of the Community various committees have put forward proposals for
harmonising the corporate tax systems of the Member States. The first official report on tax
harmonization was the report of 1963 by the Fiscal and Financial Committee, chaired by
Professor Fritz Neumark from Germany (known as the Neumark Report305). It recommended
universal adoption of a German type imputation system with a split rate for retained and distributed profits by Member States of the EU. In 1967, the Commission presented a ‘Programme for the tax harmonization of direct taxes’306. It recognised that a certain harmonization of direct taxation is necessary to realise the free movement of persons and capital and to
avoid a distortion of competition. ‘Programme for the tax harmonization of direct taxes’ contained a number of policy issues, such as the integration of corporate and individual income
taxation, an introduction of single comprehensive individual income tax, the taxation of investment income of financial intermediaries, the double taxation, the combating of international tax avoidance and evasion, removing tax impediments to cross-border mergers and
parent-subsidiary relations, and abolition of withholding taxes on dividends and interest. In
1968, the Commission presented a pre-draft for a ‘European Double Taxation Convention’307. This draft was discussed several times among Member States but no agreement was
achieved. In 1969, two other policy issues contained in the Commissions Programme of
1967 were translated into proposals for a Parent-Subsidiary Directive308 and a Merger Directive309.
When Professor van den Tempel from the Netherlands in 1970 published his study on Corporation Tax and Individual Income Tax in the European Communities (hereafter Van den
Tempel Report), a majority of (then) six Member States applied the so-called classical tax
system (the Netherlands, Luxembourg) or had announced to switch to this system (Italy).310
Professor van den Tempel recommended his country’s classical system of taxation of distributed company profits to be adopted within the EU. A classical system was found to be the
best solution by Van den Tempel Report, since it avoids the main disadvantage of imputation
systems when foreign shareholders are concerned.311 The imputation system treats differently resident and non-resident shareholders, because the tax credits are not granted to nonresident shareholders. The same disadvantage affects domestic shareholders receiving dividends from abroad. Thus, in case of classical system the problem of different treatment of
302
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resident and non-resident shareholders as in case of imputation system cannot arise. However, the classical system has one serious disadvantage.312 Namely, it tends to reduce the
management’s willingness to distribute the profits. In result, especially the small investors
are discouraged from buying productive capital in the form of shares. At the same time, it is
one of the advantages of the imputation system that it constitutes an incentive for profit distribution and proper declaration of dividend income.313
In 1975, the Commission presented an ‘Action Programme for Taxation’314. This programme
was much less ambitious than the Commission Programme of 1967.315 In the introduction
the Commission expressed its intention for the near future to restrict Community measures to
those which are absolutely indispensable. Absolute priority was given to the two 1969 proposals on cross border co-operation, namely, proposals for a Parent-Subsidiary Directive and
a Merger Directive.
Both Neumark and Tempel reports identified the unharmonised tax treatment of crossborder dividend payments as a major problem within an internal market. The different treatment of resident and non-resident shareholders by Member States and resulting distortions in
resource allocation in the Single Market led the Commission to propose a directive aiming at
the approximation of these factors. The Commission submitted to the Council a proposal for
a directive to harmonise the systems of company taxation and of withholding taxes on dividends316. Whereas the Neumark Report recommended a split rate system and the van den
Tempel Report a classical system, the Commission did not follow the Neumark nor the Van
den Tempel conclusions, but recommended a partial imputation system with mainstream
rates between 45 per cent and 55 per cent. According to the proposal, the tax credit was also
to be given to shareholders residing in another Member State. The major aim of the Directive
was to counterbalance the negative effects of the imputation systems for foreign shareholders
by providing for a Community wide corporation tax credit to all shareholders resident wherever within the EC. The Commission proposal followed the system of the majority of the
Member States, since for 1975 most Member States had switched to an imputation system or
to a split-rate system. Therefore, the classical system would have had small chance of being
adopted by a unanimous decision. The Council never discussed the proposal, because the
European Parliament, which has to be consulted under the rules of the EC Treaty, did not
deliver its opinion. In 1979, the European Parliament refused to give a final opinion on the
proposal, producing only an interim report saying that it would be mistake to attempt to harmonise corporation tax rates without at the same time harmonising the basis of assessment.317 The Parliament criticised the Commission for not having tackled harmonization of
tax burden and asked the Commission to pursue a comprehensive approach covering the
whole set of regulations for determining taxable profits as well as tax rates and tax systems.318 The Commission’s proposal was withdrawn in 1990. One of the reasons for the failure of the proposal was that the essential part of it was to grant tax credit to residents of another Member State. This, however, causes budgetary problems: the State granting the credit,
i.e. the final shareholder’s State of residence, and the State which has the corresponding corporation tax income are not the same.319 The solution of this problem required a budgetary
312
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compensation mechanism which could only work on the basis of further approximated tax
rates and tax base. However, Member States’ governments feared for their fiscal sovereignty
once harmonization of tax rates and tax base had been achieved.320
In 1983, in its resolution the European Parliament expressed a view that it is necessary to
harmonise taxation in the EC. In addition, the Parliament stressed once more that there was
no point in harmonising rates until the Commission produced proposals to harmonise the tax
base. As a response to the Parliament’s criticism, the Commission in 1988 drafted a proposal
on the harmonization of the tax base for enterprises, which dealt with depreciation rules,
taxation of capital gains and losses, rules relating to provisions for liabilities and charges,
valuation of inventory, valuation of other assets, and deductibility of charges and expenditure. According to the Explanatory Memorandum, the purpose of the proposed Directive
was to harmonise taxable base, i.e. the rules for determining the taxable profits of undertakings. It was considered that the objective of optimal allocation of resources, important for the
establishment of the internal market, would not be reached unless there was at least some
approximation of the rules to determine the taxable profits of enterprises. Furthermore, the
draft proposal aimed according to the Commission, to harmonise the provisions concerning
the carry-over of losses, which would improve the situation of Community firms and to enhance their ability to compete with non-European Union countries. Another important objective of the Directive was to bring more transparency into enterprise’s taxation by forbidding
Member States to grant tax incentives by means of the rules on the determination of taxable
profits. If that proposal had been adopted, Member States would not have any longer been
allowed to introduce incentives which affect the taxable base.321 The most Member States
were reluctant to support such a proposal, because they felt that it would undermine their
fiscal sovereignty too much and thus it was never even officially submitted to the Council.
In 1980 the Commission adopted a ‘Report on the scope for convergence of tax systems in
the Community’.322 It provides detailed description of national tax systems. The report declares that tax sovereignty is one of the fundamental components of national sovereignty and
therefore, alignment of national tax systems is not an easy matter. However, it also states that
‘… such a move towards alignment is equally important in the context of increasingly close
co-ordination of national policies and the framing of genuine common policies in the key
economic sectors’.
The Commission’s White Paper of 1985323 contained little on direct taxation. Only few questions of direct taxation were addressed324, the most prominent being the measures designed
to encourage cross-border co-operation, namely the Merger, the Parent Subsidiary and the
Arbitration Directives.
In 1990, in its guidelines on company taxation325 the Commission once again underlined the
urgency of an adoption of the package of three Directives. In its guidelines the Commission
defined its new approach which was based on three ideas: direct tax measures should be
geared to the completion of the Internal Market; they should be consistent with the principle
of subsidiarity; and all initiatives should be defined through a consultative process with
Member States. A major change was brought about by the announcement that the 1975 pro-
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posal for a directive to harmonise the systems of company taxation and of withholding taxes
on dividends326 had been withdrawn.
On the basis of Commission guidelines, and following Commission proposals, three measures (so-called tax package of 1990) - two directives and one convention - were adopted on
11 June 1990, when a political compromise was found at the meeting of ECOFIN Council in
Luxembourg. The Merger Directive327 is designed to defer taxation of capital gains resulting
from certain categories of business re-organisations, in order to create within the Community
conditions similar to those of a domestic market. The Parent-Subsidiary Directive328 deals
principally with the elimination of double taxation on distributed profits between a subsidiary and a parent company of another Member State. Both directives apply since 1 January
1992. The principal objective of the Arbitration convention329 is to establish a procedure to
resolve transfer-pricing disputes giving rise to double taxation. The convention entered into
force on 1 January 1995 but its application is currently suspended as its prolongation beyond
2000 still awaits ratification in several Member States. These three measures (tax package of
1990) are examined in greater detail below (see section 4.2).
Two further proposals aiming to tackle afore-mentioned tax obstacles to cross-border investment, were made in January 1991. The first proposal aimed to abolish withholding taxes
levied on cross-border interest and royalty payments between companies of different Member States. After almost four years of negotiations in the Council, the Commission decided to
withdraw it in November 1994 so as to be able to carry out a comprehensive review of the
proposal. The Commission, at the request of the ECOFIN Council, resubmitted the draft directive on 6 March 1998.330 The proposal was adopted as the Interest and Royalties Directive331 in June 2003 and is due to take effect from 1 January 2004. The Directive is considered in detail below (see section 4.2.4.).
The other proposal on imputation of foreign losses332 is designed to allow an enterprise to
offset against its results the losses incurred by its foreign subsidiaries and permanent establishments.333 The proposal was discussed in the Council in 1992, but not since then. Proposal
is considered in detail below (see section 4.3).
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2.4.2 The Ruding Report
In 1990, following the above-mentioned Commission’s guidelines on company taxation, the
Commissioner Scrivener gave the Committee of Independent Experts on Company Taxation
under the Chair of the former Netherlands Government Minister of Finance Onno Ruding a
mandate for the analysis of company tax issues. The Committee were asked to evaluate the
importance of taxation for business decisions with respect to the location of investment and
the international allocation of profits between enterprises, in order to determine whether existing differences in corporate taxation and the burden of business taxes among Member
States led to major distortions affecting the functioning of the Internal Market. The mandate
was based upon three main questions:
Do differences in taxation cause distortions in the functioning of the Internal Market?
If such distortions arise, can they be eliminated through the interplay of market forces and
tax competition or is Community action required?
In the event that Community action is deemed to be necessary, what specific measures
should be taken?
In March 1992 the Ruding Committee presented its report (known as the Ruding Report).334
At the time the Ruding Report was published, the large-scale plans for harmonization of income tax in general and corporate tax in particular had been abandoned.335 Based on the subsidiarity principle and the importance of tax policy for sovereignty of the country, the report
argues in favour of limiting Community action to the minimum necessary to ensure that the
internal market functions smoothly. However, the Report draws attention to the necessity of
far-reaching harmonization and co-ordination in the area of company taxation (in particular
corporate taxation).
According to the Ruding Report the need for tax co-ordination arises because tax policies of
one state may have spillover effects for economic welfare of other countries.336 Lack of tax
co-ordination may enable governments to impose negative economic spillover effects on
each other, for example, by offering particular tax advantages.337 The taxation of income of
non-residents can cause double taxation, export part of the tax burden to foreign countries,
and thereby impose a welfare loss on them. Also, the imposition of domestic taxes can cause
an export of capital from the domestic economy. Thus, there will be positive spill over effect
for the welfare of foreign country. A higher source-based capital income tax will tend to reduce the level of domestic investments and will thereby reduce capital imports. Another example of a spill over effect concerns the shifting of profits to the countries with relatively
low tax rate without the shifting of real economic activity. As a consequence, the countries
with relatively high tax rates may experience a revenue loss. In addition, tax policy of the
large country can have spill over effects for the international level of interest rates.338
Simple theoretical models predict that under tax competition business and capital income tax
rates will tend to converge towards zero.339 Ruding Report concludes that governments acting in the best interest of their own (small) country would therefore tend to drive their marginal effective business and capital income tax rates towards zero and to rely instead on taxes
on more immobile factors of production such as labour and land. Furthermore, any attempts
to harmonise business and capital taxes at a positive level through international agreements
would reduce the welfare of the group as a whole by causing a capital flight to the rest of the
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world. The only gain from international co-ordination in these models is the international
exchange of information to make residence-based taxes enforceable.340
Ruding Report stresses that a distinction should be made between international portfolio investments in debt instruments, international portfolio investments in shares, and international
direct investment by multinational corporations. In principle, prediction of theoretical models that the tax competition will result in the diminution of source-based taxes on business
and capital applies to all forms of portfolio investments. In the field of international portfolio
investments, withholding taxes on interest payments to non-residents are already very low or
even zero. However, the withholding taxes in case of international investments on shares
tend to be higher than those on interest payments.341 Ruding Report also states that governments are likely to remain corporation tax on the profits underlying the distributed dividends.
This applies particularly to direct non-financial investments, which are less mobile internationally, because of adjustment costs that accompany the relocations of this kind of investments. Due to the higher mobility of financial investments, governments tend to impose a
lower tax on these investments.
Of special interest, Ruding Report342 concludes that effects of corporate income tax harmonization will result in a gain in economic efficiency for the EU as a whole.343 The reasoning of the report can be summarised as follows. In the world of high capital mobility, the
rates of return after corporation tax tend to be equalised. Consequently, the pre-tax rates of
return will tend to be low in the countries where effective corporate tax rates are low, and
vice versa. Tax harmonization would result in an efficiency gain, because capital would be
reallocated towards countries where it can be invested more productively. However, the income of low-tax countries would be reduced and the income of high tax countries increased.
However, as most of the EC gain from corporate tax harmonization would come at the expense of the rest of the world, the magnitude and even the existence of the gains from harmonization depend on the level around which effective corporate tax rates are harmonised.344
If tax rates are harmonised at a low level, capital will be attracted to Europe and the EU as a
whole could then gain at the expense of the rest of the world. If tax rates are harmonised at a
high level, capital will be driven out of Europe and the EU as a whole could then suffer a
loss.
The Ruding Committee commissioned survey of European companies, to find out whether
differences in business taxation among Member States cause distortions in the functioning of
the Internal Market, particularly with respect to investment decisions and competition. The
research was based on questionnaire to which 965 replies were received from companies
based in 16 countries, representing an average response of over eleven per cent. The most
important conclusions arising from the survey can be summarised as following.
a.
Taxation does appear to have a significant impact on the location of real activities
of multinationals. Forty-seven per cent of respondents claimed that tax was always
or usually a major factor in determining the location of a production plant.
b. Taxation has a still greater impact on the financial and legal structure of companies. Seventy-eight per cent of respondents claimed that tax was always or usually
a major factor in the decision as to where to locate a financial centre. Around seventy per cent of respondents claimed that tax was always or usually a major factor
in the financial arrangements.
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c.
d.

Taxation is an important factor in determining the form in which profit is repatriated to a parent company.
There is strong support for co-ordinated action by the Community institutions to
move towards convergence of corporate taxes within the EU.

The Ruding Report concluded that action at the Community level should concentrate on the
following priorities:345
a.
removing those discriminatory and distortionary features of countries’ tax arrangements that impede cross-border business investment and shareholding;
b. setting a minimum level for statutory corporation tax rates and also common rules
for a minimum tax base, so as to limit excessive tax competition between Member
States intended to attract mobile investment or taxable profits of multinational
firms, either of which tend to erode the tax base in the Community as a whole; and
c.
encouraging maximum transparency of any tax incentives granted by Member
States to promote investment.
Interestingly, the Committee did not include the recommendation to harmonise tax systems
among its priorities. However, the Report recommends establishment of a minimum statutory corporation tax rate of 30% for both retained and distributed profits of all companies of
the Member States. It also recommends the adoption of a maximum statutory corporation tax
rate of 40%. In addition, Report prescribes that there should be only one kind of corporate
tax in the EU.346 It also recommends that there should be a set of minimum standards for the
tax base to cover.347
The response to the Ruding Report
In 1992, the Commission indicated in its response to the report348 that priority should be
given to the elimination of double taxation on cross-border income flows. The Commission
expressed the view that although the Ruding Report provided an excellent basis for wideranging discussion and consultation with Member States with a view to formulating legislation proposals, the recommendation on corporate tax systems, bases and rates frequently
went beyond what is strictly necessary at EC level. It dismissed the idea of an EC-wide
maximum corporation tax rate, which the Commission felt should be left to market forces.
As regards a minimum rate, the Commission considered the idea worth examining, but
thought 30 per cent too high in view of the Member States’ attempts to alleviate the tax burden and of possible tax competition from third states. Furthermore, the Commission suggested that the proposed measures could have the effect of reducing the tax base, which
might in turn involve an increase in tax rates.
Partly as a result of the fear of loss of sovereignty by Member States with regard to taxes, the
Ruding Report did not lead to far-reaching proposals of Community legislation, but merely
to ‘Guidelines to Taxation of Undertakings in the Context of the Improvement of the Internal
Market’349. The Council conclusions introduced a number of criteria that should be taken
into account in deciding whether action was appropriate at Community level. The need to
345
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eliminate double taxation was recognised. Furthermore, the need to ensure effective single
taxation was stressed.
The Economic and Social Committee had ‘much esteem for the quality’ of the Ruding Report, but expressed the view that it ‘will remain a reference document for researchers’350.
The Commission realises in its latest Communication on company taxation351 that the detailed and valuable findings and recommendations of the Ruding Report met with limited
support and failed to achieve much progress. The Commission concludes that in essence the
basic analysis of the Ruding report still remains valid today. Because of deeper integration,
as well as of new developments in tax competition with more emphasis on specific tax regimes and the equitable distribution of tax revenue among Member States, the pressing need
for tax co-ordination has become much clearer. However since the Ruding report very little
has been achieved in the field of specific regulation, and in that respect its impact has been
disappointing.

2.4.3 The Monti Report
On 20 March 1996, Commissioner Monti proposed a new view of taxation policy in a Discussion Paper to the Informal Meeting of ECOFIN Ministers to be held in Verona on 13
April 1996.352 Three main, interlinked and mutually reinforcing challenges for the EU were
identified:
1. the stabilisation of the Member States’ tax revenues;
2. the smooth functioning of the Internal Market; and
3. promoting employment.
The Commission realised that the single market does not appear to be functioning properly,
especially as regards cross-border interest payments, taxation of permanent establishments,
the lack of fully developed tax-treaty network, and taxation of non-residents.
The ECOFIN Council appointed personal representatives to the High Level Group, which
met four times in 1996. The summary of main conclusions of the meetings of the Group is
given in Monti Report353, published on 22 October 1996. The Commission also gives its own
assessment of the tax policy issues and its views concerning the way forward.
At first, the need to reverse the tendency of taxation systems to be detrimental to employment was highlighted in the Monti Report.354 There was a broad consensus in the High Level
Group that tax on labour needs to be reduced. The options for financing reductions are public
expenditure reductions and increased taxation elsewhere. The alternative tax bases could be
consumption, or factors of production other than labour.355 For example, revenue from increased use of environmental and energy taxes could be used to finance reductions in taxes
on labour.
The High Level Group did not support the idea of minimum corporation tax rates. However,
representatives stressed the need for defining acceptable and unacceptable conduct in a Com-
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munity context, and at sharing information more closely on other Member States’ taxation
policies and measures.
Many personal representatives drew particular attention to the problem of capital income
taxation, both within the Union and worldwide. Capital income, particularly interest income
from savings, forms the most mobile base of all, and differences in taxation can cause serious distortions to capital allocation and flows. The introduction of the Euro as a common
currency may increase this sensitivity to tax differences. In response to this problem, many
representatives called for a minimum level of taxation on interest income from savings to be
ensured throughout the Union in order to prevent economic disruptions and revenue losses.
Some favoured a minimum withholding tax; while others supported more exchange of information between administrations on the interest income of non-residents.356
The representatives recommended the following initiatives357:
a.
securing broad agreement on what types of measure are harmful in a community
context;
b. defining common standards across a range of areas (a ‘code of good conduct’);
c.
introducing greater co-ordination of measures that are taken by the taxation authorities of the Member States and designed to prevent tax competition from harming the common interest; and
d. reinforcing co-operation between tax authorities in the mutual fight against tax
fraud and evasion.
Thus, the main conclusion of the Monti Report is that more co-ordination is needed in the
area of corporate taxes, in order to tackle harmful tax competition and create better environment for employment. The text is a compromise between representatives of different Member States, who all had to agree with the conclusions of the Group summarised in the Report.
Probably this is a reason why the Report is very general in its content, mainly wording the
over-all political objectives, but not offering concrete policy measures. More concrete policy
action was designed in the next documents by the EU institutions.
There have been some important steps towards greater tax co-ordination since the Monti Report was published, notably in the direct tax field. In particular, the comprehensive agreement by the Council on a package of three measures to tackle harmful tax competition proposed by the Commission (see next section) were steps forward towards greater tax coordination.

2.4.4 EU policy to tackle harmful tax competition
2.4.4.1

Background

Globalisation and increasing openness of the markets have created new challenges for national tax policies. The markets are much more integrated due to new technological possibilities and the reduction of market access barriers. Some production factors, such as capital,
and also, highly skilled labour have attained high international mobility. Therefore, some
economic activities such as investments and savings, financial services etc. can easily move
to the country with a lowest effective tax level. The effects of these developments are particularly strong in the Single Market where the liberalization process is relatively advanced
(e.g. telecommunications, energy, public procurement, financial services). The integration of
the markets has considerably increased competition between the jurisdictions for mobile tax
bases. Because the mobile factors are very sensitive to the differences in tax rates, the gov356
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ernments have to decrease the tax burden on these mobile factors in order to avoid these factors to move out from the countries. The resulting tax competition is an increasingly important issue in the EU.
Tax competition can be defined as improving the relative competitiveness of a country by
means of policy and legislation in order to attract mobile economic activities and the corresponding tax base.358 Member States offer various tax advantages and reduce overall tax
burden to improve their competitive position and to attract investments. There are several
ways to define harmful tax competition. No single definition exists. It has been held that tax
competition can become harmful when it provides taxpayers with the means to considerably
lower their tax contribution or even to avoid all taxation while at the same time continuing to
benefit from public services in their country of residence.359 Tax competition has the potential to be harmful by distorting investment flows, thereby undermining the integrity and fairness of the tax structure, shifting the tax burdens and increasing administrative costs.360
The Commission concludes in its latest study about company taxation361 that welfare implications of tax competition in general are manifold, as tax competition affects the tax structure, the tax burden and, ultimately, the financing and the provision of public goods. Tax
competition may affect to different extents the various existing tax bases, thereby inducing
differentiation or approximation of effective tax rates, and the corresponding increase or
diminution of a number of tax distortions. At the same time, it may induce a change in the
overall tax burden, in the form, for instance, of a downward pressure on the overall tax level.
Its effect on welfare will then depend on a number of factors, such as the State expenditures
and revenues structures, the overall public finance position of the State, etc. In order to stabilize their tax revenues Member States of the EU found that some collective action is necessary, which led to the agreement on harmful tax competition.
The Commission considers in its working document that tax competition in itself is generally
to be welcomed.362 However, unrestrained competition for mobile factors can both bias tax
systems against employment and make a reduction in the overall tax burden more difficult.
Furthermore, tax competition can hamper efforts to reduce budget deficits, which is needed
in order to comply with the Stability and Growth Pact. Therefore, the Commission concludes
that more tax co-ordination is needed in the area of tax competition, because otherwise harmful tax competition will become an increasing source of conflict among Member States. This
kind of argumentation brought the Commission to the Verona Memorandum of 1996.363
During the informal meeting of Ministers for Economic Affairs and Finance in Verona in
April 1996, the Commission initiated a discussion of ways to counter harmful tax competition in the European Union.364 This discussion was held at the informal meeting of finance
ministers in Mondorf-les-Bains in September 1997. Discussion concerned the need for coordinated action at European level to tackle harmful tax competition in order to help to
achieve certain objectives such as reducing the continuing distortions in the single market,
preventing significant losses of tax revenue and getting tax structures to develop in a more
employment-friendly way. Three areas were particularly highlighted: business taxation, taxation of savings income and the issue of withholding taxes on cross-border interest and royalty payments between companies.
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ECOFIN Council on 1 December 1997 agreed on a package of three measures to tackle
harmful tax competition proposed by the Commission.365 The package seeks to develop a coordinated approach to harmful tax competition. The three measures included the Resolution
on a code of conduct for business taxation (hereafter the Code of Conduct or Code)366, as
well as the texts on the proposals of two Directives: one concerning the taxation of savings
and the other withholding taxes on the interest and royalty payments between related companies367. The tax package is a political non-enforceable commitment of the Member States.
The fact that three measures are included into a package means that in principle the effectuation of each measure in the package is conditional on the others becoming effective as well.
Although on the Interest and Royalties Directive Member States reached an agreement, it
could not be adopted, because of disagreement in respect of Savings Directive. However, at
the meeting of Council of Economics and Finance Ministers of 21 January 2003 political
agreement was reached on the tax package including a proposed Savings Directive.368 The
Council adopted a package of three measures to tackle harmful tax competition in June 2003.
The Directive on savings taxation is due to take effect from 1 January 2005 and that on interest and royalties from 1 January 2004.369 The Code of Conduct is already operating, although
extensions for limited periods of time have been allowed for certain business tax measures
viewed as having harmful features. Member States with dependent and associated territories
have agreed to ensure the adoption there of the same measures adopted in the Community
concerning savings taxation and to ensure the standstill and rollback of harmful business
taxation measures in accordance with the Code of Conduct.370
365

Conclusions of the ECOFIN Council Meeting on 1 December 1997 concerning taxation policy –
Resolution of the Council and the Representatives of the Governments of the Member States, meeting
within the Council of 1 December 1997 on a code of conduct for business taxation - Taxation of savings, OJ C 002, 06/01/1998, pp. 1 - 6.
366
Ibid, Annex 1.
367
Ibid, Annex 2.
368
The Council agreed that the Savings Directive should be implemented into Member States' national laws from 1 January 2004 and be applied from 1 January 2005. The Savings Directive stipulates
that Member States should either pay taxes on income from savings in the fixed amount of 20 per cent
withholding tax or to provide information on income to the authorities of the individual’s country of
residence at least once a year. According to the Savings Directive all Member States, with the exception of Austria, Belgium and Luxembourg will automatically exchange information about crossborder EU interest payments, originating in their territories, which are paid after the Directive comes
into effect. Instead of exchanging information Austria, Belgium and Luxembourg will apply a transitional withholding tax, whereof 75 per cent of the collected revenue will be paid to the relevant residence Member State. During this transitional period the three countries will apply a staged withholding tax (15 per cent in the first three years, 20 per cent after 1 January 2007 and 35 per cent starting
January 2010). The agreement does not commit all three countries to implement the information system after 2010; the system switch depends on whether the other Member States will reach unanimous
arrangements (as defined in the OECD Agreement on Exchange of Information on Tax Matters) with
the US, Switzerland, Liechtenstein, San Marino, Monaco and Andorra. The Council also approved a
draft agreement with Switzerland concerning the taxation of savings income including the extension
of benefits of the parent/subsidiary and interest/royalty Directives with a derogation for Spain to allow
it to negotiate separately with Switzerland on these two Directives. The Council agreed that the four
elements of this agreement with Switzerland should also constitute the basis for agreements between
the EU and Liechtenstein, Andorra, Monaco and San Marino. The Council reaffirmed that the exchange of information on as wide a basis as possible is to be the ultimate objective of the European
Union in line with international developments.
369
See section 4.2.4 about Interest and Royalty Directive.
370
Member States in question are the United Kingdom and the Netherlands and the relevant dependent and associated territories are the Channel Islands, the Isle of Man and the dependent and associated territories of the UK and the Netherlands in the Caribbean.

89

Tax co-ordination and harmonization in the EU

2.4.4.2
2.4.4.2.1

The Code of Conduct
Scope of the Code

The Code of Conduct concerns business taxation, namely those measures, which affect, or
may affect, in a significant way the location of business activity in the Community. The tax
measures covered by the Code include both laws and regulations and administrative practices. The Code is a political agreement, an instrument of international soft law. It is stated in
the Code that it does not affect rights, obligations and powers of the Member States or the
Community. The Code is not legally binding document nor can it be invoked before the ECJ.
Above all, it represents the outcome of a political process.371
According to the Code of Conduct, tax measures which provide for a significantly lower effective level of taxation, including zero taxation, than those levels which generally apply in
the Member State in question are to be regarded as potentially harmful and therefore covered
by this Code. Such a level of taxation may operate by virtue of the nominal tax rate, the tax
base or any other relevant factor. The aim of this criterion is only to target tax niches developed to attract the internationally most mobile investments.
2.4.4.2.2

Criteria for assessment of harmful measures

The Code of Conduct specifies the following five criteria to be taken in account when assessing whether such measures are harmful:
a.
tax advantages are accorded only to non-residents or in respect of transactions carried out with non-residents;
b.
tax advantages are ring-fenced from the domestic market, so they do not affect the
national tax base;
c.
advantages are granted even without any real economic activity and substantial
economic presence within the Member State offering such tax advantages;
d.
the rules for profit determination in respect of activities within a multinational
group of companies departs from internationally accepted principles, notably the
rules agreed upon within the OECD;
e.
the tax measures lack transparency, including where legal provisions are relaxed at
administrative level in a non-transparent way, thereby allowing the tax authorities
room for discretion.
The Code of Conduct also contains two more criteria, which have to be taken into account
when an assessment is made whether the tax measure in question is harmful. First, the effects
of the tax measure on other Member States, inter alia in the light of how the activities concerned are effectively taxed throughout the Community. Second, insofar as the tax measure
is used to support the economic development of particular regions, an assessment should be
made of whether the measure is in proportion to, and targeted at, the aims sought. In assessing this, particular attention should be paid to special features and constraints in the case of
the outermost regions and small islands, without undermining the integrity and coherence of
the Community legal order, including the internal market and common policies.
Some countries (i.e. France) have insisted that the Code of Conduct should be included in the
acquis communautaire of the Community to ensure that new Member States agree to comply
with its principles.372 In addition, it has been argued that the Code of Conduct Group should
be consulted during the enlargement negotiations in order to make sure that the preferential
371
372
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tax regimes of the new Member States are not harmful within the meaning of the Code of
Conduct.373
2.4.4.2.3

Procedure for assessment of harmful measures

Member States commit themselves not to introduce new harmful tax measures (standstill
principle), and to amend laws and practices with a view to eliminate any existing harmful
measures as soon as possible while taking into account the Council's discussions following
the review process (rollback principle). Member States will inform each other of existing and
proposed tax measures which may fall within the scope of the Code. The European Council
in Feira on 19 and 20 June 2000 stressed that 1 January 2003 is the final deadline for the rollback of harmful tax regimes.
A group consisting a high-level representative from each Member State and the Commission
(so-called Primarolo group374 or the Code of Conduct Group) was set up to select and review
the harmful tax measures in accordance with paragraphs E and G of the Code of Conduct.
The group reported regularly on the measures assessed. These reports are forwarded to the
Council for deliberation and, if the Council so decides, published. The Commission assists
the group in carrying out the necessary preparatory work for its meetings as well as facilitates the provision of information and the review process. The Council and Member States
review the provisions of the Code two years after its adoption.
According to Mr. Antonio Carlos Santos, former State Secretary for Tax Affairs of Portugal
and member of the Code of Conduct Group, points out that any kind of decision-making
based on voting procedures was systematically avoided within the Code of Conduct group
because the Council did not clarify the decision-making process.375 The Group favoured decisions taken on the basis of a broad consensus. However, Mr. Antonio Carlos Santos
stresses that when the 66 harmful measures named in the final list are analysed, it appears
that only rarely did real consensus exist about the decision to include a specific measure or
not.376
2.4.4.2.4

Report by Code of Conduct Group

The Group set up to monitor follow-up of the Code of Conduct submitted the Report to the
Council on November 23, 1999.377 The Report is based on lists, summaries and generic
background papers provided by the Commission in cooperation with Member States (some
of whom provided their own lists).378 The Report contains descriptions of over 200 preferential tax regimes in Member States, 66 of which are considered to be potentially harmful. The
list of harmful measures includes 26 measures of associated territories and remaining 40
measures are those of the Member States. The list includes tax measures which provide for a
significantly lower effective tax level, including zero taxation, than those which generally
apply in a Member State concerned. The Netherlands has the greatest number of harmful
measures in this list (namely, ten measures), followed by Belgium, Ireland and Luxembourg
with five measures each. Sweden and the United Kingdom – if one does not take into account Guernsey, Jersey, Isle of Man and Gibraltar – do not have any measure included in the
list.379
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Mr. Frits Bolkestein, the current European Commissioner responsible for tax matters, has
highlighted that the Code of Conduct Group’s conclusions that certain tax measures are
harmful does not mean that they must all be abolished in their entirety.380 Many of them may
simply need some refinement to ensure that the rules are open and transparent or that they
comply with internationally accepted principles.381 The Code of Conduct Group was of the
opinion that certain holding company regimes in the EU are harmful. However, not all holding company regimes are harmful, they may not result in income avoiding tax altogether –
income that has benefited from a harmful tax regime in another country should not also
benefit from the holding company regime.382 The Code of Conduct Group agreed that certain
issues such as general zero rates or no business taxation, related guarantees and tax credits
that are calculated on the basis of employment-related liabilities, will be considered further
during a review procedure of the Code of Conduct by a Taxation Policy Group, to be appointed by the Council.383 384
Member States and their dependent and associated territories have now introduced revised or
replacement measures in substitution for the 66 measures which were considered potentially
harmful by Primarolo Group. For beneficiaries of those regimes on or before 31.12.2000, a
"grand-fathering" clause has been provided under which benefits have to lapse no later than
31.12.2005, independently of whether or not they were granted for a fixed period. Some extensions of benefits for defined periods of time beyond 2005 have been agreed for measures
in Member States and their dependent and associated territories.385 The Council asked the
Code of Conduct Group to monitor standstill and the implementation of rollback and report
to the Council by the end of 2003.
The harmful tax measures may also be challenged under the state aid rules (see section
2.4.4.3). In addition, Article 96 provides for directives proposed by the Commission if some
of the Member State is distorting competition in the common market, adopted by a qualified
majority.
2.4.4.2.5

Reactions to EU policy to tackle harmful tax competition

EU policy to tackle harmful tax competition has been criticized for several grounds. Some
reactions by Member States and business Community are presented below.
Criticisms of the Code of Conduct
Several commentators have argued that the Code of Conduct is following more the interests
of larger than smaller Member States.386 According to Ellis (2000)387 the fundamental problem of the Code of Conduct is that it tries to level of playing field that is by definition not
even. The large countries have significant advantages over small ones because companies
operating in a large country are facing lower tax costs than they face in a small country. The
most important tax areas where large countries have advantages over small ones are transfer
pricing, withholding taxes on interest and royalty payments, the international double taxa-
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tion, loss compensation and depreciation relief.388 Because big countries have these advantages over small ones, they can impose higher taxes and still remain competitive. Ellis argues
that by taking away the small countries’ opportunity to cultivate niche markets, the natural
advantage of the large countries is strengthened.389 In addition, it is argued that lessdeveloped regions and dependent territories need to use preferential tax schemes in order to
attract investment and promote competitiveness because these preferential tax regimes can
promote the free flow of capital and help to mitigate the competitive disadvantages (geographical location, lack of resources, etc.) of a given country or region, in particular of those
which merely have a formal independence.390
In addition, it has been argued that decision-making process under the Code of Conduct is
non-transparent and can favour larger Member States. Mr. Antonio Carlos Santos, former
State Secretary for Tax Affairs of Portugal and member of the Code of Conduct Group, discussing political character of the Code of Conduct in contrast to the legal character of the
state aid provisions of the EC Treaty, states that the non-binding character of the Code offers
little guarantee of impartiality. He also criticizes the political decision-making process within
the Code of Conduct Group and fears that political sanctions may be used more easily
against the small countries.391
Reactions to Primarolo Report by Member States
The final report was not received enthusiastically by some of the Member States.392 The
most critical comments were made by the Netherlands which stated that the Primarolo Group
had gone beyond its mandate and the criteria that had been used to identify harmful tax
measures were not based on the Code of Conduct. Furthermore, the Netherlands held that the
report neither contained a broad cross-state review nor an in-depth evaluation of the effects
that the tax measures could have on the choice of business location. In addition, some Member States criticized the list of the potentially harmful measures by the Code of Conduct
Group and made reservations about the evaluation of some of their regimes. For example,
the Netherlands and Luxembourg argued that it was not in line with the criteria of the Code
of Conduct under which all the measures that affect choice of a business location had to be
included. The Ireland stated that it was not indicated in respect of which measures to what
extent the effective level of taxation was lower than the level generally applied in the Member State. Several Member States argued that the list is inconsistent.393 It was also argued
that the Primarolo Report does not clarify what the elements were that caused certain measures to be classified as harmful.394
Some Member States were much more positive towards Code of Conduct. For example,
France stated that the scope of Code is well-defined and the working methods advocated by
it are appropriate and based on transparency, openness, dialogue and critical analysis. France
held that even if it does not share the opinion of the group on its regimes, France did not object to their inclusion in the list of the Code of Conduct Group, since discussions concerning
this subject will continue.
Comments by the business community
The tax package has said to be following more Member States’ interest of maintaining their
tax revenues rather than removing the tax obstacles to the Internal Market and increasing the
388
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EU’s global competitiveness. The Council’s approach has not attached enough priority to the
elimination of obstacles to cross-border business activities and investment, and diminution of
tax costs and administrative burden that the companies entail operating in the Single Market.395 According to Business and Advisory Committee to OECD (BIAC) tax burden is only
one of the factors which is taken into account in determining the place of establishment of a
business and that, therefore, tax differences are not harmful.396
Some arguments behind the policy to tackle harmful tax competition have also been criticized, for example, the reasoning that the erosion of the tax base resulting from harmful tax
competition has led Member States to tax less mobile bases, particularly labour, more heavily. Such reasoning assumes that the amount of lost revenue, if any, resulting from tax competition would allow alleviation of the tax burden on labour. According to UNICE397, it
seems to be an exaggeration of the budgetary effects of the sort of tax competition covered
by the Code of Conduct. Furthermore, this reasoning takes for granted that the business activities that benefit from ‘harmful’ tax regimes within the EU would have stayed within the
EU if taxed under a ‘normal’ system.
UNICE believes that an implementation of the Code of Conduct would lead to an overall
increase in the tax burden on business where a reduction is urgently needed.398 Certain
Member States have already attempted to expand the scope of the Code to include general
low-tax systems prevailing in other Member States. In UNICE’s view tax competition is the
only counterweight against the upward pressure on government revenues in the EU and that
this type of competition must be allowed to continue, as acknowledged by the Commission’s
approval (July 1998) of the general Irish corporation tax rate of 12.5 per cent applicable to
all companies.
Some Member States make an effort to tackle foreign low-tax regimes by unilaterally subjecting low-taxed foreign-source income to domestic taxation, even though the foreign operations have economic substance and, based on these Member States’ general tax systems,
such income would normally not be subject to domestic taxation (e.g. Germany and
France)399. UNICE believes that given that generally applicable low-tax regimes are not, and
should not be, in conflict with the Code of Conduct, these Member States should not be allowed to continue their taxation of foreign-source income insofar as it is derived from such
regimes.400
2.4.4.3
2.4.4.3.1

Fiscal state aid and harmful tax competition
Background

The Commission has highlighted that the state aid provisions of the Treaty also contribute
through their own mechanism to the objective of tackling harmful tax competition. State aid
is one important impediment to free competition. About 30% of state aid is allocated by
means of tax measures.401 The Commission and the ECJ have scrutinised fiscal state aid
measures under Article 87 of the EC Treaty since 1960s. Over the last years the issue of state
aid has gained importance with the increasing opening of the markets and liberalisation in
the Single Market. The more integrated economy leaves less policy instruments to Member
States to protect their domestic economy (i.e. with the introduction of the third stage of the
395
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EMU the participating States have lost the ability to use monetary policy to protect their
economy in the case of asymmetric shocks). Thus, Member States may increasingly use fiscal aid measures to protect their domestic economy. However, such protectionist measures
can affect free competition and, consequently, it becomes more important to tackle distortionary fiscal state aid measures in the Single Market. In 1997, the Commission changed its
policy towards Member States’ fiscal measures by applying more strictly the state aid provisions of the EC Treaty and laid down more rigorous criteria for fiscal aid measures. This is a
consequence of the commitment of both the Council as well as the Commission to tackle
harmful tax competition within the EU.402 In 1998, the Commission published a notice on
the application of State aid rules to measures relating to direct business taxation.403
2.4.4.3.2

State aid provisions in the EC Treaty

The fundamental rules concerning the state aid are contained in Articles 87 and 88 of the EC
Treaty. The former stipulates the substantive legal principles while the latter contains procedural provisions. Article 87(1) states that ‘any aid granted by a Member State or through
State resources in any form whatsoever which distorts or threatens to distort competition by
favouring certain undertakings or the production of certain goods shall, in so far as it affects
trade between Member States, be incompatible with the common market'. Since Article 87
refers to aid measures ‘in any form whatsoever', fiscal state aid measures are also included.
Articles 87(2) and (3) provide exemptions to Article 87(1) by specifying the forms of state
aid which are allowed under the Treaty. The importance of Article 87 in the context of harmful tax competition relies in the fact that while the Code of Conduct has no binding force and
cannot be judicially executed among Member States, the Treaty’s articles on State aid confer
on the Commission the power to forbid certain measures if they are not covered by the exemptions provided by Articles 87(2) and (3).404
Article 87(1) stipulates four conditions which need to be met for a measure to be considered
‘state aid’:
•
advantage conferred to a firm;
•
granted by a Member State or through State resources;
•
specificity or selectivity;
•
distortion of competition and impact on trade between Member States.
Article 87 distinguishes between general and specific tax measures. Selective fiscal aid is
prohibited under Article 87(1). Tax measure is considered to be selective or specific if ‘certain undertakings or the production of certain goods’ are favoured by it. Aid is selective if it
is not available to all economic agents. On the other hand, it is not necessary that all economic agents benefit equally from the ‘general measure’.405 For example, the depreciation
rules may constitute derogation from the general tax rules if they set special tax rates or tax
bases with respect to certain sectors or taxpayers but they do not necessarily constitute state
aid. In 1974 the ECJ introduced a justification for a selective tax measure in the ‘nature or
general scheme of the tax system’ by accepting that general tax measures arising from national tax system do not constitute state aid under Article 87(1).406 Furthermore, Article
87(1) does not prohibit Member States from reducing or abolishing a tax or changing its
general tax scheme in order to further its economic aims.407 Tax measures pursuing general
402
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economic policy objectives (provided they apply to all taxpayers without distinction) are not
considered state aid.
In addition to the ‘selectivity’ criterion tax incentive has to ‘affect trade between Member
States’ to qualify as a tax measure prohibited under Article 87(1) of the EC Treaty. Nondiscriminatory measures are also included because they may distort competition with respect
to competing products.
This is the picture of fiscal state aid up to and including 1998 when the Commission issued
its first guidelines on fiscal state aid.
2.4.4.3.3

The Commission’s guidelines on fiscal state aid

On 1 December 1997, following the adoption of the package to tackle harmful tax competition, the Commission undertook to draw up guidelines on the application of Articles 87 and
88 of the Treaty to measures relating to direct business taxation. These guidelines were
adopted in the framework of the Code of Conduct and followed the Council’s decision contained in the package to tackle harmful tax competition that the Commission undertakes to
publish guidelines on the application of the state aid rules. In 1998 the Commission presented ‘Notice on the application of State-aid rules to measures relating to direct business
taxation’408 (hereafter the Communication or the Notice) which intended to clarify whether a
corporate tax measure can be qualified as state aid under Article 87(1) of the Treaty. In addition to providing a tool in the countering of harmful tax competition the Notice also aims at
setting uniform principles and standards applicable to fiscal state aid provisions in order to
ensure objectivity and equality of treatment between Member States as well as to guarantee
transparency and predictability of the Commission’s decisions.409
In its Communication the Commission explained the application to the fiscal state aid of the
principles contained in Article 87 as developed by the case law of the ECJ and by the Commission. The Notice explains in detail the criteria the Commission uses in corporate tax matters. The Notice interpreted Article 87 as meaning that it sets the following four conditions to
identify state aid contained in tax measures:
a. the national measure confers upon addressees an advantage which relieves them of
charges that are normally borne from their budgets. The advantage may be provided
through a reduction in the firm's tax burden in various ways, for example, reduction
in the tax base (such as special deductions, special or accelerated depreciation arrangements, special tax-free reserves, etc), a total or partial reduction in the amount
of tax (such as exemption or a tax credit), or special lenience in the recovery of the
tax claim (deferment, cancellation or even rescheduling of tax debts);
b. the advantage is granted by the State or through State resources. A loss of tax revenue is equivalent to consumption of State resources in the form of fiscal expenditure.
This criterion also applies to aid granted by regional or local bodies in Member
States. Furthermore, this includes foregoing tax revenue, which would normally have
been collected. State support may be provided just as much through tax provisions of
a legislative, regulatory or administrative nature as through the practices of the tax
authorities.
c. the measure must be selective or specific (non-general or non-horizontal), and favouring certain undertakings or the production of certain goods.410 The selective advantage involved here may derive from an exception to the tax provisions of a legis408
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lative, regulatory or administrative nature or from a discretionary practice on the part
of the tax authorities.
d. the measure must affect competition and trade between Member States. This criterion presupposes that the beneficiary of the measure exercises an economic activity,
regardless of the beneficiary's legal status or means of financing. The criterion of
trade being affected is met if the recipient firm carries on an economic activity involving trade between Member States. The mere fact that the aid strengthens the
firm's position compared with that of other firms which are competitors in intraCommunity trade is enough to allow the conclusion to be drawn that intraCommunity trade is affected. Neither the fact that aid is relatively small in
amount411, nor the fact that the recipient is moderate in size or its share of the Community market very small412, nor indeed the fact that the recipient does not carry out
exports413 or exports virtually all its production outside the Community414 do anything to alter this conclusion.
The third (selectivity) requirement is fulfilled if the application of preferential tax provision
is left to the discretion of the tax authorities. Individual rulings by the tax authorities do not
constitute state aid if they are merely interpretations and applications of general tax rules in
specific cases, but may constitute state aid if they depart from the general tax rules through
administrative discretion on the basis of other than objective and public criteria. The ECJ has
ruled that treating economic agents on a discretionary basis may mean that the individual
application of a general measure takes on the features of a selective measure, in particular
where exercise of the discretionary power goes beyond the simple management of tax revenue by reference to objective criteria.415 The decisive criterion for the state aid nature of administrative practices is non-transparent, discretionary and differentiated treatment on a caseby-case basis by a Member State’s tax authority.416 Thus, an administrative ruling which
granted a single Spanish company the carry-forward of losses was deemed to be a selective
aid.417
2.4.4.3.4

Distinction between state aid and general measures

In its Notice the Commission highlights that it is important to distinguish between state aid
and tax measures which are open to all economic agents operating within a Member State
(so-called general measures). General measures must be effectively open to all firms on an
equal access basis, and they may not de facto be reduced in scope through, for example, the
discretionary power of the State to grant them or through other factors that restrict their practical effect. However, this condition does not restrict the power of the Member States to decide on the economic policy which they consider most appropriate and, in particular, to
spread the tax burden as they see fit across the different factors of production.
Provided they apply without distinction to all undertakings and to the production of all
goods, the following national tax measures do not constitute state aid:
1)
Measures having a ‘technical nature’, such as:
•
depreciation rules (e.g. the general availability of relatively short depreciation periods);
411
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412
Joined Cases C-278/92, C-279/92 and C-280/92 (Spain v Commission), [1994] ECR I-4103.
413
Case C-102/87 (France v Commission).
414
Case C-142/87 (Belgium v Commission).
415
Case C-241/94 (France v Commission).
416
See Pinto (1999), p. 345.
417
Commission, OJ 1996, C 72/2, 4 as referred to in Schön (1999), p. 932.

97

Tax co-ordination and harmonization in the EU

•
•
•

relatively long loss carry-over periods;
low rate of taxation418;
generous unilateral rules for the prevention of international double taxation.
2)
Measures pursuing general economic policy objectives419 through a reduction of the
tax burden related to certain production costs, such as:
•
research and development (R&D) expenses;
•
the environment-friendly investments;
•
training and employment activities.
The Commission highlights that the above-mentioned fiscal measures will be considered not
to constitute state aid only as long as they do not have the effect of favouring certain taxpayers and/or sectors of the economy. The Notice also clarifies that the fact that some firms or
some sectors benefit more than others from tax measures does not necessarily mean that they
are caught by Article 87(1). According to the Commission, a shift of the tax burden between
the firms or factors of production does not necessarily constitute state aid, even if the preferential tax treatment benefits certain branches. For example, tax incentives for environmental,
R&D or training investment favour only the firms which undertake such investment, without
necessarily constituting state aid. Similarly, the measures designed to reduce the taxation of
labour for all firms have a relatively greater effect on labour intensive industries than on
capital-intensive industries, but again do not necessarily constitute state aid.
It is essential to distinguish between selective tax incentives and measures in accordance
with the ‘general scheme’ which deal with the fiscal aspects of a tax and do not constitute
state aid at all or which apply not only to certain undertakings or goods but also to the whole
economy.420 The selective tax rules which affect certain enterprises or groups of enterprises
may not be considered to be state aid according to the Commission. The Member State have
possibility to provide justification for the measures whose economic rationale makes them
necessary to the functioning and effectiveness of the tax system.
2.4.4.3.5

Compatibility with the common market of fiscal state aid

The EC Treaty defines state aid as measures which are intended to promote the economic
development of a region. Article 87(3)(a) and (c) explicitly provides, in the case of state aid
intended to promote the economic development of particular areas, for possible derogations
from the general principle of incompatibility laid down in Article 87(1). The Commission
considers this type of aid to be compatible with the common market if it is ‘in proportion to,
and targeted at, the aims sought'. For the examination of regional aid the criteria allow account to be taken of other possible effects, in particular of certain effects brought to light by
the code of conduct. Where a derogation is granted on the basis of regional criteria, the relevant measures must:
•
contribute to regional development and relate to activities having a local impact. The
establishment of off-shore activities does not, to the extent that their externalities on
the local economy are low, normally provide satisfactory support for the local economy,
•
relate to real regional handicaps,

418
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•

be examined in a Community context. Any negative effects which such measures
may have on other Member States have to be taken into account.

2.4.4.3.6

The procedure for Commission’s investigation

According to the Commission the main criterion in applying Article 87(1) to a tax measure is
that the measure provides in favour of certain undertakings in the Member State an exception
to the application of the tax system. According to the Notice it should be determined whether
the four conditions to identify state aid are met and, in particular, whether a fiscal measure
constitutes an exception to the general tax system. The notice requires a determination of the
general tax system of the Member State concerned and then to find out whether the fiscal
measure concerned is to be labelled as a specific measure, i.e. the exception to the system or
differentiation within that system. If this is the case, then it must be examined whether this
exception or differentiation is justified ‘by the nature or general scheme' of the tax system,
that is to say, whether it derives directly from the basic or guiding principles of the tax system in the Member State concerned. This investigation will lead to the decision by the
Commission on the compatibility of the fiscal measure with the EC rules on state aid.
In its Notice the Commission highlighted as did the ECOFIN Council when adopting the
Code of Conduct, that Member States should remove the general or specific anti-abuse
measures vis-à-vis groups of companies headquartered within their jurisdiction which avail
themselves, through subsidiary companies without much economic substance, of the benefits
of a low tax regime applied by another Member State, after that regime has been approved
by the Commission under the EC State Aid Rules.421 According to the Notice the Commission should examine or re-examine case by case, as noted by the Council in the package to
tackle harmful tax competition, the tax arrangements in force as well as proposed new legislation in Member States.
2.4.4.3.7

Change in Commission’s policy

The Commission has changed its policy towards Member States’ fiscal measures over the
last years. The Notice on State Aid foresees a stricter application of State Aid rules of the EC
Treaty. Using these new rules, the result can be that tax regimes that did not constitute state
aid in the past will now be caught by Article 87(1). One example is the Irish corporation tax
case422 where the Commission changed its position lately. In 1980 Ireland introduced a preferential tax rate of 10% for companies deriving income from manufacturing activities within
the country. The Commission considered it compatible with state aid provisions because this
10% rate was regarded part of the general Irish tax system and therefore outside the scope of
Article 87. In 1998, however, the Commission changed its view with respect to the preferential 10% rate for manufacturing activities in the Recommendation concerning this Irish corporation tax issue.423 The background to the Recommendation is a substantial reform of the
Irish corporate tax system and the introduction of two different tax rates from 2003 depending on the nature of taxable income: the new 12.5% tax rate will apply on income from trading activities whereas the remaining income from non-trading activities will be subject to
25% tax rate.424 The Recommendation stresses with respect to the 10 per cent tax rate for the
421
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For a detailed explanation of the Irish corporate tax regime and its recent changes, see McNally
(1999) and Pinto (1999).
423
See Commission Decision of 22 July 1998 in the Irish corporation tax case, SG(98)D/7209 and
Case E-2/98, ‘Proposal for appropriate measures under Article 93(1) (i.e. now Article 88(1)) of the EC
Treaty concerning Irish Corporation Tax (ICT)’, in OJ C395 of 18 December 1998, p. 19. The Commission Recommendations can be found in Press Release IP 98/691 of 22 July 1998.
424
See Pinto (1999), p. 350 and McNally (1999) for a description of the new Irish corporate tax
regime.
422

99

Tax co-ordination and harmonization in the EU

manufacturing sector that while the ‘selectivity’ condition was not regarded as met in 1980,
it now appears to be fulfilled. The Commission stipulates that the measure imposed a lower
rate of tax on manufacturing sector than on other sectors without any justification for this on
the basis of the nature or general scheme of the tax system. The Commission found that the
reason for setting lower rate for the Irish manufacturing sector (at variance with the general
tax rate of 32 per cent) was rather the attraction of mobile investment in the manufacturing
sector to Ireland through the reduction of the sector’s cost of production. The Commission
decided that this lower rate constituted state aid because it excluded traders and services and
favoured export-oriented undertakings. The Commission’s decision is remarkable because in
it the Commission admitted its fault for not considering the lower rate for the Irish manufacturing sector as state aid for a period of almost twenty years. It is also interesting to note that
the Commission found a justification for considering favourable treatment of manufacturing
and service companies as state aid, lying in the ‘growing awareness of the effects of harmful
tax competition … following the Code of Conduct’.425
The Commission highlights in its Recommendation426 that it is not taking the view on what
level of corporate taxation should be in Ireland. It follows that the new 12.5% rate applicable
on trading income from 2003 will not be considered state aid prohibited under Article 87(1)
of the EC Treaty. Thus, setting the low rate of taxation by other Member States will also be
considered compatible with the Treaty. ‘In itself, this seems a corollary of the unrestricted
sovereignty of the Member States in the area of direct taxation, which is not to be affected by
EU law, meaning inter alia that Member States are free to set their general corporate tax rate
at any level they feel appropriate, even a very low one.’427 Furthermore, by accepting differential 12.5% tax rate for only trading activities, ‘the Commission is in fact acknowledging
that Member States have full sovereignty not only in setting a single general corporate tax
rate, but also in differentiating rates depending on the underlying category of income derived
by (both resident and non-resident) corporate taxpayers.’428
The analysis of the Notice and the Commission’s latest decisions shows that the Commission
has substantially changed its policy as to the assessment of the compatibility of tax incentives with EC Treaty state aid rules. As a result of the Recommendation, a tax incentive resulting in a reduction of costs and limited to the selected sectors will from now on be considered state aid even where it is available for both residents and non-residents.429
2.4.4.3.8

Connection between fiscal state aid and harmful tax measures

The Notice on fiscal state aid is part of the package to tackle harmful tax competition within
the EU. The Code of Conduct is broader in scope than the Notice, because it also covers general tax measures implemented by Member States and having harmful effects. By contrast,
the Notice applies exclusively to fiscal state aid measures, which must be selective or specific to fall under its scope.430 Furthermore, the state aid provisions only have an effect on a
particular case, i.e. on specific points, and thus, it is possible that similar incompatible tax
measures will remain even after the implementation of the judgement or decision. In addition, a state aid decision looks ‘ex post’ at the challenged measure, instead of acting as a
guide for future developments. Moreover, application of state aid provisions may lead to inconsistent decisions. In contrast, the implementation of the Code of Conduct offers opportunity for more comprehensive and consistent solutions. According to one view, for example,
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if some type of tax regime is considered harmful, this type of regimes in all Member States
could be examined and adjusted at the same time.431
The main difference between guidelines on fiscal state aid and harmful tax measures lies in
the fact that the Notice is based on state aid rules which have been laid down in the EC
Treaty and are legally binding whereas the Code of Conduct is lacking legally binding force.
The procedural rules governing the carrying out and completion of state aid investigations
are stricter than those which apply to investigations carried out in the Code of Conduct
Group.432 An interesting difference between the application of state aid rules to fiscal measures and EU policies to tackle harmful tax competition is that, traditionally, state aid favours
domestic companies to protect them from international competition, whereas harmful tax
measures give preferential treatment to certain activities of foreign undertakings, like internationally mobile functions of multinational enterprises.433
The regulatory content of the Code of Conduct does not affect state aid provisions.434 Furthermore, in its 1998 Communication the Commission stated, that, the qualification of a tax
measure as harmful under the Code of Conduct does not affect its possible qualification as a
state aid.435 However, in its Notice the Commission declared its intention to make an assessment of the compatibility of fiscal aid with the common market, taking into account, inter alia, the effects of aid that are brought to light in the application of the Code of Conduct.
On 25 February 2000 the European Commissioner for Competition, Mr. Mario Monti, announced that all of the measures listed in the final report of the Code of Conduct Group will
be examined for their compatibility with the State Aid rules in Articles 87-89 of the EC
Treaty on the basis of the Commission’s Communication.
2.4.4.3.9

Implementation of the Notice

The Commission examined the compatibility with EU state aid rules of both the tax arrangements in force (analogous to the Code of Conduct’s roll-back provision) and proposed
new legislation in Member States (analogous to the Code of Conduct’s standstill provision)
according to the principles contained in the Notice. The Commission’s work was similar to
the one already undertaken by the Primarolo group (see section 2.4.4.1). The Commission
studied all national measures already discussed within the Code of Conduct Group. On July
11, 2001 the Commission decided to launch formal investigation procedures under Article
88(2) of the EC Treaty for eleven national corporate tax schemes in eight Member States436
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and required Member States to suspend application of the measures under scrutiny.437 In addition, the Commission required four Member States to amend existing national laws so as to
comply with EC state aid rules.438 439 The above-mentioned tax measures (altogether 15 tax
provisions in 12 Member States) were mainly preferential tax arrangements granted to multinational companies active in the insurance and financial sector.
The first final decision adopted by the Commission in relation to the 11 investigation procedures it initiated on July 11, 2001 concerned preferential tax scheme for captive insurance
companies in the Åland islands (Finland). On July 10, 2002 the Commission closed the formal investigation procedure and concluded that the 10% reduction in corporation tax granted
to captive insurance companies in the Åland islands constituted state aid. The Commission
found that the scheme did not qualify under any of the exceptions provided in the EC Treaty.
The Commission holds in its Press Release440 that the scheme cannot be considered a general
tax measure, since, although it is not restricted to specific sectors of the economy, in practice
it benefits only those groups of companies that are large enough to be able to set up a captive
insurance company.
On August 26, 2002 the Commission declared illegal the special tax regime available to socalled coordination centres441 located in the province of Biscaye (Spain).442 The Biscaye special tax provision provided for an alternative method (the cost-plus method) to calculate the
income tax applicable to the coordination centres based in the province. The Commission
states in its Press Release443 that although this method does not constitute state aid per se, its
practical application can give rise to state aid. The Commission concluded that the Biscaye
regime excluded financial costs from the calculation to determine the tax base. This reduced
the tax burden on companies approved under the scheme and was not compatible with EU
state aid rules. The Biscaye coordination centres scheme was abolished on 30 April 2002.444
On October 16, 2002 the Commission declared illegal the special Luxembourg tax regimes
available to so-called coordination centres and finance companies. Although they were abolished by Luxembourg in 1996, a number of companies continued to benefit under the
scheme until the end of 2001. The special tax provision provided for the cost-plus method to
calculate the income tax applicable to the coordination centres and finance companies445.
The Commission concluded that practical application of the cost-plus method by the Luxem437
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bourg authorities was liable to reduce the tax burden on companies approved under the
scheme and was not compatible with EU state aid rules.446
On December 11, 2002 the Commission declared illegal the French special tax regime for
international treasury pools. The French treasury pool regime concerns the tax deduction of
interest expenses borne by a French subsidiary in connection with loans provided by its parent company. It only applies to parent companies and their French subsidiaries operating
within a multinational group of companies established in at least two foreign countries other
than France, provided that such subsidiaries have agreed with the tax authorities that they
intend to operate under a special treasury pool arrangement. The French regime was introduced to mitigate the interest-deduction limitation in the French Tax Code and to increase
the international competitiveness of multinational groups. However, the Commission’s investigation revealed that the tax advantage granted under the regime constitutes a selective
advantage benefiting only the French subsidiaries operating under the above-mentioned
treasury pool arrangement. The Commission found that especially in case of risky international financing the distortion of competition created by the tax advantage is very substantial.447
On December 11, 2002 the Commission declared illegal the Italian tax incentives linked to
the Trieste Financial Services and Insurance Centre.448
On February 17, 2003 the Commission decided that the special tax breaks in Belgium, Ireland and the Netherlands constituted State aid.449 The fiscal measures concerned included the
Co-ordination Centres scheme in Belgium, the International Financing Activities scheme in
the Netherlands and the Foreign Income scheme in Ireland. In each case, the Commission
found that the scheme granted tax breaks that cannot be reconciled with the EU's rules on
State aid.450 The three decisions constituted a vital building block in repealing certain tax
schemes deemed harmful by the Code of Conduct. This approach is coherent with the one
already followed in the nine previous business taxation cases for which the Commission had
closed its State aid investigations451 without ordering the beneficiaries to pay back the tax
advantages already granted because beneficiaries had legitimate reasons to believe that they
were lawful.
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On May 16, 2003 the Commission decided that the special tax regime for international headquarters and logistics centres breaches state aid rules. The French regime offers fiscal benefits to Headquarters and Logistics Centres or to the multinational groups to which they belong, by reducing their normal tax burden. The Commission found that the French regime
reduces the taxable earnings of the French Headquarters and Logistics Centres and also confers a treasury an advantage by exonerating them from the advance payment of the tax by
derogation from the French tax code. The Commission concluded that the French regime
results in selective lower effective taxation, which is not allowed by state aid rules.452
On June 24, 2003 the Commission decided that the Belgian tax regime for US Foreign Sales
Corporations is not in line with EU state aid rules. The Commission stated that the Belgian
scheme reduces the normal tax burden that Foreign Sales Corporations or the multinational
groups to which they belong would face.453

2.4.5 The Commission’s Study on Company Taxation
2.4.5.1

Background and objectives of the study

The ECOFIN Council in December 1998 asked the Commission to carry out an analytical
and comprehensive study on company taxation in the EU. As requested by the Council on 22
July 1999, the study: ‘will be undertaken in the general context of the Vienna European
Council conclusions emphasising the need to combat harmful tax competition whilst taking
into account that co-operation in the tax policy area is not aiming at uniform tax rates and is
not inconsistent with fair tax competition, but is called for to reduce the continuing distortions in the Single Market also in view of stimulating economic growth and enhancing the
international competitiveness of the Community, to prevent excessive losses of tax revenue
or to get tax structures to develop in a more employment-friendly way’. This study454 was
also undertaken on the basis of the ECOFIN Council conclusions asking to find out existing
differences in the effective level of corporate taxation in the Community and the policy issues that such differences may give rise to. The study also intends to examine whether the
current application of company taxation in the Internal Market creates inefficiencies and
prevents operators from exploiting its full benefits as well as to highlight remaining tax obstacles to cross-border economic activity in the Internal Market. The study aims to identify
the main tax provisions that may hamper cross-border economic activity in the Single Market. On this basis assessment is made of the effects on the location of economic activity and
investments. The study analyses differences in effective levels of corporate tax in Member
States, taking into account, inter alia, the results of the Ruding Report455. In this context it is
noted that little progress has been achieved as a result of findings and recommendations of
this earlier study. The mandate given to the Commission for this study on company taxation,
however, is broader as it explicitly requests the analysis of tax obstacles in the Internal Market.
The study also considers the influence of corporate tax bases on effective levels of taxation.
The Commission highlights the tax policy issues involved in reducing tax–induced distortions and examines possible remedial measures, taking account of the respective spheres of
competence of the Member States and the Community.
The Commission believes that company taxation systems in the EU have failed to keep up
with developments such as globalisation, economic integration in the Internal Market and the
Economic and Monetary Union and acknowledges that a new approach is needed. The re452
453
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moval of the tax obstacles will reduce compliance costs and incidences of double taxation,
thus generating efficiency gains in the Internal Market and stimulating economically beneficial cross-border operations. This would be a substantial contribution towards improving the
competitiveness of EU business.
2.4.5.2

Findings with respect to effective tax rates

The study on company taxation in the EU aimed to analyse effective tax rates in the EU in
view of their effects on the location of economic activity and investments456. The mandate
given to the Commission by the Council demands a quantitative assessment of how the general criteria of efficiency of company tax system is satisfied at the EU level, taking into account the existence of fifteen different tax systems.
In the framework of company taxation, statutory corporate tax rates give some information,
however, they do not evaluate the real tax burdens, the diversity of the elements composing
the tax base or, the interrelations of different tax systems. The effective tax rates take into
account deductions and exemptions and they are the result of the statutory tax rate applied to
the tax base. Effective tax rates allow measuring real tax burden and the impact of taxes on
the economic activity.
Differences in effective tax burdens amongst national jurisdictions within the EU may give
rise to two different behaviours of firms.457 On the one hand, effective tax rates differentials
may create incentives to locate new production or to relocate existing ones in countries with
lower effective tax burden thus influencing allocation of resources and economic activity. On
the other hand, tax differentials may induce tax optimisation process by location of the taxable base with a subsequent loss of tax revenues for some tax jurisdictions, without any influence on the actual allocation of production and economic activity. The Commission’s
study concentrates on the effects of corporate tax differentials on resource allocation.
The study on effective tax rates shows that there are considerable differences among the effective tax rates of the various EU countries.458 According to the paper there are large variations – up to 30% – in effective company tax rates across the EU. In addition to the differences in effective tax burdens faced by the investors resident in the different Members
States, there are large variations in the way each country treats investments in or from other
countries.
The Commission concludes that in accordance with the results of economic modelling, there
are wide differences among the effective tax rates of the various countries and this regards
both domestic and international investments. The range of differences in domestic effective
corporate taxation rates is around 37 percentage points in the case of a marginal investment
(between –4.1% and 33.2%) and around 30 percentage points in the case of a more profitable
investment (between 10.5% and 39.7%); for transnational investment the difference between
the effective tax burden of subsidiaries located abroad can rise above 30 points. The analysis
suggests that there is considerable variation in the effective tax burden depending on the type
of investment and its financing. In each Member States, tax system tends to favour investment in intangibles and machinery and debt is the most tax-efficient source of finance.
The conclusion of the Commission is that the effective tax burden in the European Union is
primarily determined by the nominal rate of taxation and that this domination of nominal tax
rates increases as the profitability of the enterprise increases. Usually, the narrower is the
definition of the tax base, the wider is the discrepancy between the effective marginal tax
rate and the statutory rate, and the higher is the latter, the more rapid is the increase of the
effective average tax rate towards the statutory rate when profits grow.
456
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However, although in most countries the effective marginal tax rate is lower than the statutory rate and effective tax rate increases towards it with profitability, for some Member
States (Ireland, France, Denmark, Finland, and the UK) the effective tax rate for an equity
financed investment is slightly greater than the statutory rate and decreases with the increase
in profitability. The reason is the presence of relatively high real property taxes, like real estate taxes in Ireland an the UK, which more than compensate, at the margin, the benefits of
the deductions from the tax base.
Moreover, the study concludes that the differences in effective tax rates are attributable
mainly to the differences in national statutory tax rates rather than to the differences in the
size of the tax base. A general result of the study is that the most important tax driver influencing the effective tax burdens and their differences across countries is the overall statutory
tax rate (the corporate tax rate including surcharges and local rates). Regardless the amount
of tax benefits and deductions, tax rate differentials more than compensate for differences in
tax base and the relative weight of rates in determining the effective tax burden of companies
rises along with the growth in the rate of profitability. This finding is in contradiction with
earlier belief that higher nominal tax rates were compensated by lower tax bases and more
exemptions and deductions.
Simulating the impact of hypothetical harmonization of particular features of taxation system
in isolation suggests the importance of the statutory rate in determining the observed differences in effective tax rates across countries. Tax rate harmonization would be very powerful
in reducing dispersions of effective tax rates, whereas harmonization of the tax bases would
not provide comparable gains in efficiency. The economic modelling shows that introducing
a common statutory tax rate in the EU would significantly decrease the dispersion of marginal and average effective tax rates across Member States. No other policy scenario has
such a significant impact on the dispersion of effective tax rates. Scenarios implying a common tax base or a system consisting in applying the definition of the home country tax base
to the EU-wide profits of a multinational tend to increase the dispersion in effective tax rates
if overall nominal tax rates are kept constant.
Another interesting finding concerns specific tax regimes, which the Code of Conduct Group
considered to be potentially harmful. The Commission finds that the differences in effective
tax rates with respect to these preferential tax regimes and comparable ‘regular’ tax regimes
for financing business operations are much smaller than the differentials in effective tax rates
between Member States for common industrial investments. Thus, when harmful preferential
tax regimes are eliminated within the EU, differences in the nominal rates will offer alternative possibilities of arbitrages. The Commission expresses the opinion that in the context of
the imminent enlargement this trend could be compounded.
However, the Commission services study has not analysed the size of possible welfare losses
associated with the existing differences in effective tax rates and the effects of tax competition. Therefore, the Commission finds that there is no convincing evidence to recommend
specific actions on the approximation of the national corporate tax rates or the fixing of a
minimum corporate tax rate.
The conclusion of the Commission on the study of effective tax burden has been that the introduction of a Common European tax base would not affect very much the fiscal autonomy
of the Member States. The Commission continues to believe that company tax rates are a
matter for Member States to decide. They would be able to exercise full sovereignty of the
tax rates.
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2.4.5.3

Tax obstacles

The Commission has identified a number of tax obstacles to cross-border economic activity
in the Internal Market.459 Transfer pricing and the shortcomings of double taxation conventions are identified in the study as the source of significant obstacles. Transactions within
groups of companies have significantly increased in recent years and extended into the field
of intangible assets which are proving extremely difficult for both companies and taxation
authorities to value for taxation purposes. Such complexity necessarily brings with it costs.
Costs, which one could argue, have no productive purpose – certainly for companies. Furthermore for those small and medium-sized enterprises that venture cross border in the EU
these costs represent a significant additional burden.
The study by the Commission identifies particular difficulties in relation to cross-border
loss-compensation which, from a business perspective, constitute one of the most important
obstacles to cross-border economic activity. Groups of companies still face the prospect of
being taxed on profits in one Member State whilst incurring losses in another for which no
relief is granted. The current rules in Member States generally allow only for the offsetting
of losses of foreign permanent establishments but not for those of subsidiaries belonging to
the same group but located in different EU countries. If available, the loss compensation often takes place only at the level of the parent company or is deferred in comparison to domestic losses (which creates significant interest cost). The differences which exist in Member States’ domestic loss compensation arrangements have also impact on business decisions. The current loss compensation arrangements entail a risk of economic double taxation
where losses cannot be absorbed locally. This situation provides an incentive in favour of
domestic investment and of investment in larger Member States.
The study also identifies the area of double taxation conventions as a potential source of obstacles and distortions for cross-border economic activities within the EU. Although the intra-EU network of double taxation treaties is largely complete, there nevertheless remain
some gaps. Most treaties within the EU follow the OECD Model but there are significant
differences in the terms of the various treaties and their interpretation. There are also instances of divergent application of treaties by the treaty partners, leading to double taxation
or non-taxation. Additional problem is the increasing complexity of treaty provisions, which
creates high compliance costs and uncertainty. Moreover, the study shows that tax treaty
provisions based on the OECD Model, in particular non-discrimination articles, are not adequate to ensure compliance with the EU law principle of equal treatment. Moreover, the lack
of co-ordination in the treaty practice of the Member States in relation to third countries, for
example regarding limitation of treaty benefits, is liable to give rise to distortions and partitioning of the Internal Market. The Commission services have reviewed possible solutions
and these are all documented in the study. The filling of the few remaining gaps in the existing network of double taxation treaties within the EU would be helpful. Moreover, the current tax treaties of the Member States could be improved in order to comply with the principles of the Internal Market, in particular in relation to access to treaty benefits. Better coordination of treaty policy in relation to third countries would also help. In addition, the
study identifies a possible need for binding arbitration where conflicts arise between treaty
partners in the interpretation and application of a treaty, leading to possible double taxation
or non-taxation. The most complete solution to such problems would be the conclusion under Article 293 of the Treaty of a multilateral tax treaty between Member States, conferring
interpretative jurisdiction on the Court. Another possibility, leaving intact the existing bilat-
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eral system, would be to elaborate an EU version of the OECD model convention and commentary (or of certain articles) which met the specific requirements of EU membership.460
The Commission believes that the main cause of tax obstacles to cross-border economic activity in the Internal Market is the existence of fifteen different tax systems. This is a fundamental issue and the study has examined a number of possible solutions in the form of ‘comprehensive approaches’ which would in the longer term provide companies with a consolidated corporate tax base for their EU-wide activities. (See next section.) After identifying the
major obstacles to free movement in the Internal Market, the Commission proposes a twotrack strategy to remove them. The Commission plans a number of targeted measures on
such issues as the extension of the Directives on dividends and mergers, cross border loss
relief, transfer pricing, and double taxation conventions.
2.4.5.4

Consolidated tax base for companies

The Commission believes that companies must in the longer term be allowed a consolidated
corporate tax base for their EU wide activities to avoid the current costly inefficiencies of
fifteen separate sets of tax rules. The Commission in its study has identified a number of
ways of achieving a consolidated base and it plans to launch and lead a wide-ranging and
detailed debate on the subject. The Commission expresses the view that only providing multinational companies with a consolidated corporate tax base for their EU-wide activities will
systematically tackle the tax obstacles to cross-border economic activity in the Single Market. The Commission believes that it is necessary to develop an appropriate apportionment
mechanism. Member States will have freedom to determine their national tax rate to their
specific share of the overall tax base as computed according to a commonly agreed allocation mechanism.
The Commission believes that the most important advantages of providing EU businesses
with a single consolidated tax base for their EU-wide activities are first, that the compliance
cost resulting from the need to deal with 15 tax systems within the Internal Market would be
significantly reduced; secondly, that transfer pricing problems within the group of companies
would disappear within the EU; thirdly, profits and losses could be consolidated on an EU
basis; and fourthly, many international restructuring operations would be simpler and less
costly.
The Commission’s study461 also examines a number of comprehensive approaches to address
the various tax obstacles by providing multinational companies with a common consolidated
tax base for their EU-wide activities:
•
‘Home State Taxation’ approach under which the tax base for the group as a whole
would be computed in accordance with the tax code of the group's home state (i.e.
where the group’s head office is located). Once the relevant group profit has been
computed on this basis, the next step is to use a formula to divide the group profit
among the relevant Member States This approach is conceived as an optional
scheme for companies in Member States with a sufficiently similar tax base.
•
‘Common (Consolidated) Base Taxation’ - completely new harmonised EU rules for
the determination of a single tax base on European level. This again would be an optional scheme for companies existing as a parallel system alongside present national
rules.
•
‘European Corporate Income Tax’ approach under which the tax could be levied at
the European level and a part or all of the revenue could go directly to the EU. The
Commission believes that this model, although originally conceived as a compulsory
460
461
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2.4.5.5

scheme for large multinationals, could also be an optional scheme operating alongside national rules.
‘Traditional’ approach - harmonised national rules on company taxation by devising
a single EU company tax base and system as a replacement for existing national systems.
Response to the Commission’s Study on Company Taxation

Cnossen (2003) argues that although a consolidated tax base for companies (Home State
Taxation or Common Base Taxation proposed by the Commission) would probably contribute to a reduction of cross-border obstacles, it would also increase tax rate competition because the tax base cannot be used anymore to attract investment.462 Commentators point out
that Home State Taxation could potentially increase tax competition for headquarters location, because favourable rules on the tax base could become a key factor in company decisions on where to locate their head offices.463 As a result, new externalities would arise. Furthermore, according to the commentators, the co-existence of two different systems (national
and community-wide) could form a source of tax arbitrage processes between national and
community-wide rules.464 Additional problem under the proposed consolidated tax base for
companies concerns formula apportionment.465 If tax base sharing is based on payroll, sales,
and property, then the corporate tax becomes a tax on these factors. Cnossen (2003)466 argues
that this creates new distortions in the allocation of resources within the EU.

2.5

EMU and tax harmonization

Since the beginning of 1990s little harmonization has taken place in the field of direct taxes.
That may change in future since the importance of convergence and stability of economic
policies in the European Union are highlighted as a result of the introduction of the common
currency. With the third stage of the EMU, the Stability and Growth Pact has increasingly
focused the debate on budgetary developments. The Broad Economic Policy Guidelines have
established new challenges for Member States' fiscal policies. A budget that is close-tobalance or in surplus remains a prerequisite for macroeconomic stability.467
The tax harmonization and co-ordination issues have reappeared on the political agenda because of several reasons. After the introduction of euro in 1999, exchange risks and the costs
of international payments have been reduced, and prices have become more comparable. As
a result, the tax barriers become more visible. Furthermore, the introduction of the single
currency has increased mobility of businesses, capital and people by abolishing the financial
borders in the EMU. After capital markets have been liberalised, Member States that fail to
adapt their tax system to competitive situation are losing their financial institutions that are
moving across the border. The transparency brought about by the euro increases the role of
taxation as a factor in investment and location decisions. These developments are likely to
strengthen tax competition for mobile tax bases. In addition, taxation is almost the only policy tool left to improve a Member States’ competitive position, which may also intensify tax
competition among Member States. Such competition is considered harmful by some Mem462
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ber States because it erodes their tax revenues. One mean to fight against such tax competition would be further harmonization and co-ordination of tax policies.
It has been argued that, more tax co-ordination is needed between Member States after the
introduction of the euro. The main arguments, why more tax harmonization is necessary after
the single currency has been adopted, are the following.
It has been argued that an extremely high degree of economic integration as a result of the
EMU requires a reduction of national sovereignty over tax policies as well.468 After the
launch of euro, tax policy is the main remaining area where the objectives of the Internal
Market have not been achieved. The Commission has expressed the view that it is contradictory to do nothing to remove tax distortions while trying to remove all other kind of distortions related to capital movements.469 Tax differences are considered to be the main remaining obstacles to the free movement in the Internal Market.
Furthermore, the EMU is expected to increase the mobility of capital, which can make the
capital, especially internationally mobile capital, even more difficult to tax. This can lead to
a rising tax burden on labour, which can intensify the already severe problems of structural
unemployment in the EU.
In addition, it has been argued that the successful EMU requires a high degree of policy coordination, including in the field of taxation in order to ensure that the fiscal policies of the
Member States are in harmony with the monetary policy. In euro area monetary policy is
exercised at the supra-national level: the EU institution – the ECB – has taken over the responsibility for exchange rate and interest rate policy. As a result, Member States participating in the third stage of the EMU have been left only one important macroeconomic policy
tool, which is tax policy. Vanistendael (1998)470 argues that in order for the ECB to be coherent in its monetary policy it is essential that Member States do not contradict the policies
of the ECB. Because of this possibility of contradictory policies in monetary and fiscal
fields, more co-ordination of national tax policies is needed.471
Furthermore, it has been argued that stable taxes are prerequisite for the EMU and that strict
fiscal criteria of the Stability and Growth Pact472 make it almost mandatory for participating
states to avoid a loss in national tax revenues caused by tax competition from other Member
States. According to the Stability and Growth Pact fiscal position has to be close to balance
or in surplus in normal times so that automatic stabilisers can operate. The provisions of the
pact provide for Excessive Deficit Procedure when the 3% reference value for budget deficits is exceeded.473 These rules limit considerably the fiscal flexibility of the governments in
the euro zone.
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Developments in 2002 and 2003 have shown that several EU countries have difficulties
meeting the budgetary requirement of the Stability and Growth Pact. In 2003, the fiscal deficit for the euro area continued to increase for a third consecutive year, mainly reflecting
lower growth than expected. The nominal deficit rose from 2.3% of GDP in 2002 to 2.7% of
GDP in 2003 and is projected to be roughly unchanged in 2004 and 2005. In 2003, only five
euro-area countries had achieved budget positions (both in nominal and cyclically adjusted
terms) that met the ‘close to balance or in surplus’ requirement of the Stability and Growth
Pact. In four euro-area countries actual deficits were equal to or above 3% of GDP in 2003,
whereas two biggest euro area countries (Germany and France) had deficits above the 3% of
GDP reference value. Portugal succeeded in reducing the nominal deficit from 4.1% of GDP
in 2001 to 2.8% in 2002 and 2003, however, this improvement was due to one-off measures
and on the basis of the current policies, Portugal is projected to breach the threshold again in
2004. Large deficits also remain in Italy (over 2% of GDP in 2002 and 2003) in spite of sizable one-off measures. The deficit is projected to breach the reference value (3% of GDP) by
2004 and to approach 4% of GDP in 2005. In the Netherlands, the nominal deficit in 2003
amounted to 3.2% of GDP. The Netherlands is projected to breach the threshold again in
2004 and 2005.474 A deficit of 3.6% of GDP in 2002 in Germany475 and a deficit of 3.1% of
GDP in 2002 in France476 have resulted in the excessive deficit procedure being activated in
those countries.
In this context tax competition – that occurs mostly in the field of corporation tax – is getting
more attention as it is considered to destabilise tax revenues of the countries and further harmonization measures are asked for in the European Union. In its latest Communication on
company taxation477, the Commission argues that the pattern of international investments is
likely to be increasingly sensitive to cross-border differences in corporate tax rules. Moreover, the Commission points out that while considerable progress has been made in the removal of the wide range of barriers to the establishment of the Internal Market, the tax impediments to cross-border activities within the Internal Market are becoming increasingly
important. The Internal Market and the EMU strongly impact the way EU companies carry
out business in the Community and set the incentive to create effective pan-European business structures. This is because EU companies increasingly no longer define one Member
State but rather the whole EU as their "home market". The resulting structural changes lead
to the EU-wide re-organisation and centralisation of business functions within a group of
companies, many of which were traditionally present in many or even all Member States.
These tendencies, in turn, have impact on the taxation of these companies.478
On the other hand, several arguments have been formulated against further tax harmonization. Under the third stage of the EMU, Member States have lost their ability to use monetary policy in the cases of shocks affecting one country rather than another. Fiscal policy is
one of the few means that countries have been left after giving up monetary policy tools.
Thus, if tax policies would be harmonised, Member States would lose this last tool to deal
with asymmetric shocks.
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2.6

The latest Commission’s initiatives

2.6.1 Background
In the context of the Internal Market and the EMU several harmonization initiatives have
been put forward in the European Union. Vanistendael makes a point that Member States
have no interest in a European tax policy.479 Individual Member States have been blocking
harmonization measures because they found them being against their national interests. Major argument for necessity of further harmonization is made on the grounds of four economic
freedoms and fair competition in an Internal Market without borders. The four freedoms in
the EC Treaty set the limits to the tax policy making of the Member States when a tax provision constitutes a real barrier to trade.
In order to meet the aims of the founding treaties (the four freedoms and fair competition
within the Internal Market) the abolition of tax barriers to free movement is necessary. The
European institutions like the ECJ and the Commission have been implementing these policy
goals identified in the EC Treaty. The Commission has been pushing for approximation of
tax laws mainly to facilitate cross-border flows of income and to abolish barriers to crossborder trade and investment.480

2.6.2 Policy Document on Taxation
In May 2001, the European Commission presented a Communication ‘Tax Policy in the
European Union’481. It identifies both general objectives and a number of specific priorities
in direct and indirect taxation.
2.6.2.1

Background

In 2000 at the Lisbon European Council, the EU set itself an ambitious strategic goal – to
become ‘the most competitive and dynamic knowledge-based economy in the world’. Then,
in December 2000 at Nice, it agreed reforms to the EU’s institutions that will pave the way
for an enlarged Union. And, with the third stage of the EMU, there is an increased focus on
budgetary developments.
With the development of the Internal Market, Member States are required to eliminate tax
obstacles facing private individuals and businesses that wish to work and operate freely in
this market. According to the Commission, this is even more crucial with the advent of the
EMU, where differences in the national tax systems are becoming increasingly evident and
are therefore likely to have a growing influence on economic decisions by individuals and
enterprises. Furthermore, the increasing globalisation of economies has among the other
things caused greater competition for investment. Improvements in communication and
transport, and above all the rise of the Internet, are creating new opportunities but also posing complex challenges for taxation systems. It is becoming easier to evade tax by moving
mobile capital to low tax jurisdictions or tax havens.
In the beginning of the paper, the Commission recognises that although progress towards
greater tax co-ordination has been slow since 1996 when the Monti Report was published,
there have been some important achievements, notably in the direct tax field. In particular,
the comprehensive agreement on key elements of the tax package reached at the Council
meeting on 26-27 November 2000 were steps forward towards greater tax co-ordination. The
Commission believes that the efforts to curb harmful tax competition through the Code of
479
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Conduct for business taxation and the proposals on the taxation of income from savings will
allow Member States to consolidate their tax revenue raising capacities, thus offering scope
for reducing the high average tax burden on labour. Moreover, the EU has moved towards
closer co-operation between Member States, for example in the agreement on principles for
exchange of information on savings income and on mutual assistance in recovery of tax
claims. However, the Commission believes that there is much more to be done in the area of
tax co-ordination.
The Commission acknowledges that the Communication of 21 December 2000 on the Contribution of Public Finances to Growth and Employment482 showed that all in all, the tax reforms implemented over the past three years represent a move in the right direction. Some
Member States have made progress in rendering their tax systems more employment-friendly
by lowering the fiscal burden on labour, even if overall taxation on labour still remains very
high by international standards in many Member States. While the reforms vary in coverage
and depth, most Member States are cutting direct taxation on personal and corporate income
and in some cases employers’ and employees’ social security contributions.
2.6.2.2

Reduction of tax burden and removing obstacles to the free movement

The Commission points out that it is essential to reduce the overall tax burden and at the
same time to get the balance right between cutting taxes, investing in public services and
sustaining fiscal consolidation. In addition, in accordance with the Commission, EU tax policy should support Member States' efforts to reform their taxation systems and, as a priority,
serve the interests of citizens and business wishing to avail themselves of the four freedoms
of the Internal Market. It must, therefore, focus on the removal of tax obstacles to the exercise of those four freedoms.
2.6.2.3

Harmful tax competition

The Commission recognises that, considerable progress has been made in identifying harmful tax practices and agreeing timetables for their elimination. The Commission also makes a
point that company taxation policy in the Internal Market should not hinder the possibility of
general tax competition while tackling all harmful or economically undesirable forms of tax
competition. According to the Commission, some degree of tax competition within the EU
may be inevitable and may contribute to pressure for lower taxes.
2.6.2.4

How much harmonization?

The Commission expresses the view that there is no need for an across the board harmonization of the Member States’ tax systems. Provided that they respect Community rules, Member States are free to choose the tax systems that they consider most appropriate. The level of
public expenditure is equally a matter for national preferences as long as this is adequately
met by revenues in such a way that budget positions remain close to balance or in surplus.
Moreover, the Commission underlines that in many tax fields harmonization is neither necessary nor desirable in view of the widely differing characteristics of the Member States’ tax
systems and different national preferences. However, the Commission stresses that Member
States’ choices do not take place in isolation and international aspects need to be taken into
account.
The Commission expresses the view that a high degree of harmonization is certainly necessary in the field of indirect taxes, as such taxes can create an immediate obstacle to the free
movement of goods and the free supply of services within the Internal Market. Indeed, a significant degree of harmonization of indirect taxes has already taken place. On the other hand,
482
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direct tax systems require only limited harmonization. There is, for example, no compelling
need to harmonise personal income taxes unless they entail discrimination or double taxation. Such taxes can generally be left to Member States even when the EU achieves a higher
level of integration than at present. Nevertheless, Member States must respect the fundamental Treaty principles on non-discrimination and the free movement of workers within the EU.
Furthermore, even in this area it may be necessary to co-ordinate national tax systems in order to prevent discrimination in cross-border situations or to remove obstacles to the exercise
of the four freedoms. The Commission finds that there is an intermediate zone of direct taxation of mobile tax bases, in particular the taxation of companies and the taxation of capital,
where the situation is less clear-cut and which may have direct effects on the Internal Market. In this area, Member States have become more favourable to the idea of increased coordination. The Commission is examining whether more can be done to tackle direct tax obstacles to the Internal Market, notably in the field of company taxation, while respecting the
sovereignty of the Member States. The Commission expresses the view, that the level of
taxation in this area is however a matter for Member States to decide, in accordance with the
principle of subsidiarity.
The Commission expresses the view that although a move to qualified majority voting at
least for certain tax issues is indispensable, and in particular when there are serious distortions of the Internal Market, the legal basis will, for the present, remain unanimity. Since the
legal basis will remain unanimity it will, after enlargement, be much more difficult to have
any new Community legislation agreed. Therefore, the Commission wants to find other
methods to achieve progress in removing tax obstacles and distortions to the Internal Market
in the fields where legislation is not absolutely essential (notably in the direct taxation). So,
the Commission intends to pursue all available mechanisms to achieve its policy objectives,
in particular:
•
step up its efforts of monitoring the implementation of EU tax law by Member States
and work together with Member States towards common guidance notes as well as
more active use of infringement proceedings in the tax field (see next section); and
•
an increased use of non-legislative approach and the mechanism of enhanced cooperation – the solutions that do not imply binding legislation. The use of nonlegislative or soft law solutions could be particularly effective in cases where they
have a firm legal foundation, based on the Treaty and the case law of the ECJ. In
such cases, instruments such as Communications, recommendations, guidelines,
statements of best practice, model agreements and interpretative notices can provide
guidance to Member States on the application of the Treaty principles and promote
the rapid removal of obstacles to the Internal Market. Furthermore, the Commission
proposes to develop guidance on important ECJ rulings and to co-ordinate, via appropriate Communications from the Commission, the implementation of jurisprudence by the ECJ.
2.6.2.5

Use of infringement proceedings

The Commission expresses the view that a different means of removing tax obstacles to the
smooth functioning of the Internal Market is to make more pro-active, well-focused and
even-handed use of infringement proceedings. There are a number of areas (the taxation of
companies and collective investment vehicles, for example) where Member States’ tax rules
may contravene either the Treaty or existing Community legislation. While the Commission
regularly submits its observations to the ECJ in tax cases brought by individual taxpayers, it
has itself brought only a limited number of infringement proceedings against Member States
in the area of direct taxation. However, the rapid development of EU case law in the direct
tax field over the last few years through cases brought by individual litigants has highlighted
the need for more Commission action. The different levels to which case law has developed
in the indirect and direct tax fields can be largely explained by the different degrees of
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Community competence in these areas. However, it is also true that Court actions involve
high costs for both taxpayers and administrations. Moreover, in many instances the general
application of a specific case in an individual Member State is not entirely clear. The current
legal approach also tends to be asymmetrical in its effects in that, even where a ruling forces
a number of the Member States to introduce new tax rules they often do so in vastly differing
ways. The Commission has a role here in proposing a common response to such rulings, including where necessary through Community legislation. The Commission also plays an important role in ensuring that ECJ rulings are respected and properly implemented by Member
States.
The Commission draws attention that Article 96 of the Treaty provides a legal basis for the
Commission to take action to deal with distortions of the conditions of competition in the
Internal Market, including proposing directives, which may be adopted by qualified majority.483 This provision has never yet been used. Mr. Frits Bolkestein, the current European
Commissioner responsible for tax matters, has expressed the view that in this highly sensitive area it would be preferable if the distortions in question could be eliminated on the basis
of Code of Conduct and as part of a package measures which balances the interests of the
Member States.484
Since both direct and indirect tax measures may fall under the state aid provisions of the EC
Treaty, the Commission pays close attention to them and will continue to take steps to ensure
that the Treaty is respected. As regards direct taxes, and following its Notice on the application of state aid rules to measures relating to direct business taxation485, the Commission intends to adopt a more pro-active strategy generally in the field of tax infringements and be
more ready to initiate action where it believes that Community law is being broken.486 It will
also ensure the correct application of judgements of the ECJ. The Commission expresses the
view that the current approach in the direct tax field of leaving the development of case law
to chance by simply reacting to cases taken by taxpayers to the ECJ is not a proper basis for
progress towards agreed Community objectives.
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Article 96 empowers the Commission to act where legal or administrative rules of a Member
State distort conditions of competition in the common market, and this distortion needs to be eliminated. In such a case, the Council may adopt a Directive proposed by the Commission on the basis of
qualified majority.
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Bolkestein (2000), p. 405.
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See section 2.4.4.3.9 about implementation of the Notice by the Commission.
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Harmonization in the field of VAT

Following sections will look more closely at the harmonization of various important parts of
the VAT, namely, tax system, tax base, and tax rates.

3.1

Common VAT system

Article 1 of the Sixth Directive provides that EU Member States must replace their national
turnover taxes by the common VAT system. Any other form of turnover tax is excluded.

3.1.1 Advantages of the VAT
One of the main reason why the VAT was chosen as a common European consumption tax is
its advantage in implementing the destination country principle. The VAT system permits to
treat trade among EU countries as well as trade with third countries according to the destination principle and thereby makes possible to achieve territorial neutrality in intra-EU trade.
Under destination principle exports leave a country free of tax and imports are taxed at the
same rate as that applied to the domestic goods. As a result, all goods and services sold to
final consumers in a Member State are taxed equally, whether they have been produced domestically or abroad. The VAT system enables to determine the exact amount of tax at every
stage of production and to refund that amount upon exportation. In order to achieve this kind
of territorial neutrality necessary for proper functioning of the Single Market, it is essential
to ensure that the destination principle is fulfilled.487
In addition to the aim of achieving neutrality in the treatment of goods and services entering
international trade, a VAT aims to achieve neutrality with respect to domestic production
and distribution. The principle of internal neutrality means that the VAT paid on consumer
expenditures is directly proportional to the expenditure of each consumer, irrespective of the
number of stages through which the goods or services have passed in the production or distribution chain.488 According to the case law of the ECJ489 the deduction system is meant to
relieve the trader entirely of the burden of VAT payable or paid in the course of all his eco487

Vanistendael (1999) highlights that until 1993, the territorial impact of VAT within the European
Union was neutral in the sense that any product would be subject to the same tax burden, which would
be determined by the country of consumption. Since the changes were introduced to the VAT system
when the border controls were abolished on 1 January 1993, the tax burden on private consumption of
goods has no longer been determined exclusively by the place of consumption, but also by the place
from which the goods are supplied. Cross-border consumer purchases are no longer subject to border
tax adjustment but carry the VAT burden levied in the country of purchase. Direct imports of households are taxable according to the origin principle. There are exemptions from this general rule, as the
destination principle is still applied under the special schemes (distance sales (e.g. by phone, post or
from catalogues), household purchases of new motor vehicles and intra-Community acquisitions of
intermediate inputs by VAT-exempt firms). In the case of services, the destination principle is applied
to a more limited extent than in the case of goods. The general rule by Article 9(1) of the Sixth Directive for the place of supply of services deems the place of taxation to be where the supplier has established his business or has a fixed establishment from which the service is supplied. However, Article
9(2) establishes several exceptions to this general rule. Certain services are linked to the customer’s
country within the EC provided that he/she is an entrepreneur. Article 9(2)(e) lists certain services that
are taxable in the country where the customer has established his business. As a result, the services are
not always taxed in the country of consumption. Vanistendael argues that after the abolition of border
controls, territorial neutrality of VAT is no longer guaranteed since the end-user of goods or services
can now choose to buy goods or services in different Member States at different rates.
488
Kogels (1999), p. 118.
489
See, for example, Case 50/87 (Commission v France), paragraph 15.
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nomic activities. The common system of VAT consequently ensures that all economic activities, whatever their purpose or results, provided they are themselves subject to VAT, are
taxed in a wholly neutral way.490 491 The possibility to deduct the VAT on inputs from the
VAT on outputs ensures that final consumers bear the intended VAT burden, irrespective of
the VAT rates applied at intermediate stages in the chain of production and distribution. A
multistage and comprehensive VAT (that taxes the broad range of goods and services at a
uniform rate and is applied through all stages of production and distribution process) allows
to minimise the tax distortions to domestic production and distribution and permits to leave
the optimal allocation of resources to the free play of market forces.492 The VAT is neutral
regarding the technology used as well as the form and methods of conducting business. The
credit/invoice system permits to avoid cumulation of tax during the production-distribution
process and avoids the discrimination against specialised firms in favour of vertically integrated firms, which is characteristic of gross turnover taxes.493 In addition, under the VAT, it
makes no difference in which stage value is added in the production-distribution process.494
In order to achieve a neutral impact of VAT on production and consumption, the scope of
VAT should be as wide as possible. Another advantage of VAT is that it raises more revenue
with lower administrative and economic costs than other broadly based consumption taxes
and allows the government to raise tax revenue of roughly 0.4 per cent of GDP for every
percentage point of VAT rate.495 496

3.1.2 The basic principles of the European VAT system
The basic principles of the common VAT system were stipulated by the First and Second
Directives and further specified by further directives, most importantly by the Sixth Directive. The Sixth Directive (77/388) formulated more clearly several important VAT concepts.
The adoption of directive 92/77497 supplementing the common system of VAT and amending
directive 77/388 was another essential step towards harmonization of VAT systems of the
Member States. It laid down rules for VAT rates and created conditions necessary for removal of internal borders. This Directive also introduced the concepts of intra-Community
acquisition of goods and the exemption for intra-Community supplies.
A turnover tax is a general tax on consumption levied to all private expenditures. It is directly proportional to the price to which it is applied, whatever the number of transactions in
the production and distribution process before the stage at which tax is charged. The VAT is
490

See Case C-333/91 (Sofitam), paragraph 10.
The provisions of the Sixth Directive do not always ensure that the principle of neutrality is followed. For example, different methods of financing a company’s activities lead to different VAT
treatment. In Case C-4/94 (BLP), the ECJ explicitly stated that if, instead of raising extra capital by
selling shares which was exempt transaction, BLP had taken out a bank loan, the VAT charged on
services of a financial adviser would have been fully deductible. See also section 3.4 where the problems which arise from the current VAT system are discussed.
492
See Cnossen (1993), p. 74. Cnossen also points out other advantages of a VAT, i.e. that it is a
stable and flexible source of government revenue; and it enables to limit tax avoidance more easily
than some other taxes.
493
See Genser (2001), p. 1.
494
Cnossen (1998a), p. 1.
495
See Cnossen (1998b), p. 1 and Genser (2001), p. 1.
496
Cnossen (1998b, p 18) draws attention to some disadvantages of the VAT. Over-use of VAT
may contribute to the maintenance of an oversized, inefficient public sector. In addition, the poorly
administered VAT may degenerate into a highly distortionary, multistage cumulative turnover tax that
hampers specialization and hence economic growth.
497
Council Directive 92/77/EEC of 19 October 1992 supplementing the common system of value
added tax and amending Directive 77/388/EEC (approximation of VAT rates), OJ L 316, 31/10/1992,
pp. 1 – 4.
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applied up to and including the retail stage. The amount of tax is expressed as a percentage
on the retail price. VAT is applied to all goods as well as services except those that are explicitly exempted. The tax is due as soon as consumer has made the expenditure to attain
consumption. The person who has made the expenditure pays the tax. Traders who add the
VAT to the selling price collect it. Community VAT system is built around the obligation to
issue correct invoices: an invoice contains information as to which VAT regime is applicable; it enables the tax authorities to carry out controls and customers to prove their right to
deduction.
One important principle of the European VAT system is the right of deduction of the input
VAT by traders (the suppliers of the taxable transaction). Traders deduct from the VAT,
which they collect from customers, the VAT that they themselves have been charged by their
suppliers. The European VAT system permits a full credit of the VAT on inputs from the
VAT on outputs. A taxable person498 charges VAT on the invoice to his customer and remits
that VAT minus any prepaid VAT on his monthly or quarterly VAT return. The right of a
trader (purchaser) to a tax credit arises at the same time than the supplier becomes liable to
pay the tax (see also section 3.2.5). A person making taxable supplies and therefore receiving
VAT from customers (‘a taxable person’) must account to the authorities for the remittance
or claim. It is only the final consumer499 who bears the tax burden, because he/she has no
right to levy it or make any claims to the authorities. Consequently, VAT only generates
government revenue when the customer cannot deduct the VAT charged by taxable person.
In other words: as long as goods and services are exchanged between taxable persons, the tax
burden is zero.500
As a general rule, the country of consumption is entitled to levy tax. Domestic goods and
services are taxed equally with imported goods and services. The tax is calculated on the basis of the consideration or price for the supply of goods or provision of services. In the case
of importation the tax is calculated on the customs value of the goods. VAT is also applied
on intra-EU acquisitions (supplies of goods for consideration by a taxable person from another Member State). As a general rule, supplies of goods by taxable persons to taxable persons in other Member States as well as exports are exempt from VAT with a right to deduct
input VAT (also referred to as zero rate supplies).
However, some exceptions to the destination-based taxation were introduced by the Directive 91/680/EEC501, which adopted the rule that purchases by private individuals will generally be taxed in the country of purchase. This rule applies with two exceptions: special conditions apply, firstly, for the distance sales, and, secondly, for the purchases of some other
items such as new cars and other new means of transport (see section 3.2.4).
The adoption of Directive 91/680/EEC created a framework for a VAT system without fiscal
frontiers. Special Directives were adopted for passenger transport502, for second-hand goods,
works of art, collectors’ items and antiques503, travel agents, as well as for investment
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As defined in Article 4 of the Sixth Directive, see section 3.2.2.
Including government bodies and taxable persons performing domestic services who are exempted, see section 3.2.7.
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Kogels (1999).
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Council Directive 91/680/EEC of 16 December 1991 supplementing the common system of
value added tax and amending Directive 77/388/EEC with a view to the abolition of fiscal frontiers,
OJ L 376, 31/12/1991, pp. 1 – 19.
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Council Directive 94/4/EC of 14 February 1994 amending Directives 69/169/EEC and
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Council Directive 94/5/EC of 14 February 1994 supplementing the common system of value
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gold504. In addition, special simplification measures were implemented.505 In 1995, the
Council adopted the so-called Second Simplification Directive.506
Member States retain their special schemes for small undertakings, they also remain the freedom to apply a special scheme involving flat rate rebates of input VAT to farmers not covered by normal schemes. The Sixth Directive establishes the basic principles of this scheme
for farmers and also adopts a common method for calculating the value added of these farmers for the purposes of collecting own resources (see section 3.2.10). Member States also
retain, within certain limits and subject to certain conditions, special measures derogating
from this Directive in order to simplify the levying of tax or to avoid fraud or tax avoidance
(see section 3.2.13).

3.2

Common definition of tax base

3.2.1 Scope and territorial application
Definition of VAT
Article 2 of the First VAT Directive507 defined turnover tax to be levied in the European Union as a general tax on consumption. Nowhere is it stated what ‘consumption’ is actually
supposed to mean in a VAT context. Simons has defined VAT as an indirect consumption
tax levied on the supplier of transactions, but deemed to or intended to be borne by the consumer.508 Simons (1996) states that taxable transactions should be restricted to transactions
‘in het maatschappelijk verkeer’, which means all transactions performed within the economic sphere. This test was proposed in replacement of the definition by the Sixth Directive
which provides that taxable transaction are deemed to be all supplies of goods or services
effected for consideration.509 The reason for proposing this replacement was the way how the
notion of ‘consideration’ was translated in many civil law countries. Williams, therefore,
proposes the term ‘against payment’ in his IMF contribution and Vanistendael prefers term
‘for compensation’.510
Some commentators regard VAT as a tax which essentially aims to tax actual private consumption, some, however, take the view that its primary purpose is to tax spending.511 As
Simons concludes from a judgement by the ECJ in the Mohr case512, the ECJ seems to have
decided that VAT is primarily a tax on consumption.513 In the Mohr case the ECJ ruled that
grant received by Jürgen Mohr as compensation for discontinuing milk production was not
taxable since no consumption could be distinguished. In its judgement in Mohr the ECJ gave
guidelines for interpretation of the VAT rules and more specifically defined the concept of
consumption in case of supply of services. The Advocate General stipulated in its opinion
504

Council Directive 98/80/EC of 12 October 1998 supplementing the common system of value
added tax and amending Directive 77/388/EEC - Special scheme for investment gold, OJ L 281,
17/10/1998, pp. 31 - 34
505
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delivered on 23 November 1995 that the scope of VAT is ‘… limited by its character as tax
on consumption. A trader must supply goods or services for consumption by identifiable customers in return for a price paid by the customer or by a third party.’ He found that this requirement was not met in the Mohr case and the Community by compensating farmers did
not acquire goods or services for its own use but acted in the common interest. The Advocate
General therefore held that, in this case, the public authorities, whether Community or national, could not be regarded as consumers of a service within the meaning of Article 2(1) of
the Sixth Directive.514 According to Simons the ECJ has by ruling in the Mohr case given a
basic and principled decision about the scope of VAT and one simple guideline for interpretation of VAT rules. Furthermore, Simons (1996)515 argues that in cases Coöperatieve Aardappelenbewaarplaats516 and Apple and Pear Development Council517 the ECJ would have
been more understandable if it had grounded the judgement on the absence of any kind of
consumption by the receiver. The ECJ ruled in its judgement in Apple and Pear Development Council that for the provision of services to be taxable within the meaning of the Second VAT Directive, there must be a direct link between the service provided and the consideration received. The ECJ’s decision was based on Coöperatieve Aardappelenbewaarplaats
judgement in which the ECJ ruled that the concept of ‘the supply of … services effected for
consideration’ presupposes the existence of a direct link between the service provided and
the consideration received. In contrast to Simons, van Hilten (1999) argues that in the Apple
and Pear Development Council case consumption does in fact take place for VAT purposes.518 519
Scope of VAT
The scope of VAT is stipulated in Article 2 of the Sixth Directive which states that the following are subject to VAT:
a. the supply of goods or services effected for consideration within the territory of the
country by a taxable person acting as such;
b. the importation of goods.
514

See also sections 3.2.3 and 3.2.6 for more detailed description of the Mohr case.
P. 90.
516
Case C-154/80.
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In Apple and Pear Development Council national tax authorities refused to allow deduction for
the purposes of VAT input tax on services provided to Apple and Pear Development Council in connection with those activities funded by the mandatory charges imposed upon commercial growers of
apples and pears in England and Wales. Development Council’s functions relate essentially to advertising and the promotion and improvement of the quality of apples and pears grown in England and
Wales. The Development Council imposes on growers a mandatory annual charge at a rate not exceeding a specified amount in respect of each hectare of land planted with apple and pear trees or
specified amount in respect of every 50 apple or pear trees planted on a grower’s land. The charges
are levied to enable the Development Council to meet the expenses incurred in the exercise of its
functions. The ECJ stated in its judgment that no relationship exists between the benefits which individual growers obtain from the services provided by the Development Council and the amount of the
mandatory charges which they are obliged to pay. The ECJ argued that the charges, which are imposed by virtue not of a contractual but of a statutory obligation, are always recoverable from each
individual grower as a debt due to the Development Council, whether or not a given service of the
Development Council confers a benefit upon him. The ECJ stated that it follows that mandatory
charges of the kind imposed on the growers do not constitute consideration having a direct link with
the benefits accruing to individual growers as a result of the exercise of the Development Council’s
functions. The ECJ held that the exercise of the Development Council’s functions does not therefore
constitute a supply of services effected for consideration within the meaning of Article 2(1) of the
Sixth Directive.
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Moreover, transitional provisions (Article 28a) provide that the following are subject to
VAT:
a.
intra-Community acquisitions of goods for consideration within the territory of the
country by a taxable person or by a non-taxable legal person;
b.
intra-Community acquisitions of new means of transport effected for consideration
within the country by taxable persons or nontaxable legal persons;
c.
the intra-Community acquisition of goods which are subject to excise duties effected for consideration within the territory of the country by a taxable person or a
non-taxable legal person.
Territorial application of VAT
The common VAT system is based on the territoriality principle. The VAT is applied to the
supply of goods or services effected within the territory of the country by a taxable person
acting as such and to the importation of goods (Article 2 of the Sixth Directive). According
to Article 3 of the Directive the concept of ‘territory of the country’ is defined in Article 299
of the EC Treaty in respect of each Member State. Article 3 also lists the territories, which
are excluded from the territory of the country.

3.2.2 Taxable persons
Concept of ‘taxable person’ is defined in Article 4 of the Sixth Directive. It states that ‘taxable person’ means any person who independently carries out in any place any economic
activity520 (specified in paragraph 2 of the same Article), whatever the purpose or results of
that activity. Article 28a extends the concept of a taxable person to cover persons performing
an intra-Community supply of new means of transport.521 Article 4(4) specifies that use of
the word ‘independently’ in the definition of a taxable person intends to exclude employees
from an obligation to charge VAT on services provided to their employers. The same provision allows Member State to treat as single taxable person persons who are closely bound to
one another by financial, economic and organisational links, although they are legally independent. Thus, the Sixth Directive leaves to Member States discretion not to tax intra-group
supplies within the associated company.522
The economic activities are specified to comprise all activities of producers, traders and persons supplying services including mining and agricultural activities and activities of the professions. The exploitation of tangible or intangible property for the purpose of obtaining income therefrom on a continuing basis is also considered an economic activity.
Article 4(1) refers that the concept of ‘taxable person’ includes any economic activity ‘whatever the purpose or results’. According to the case law of the ECJ, Article 4 of the Sixth Directive confers a very wide scope on VAT; the term "exploitation", within the meaning of
Article 4(2), refers, in accordance with the requirements of the principle that the system of
VAT should be neutral, to all transactions, whatever their legal form, by which it is sought to
obtain income from the goods in question on a continuing basis.523 However, according to
520

Thus, any person may be taxable person and therefore be entitled to recovery of input VAT.
Whether a person is subject to European VAT depends on the performance of economic activities
within the territory as defined in Article 3 of the Sixth Directive. See Terra and Wattel (2001), p. 238.
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the case law of the ECJ certain activities fall outside the scope of the VAT. For example, a
person who makes supplies, which are in all cases free of charge, cannot be regarded as a
taxable person.524 Another example is an illegal transaction, such as the importation and supply of drugs525, and the importation of counterfeit currency notes.526
Some other judgments by the ECJ have had the effect of reducing the scope of the concept of
economic activity and consequently the scope of VAT. The ECJ has held that a holding company whose sole purpose is to acquire holdings in other undertakings, without involving itself directly or indirectly in the management of those undertakings, without prejudice to its
rights as a shareholder, cannot be regarded as a taxable person.527 That conclusion of the ECJ
is based in particular on the finding that the mere acquisition and holding of shares in a company is not to be regarded as an economic activity within the meaning of the Sixth Directive,
conferring on the holder the status of a taxable person.528 The ECJ has, furthermore, held that
the mere acquisition of financial holdings in other undertakings does not amount to the exploitation of property for the purpose of obtaining income therefrom on a continuing basis
because any dividend yielded by that holding is merely the result of ownership of the property.529 However, the Court has held that it is otherwise where the holding is accompanied by
direct or indirect involvement in the management of the companies in which the holding has
been acquired, without prejudice to the rights held by the holding company as shareholder.530
The Court held in its Floridienne judgment531 that involvement of that kind in the management of subsidiaries must be regarded as an economic activity within the meaning of Article
4(2) of the Sixth Directive, in so far as it entails carrying out transactions which are subject
to VAT by virtue of Article 2 of that directive. Thus, the mere involvement of a holding
company in the management of its subsidiaries without carrying out transactions subject to
VAT under Article 2 of the Sixth Directive cannot be regarded as an economic activity
within the meaning of Article 4(2) of the Sixth Directive.532 The ECJ argued that in the Floridienne case the amount of the dividend depended partly on unknown factors and that entitlement to dividends was merely a function of a shareholding, the direct link between the
dividend and a supply of services (even where the services were supplied by a shareholder
who was paid dividends), which is necessary if the dividends are to constitute consideration
for the services, did not exist.533 In its judgment in Floridienne, the ECJ stated that interest
524
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Floridienne, a holding company at the head of a group of companies operating in the chemicals,
plastics and agri-foodstuffs sectors, and Berginvest, an intermediary holding company at the head of
the plastics division, claimed that they were directly or indirectly involved in the management of their
subsidiaries, in particular by supplying them with administrative, accounting and information technology services and with loan finance. Furthermore, Floridienne and Berginvest received dividends from
their subsidiaries on their shares and interest on the loans. When they provide services to their subsidiaries, Floridienne and Berginvest carry out taxable transactions, in respect of which tax which has
been imposed on goods and services supplied to them is deductible. Their practice of deducting the
entirety of their input tax was called into question by the Belgian tax authorities, in particular on the
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paid by the subsidiaries to the holding company on loans it has made to them must not fall
within the scope of VAT, where the loan transactions do not constitute, for the purposes of
Article 4(2) of the Sixth Directive, an economic activity of the holding company.534
In EDM, the ECJ has held that activities, which consist in the simple sale of shares and other
securities, such as holdings in investment funds, do not constitute economic activities within
the meaning of the Sixth Directive.535
In BLP536, the ECJ held that Article 2 and Article 17 of the Sixth Directive are to be interpreted as meaning that, except in the cases expressly provided for by those articles, where a
taxable person supplies services to another taxable person who uses them for an exempt
transaction, the latter person is not entitled to deduct the input VAT paid, even if the ultimate
purpose of the transaction is the carrying out of a taxable transaction.537
In several other cases the ECJ has ruled on the issue on the scope of VAT. In the Régie Dauphinoise case, the ECJ held that interest received by a property management company on
investments, made for its own account, of sums paid by co-owners or lessees cannot be excluded from the scope of VAT, since the interest does not arise simply from ownership of the
asset but is the consideration for placing capital at the disposition of a third party.538 The ECJ
stated in Régie Dauphinoise that loan transactions are subject to VAT only if they constitute
either an economic activity of the operator within the meaning of Article 4(2) of the Sixth
Directive or the direct, permanent and necessary extension of a taxable activity, without,
however, being incidental to that activity within the meaning of Article 19(2) of the directive.539 According to the case law of the ECJ540, where a holding company makes capital
available to its subsidiaries, that activity may of itself be considered an economic activity,
consisting in exploiting that capital with a view to obtaining income by way of interest therefrom on a continuing basis, provided that it is not carried out merely on an occasional basis
and is not confined to managing an investment portfolio in the same way as a private investor and provided that it is carried out with a business or commercial purpose characterised
by, in particular, a concern to maximise returns on capital investment.
In its judgments in Rompelman541 and Gabalfrisa542, the ECJ held with regard to the question
of when a person becomes a taxable person, that initial investment expenditure incurred for
ground that some of the goods and services received were used in the collection of dividends and interest, an activity which the authorities consider to be exempt from VAT. Taking the view that the
interest on the loans made by Floridienne and Berginvest to their subsidiaries relates nevertheless to a
specific professional activity of a financial nature, the authorities reinstated it in the denominator of
the fraction used to calculate the general deductible proportion. By contrast, as regards the dividends,
only those paid by the subsidiaries which had actually received management assistance were included
in the income reinstated in the denominator of that fraction. See paragraphs 6-7 of the judgment of
the ECJ in Floridienne.
534
See paragraphs 21 and 32 of the judgment.
535
See Case C-77/01 (EDM).
536
Case C-4/94.
537
Paragraph 28 of the judgment.
538
Case C-306/94 (Régie Dauphinoise), paragraph 17.
539
See paragraph 18 of the judgment.
540
See Case C-155/94 (Wellcome Trust), paragraph 36; Case C-230/94 (Enkler v Finanzamt Homburg), paragraph 20; and Case C-142/99 (Floridienne), paragraph 28.
541
Case 268/83. The ECJ stated that the acquisition of a right to the future transfer of property
rights in part of a building yet to be constructed with a view to letting such premises in due course
may be regarded an economic activity within the meaning of Article 4 (1) of the Sixth Directive.
542
Case 147/98. The ECJ stated in its ruling that Article 17 of the Sixth Directive precludes national
legislation which makes the exercise of the right to deduct value added tax paid by a taxable person,
liable thereto before he starts regularly carrying out taxable transactions, conditional upon the fulfilment of certain non-proportionate requirements. The requirements in question include that of requiring the submission of an express request for such a right to deduct before the tax concerned becomes
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the needs of, and with the view to carrying on, an enterprise is considered an economic activity.543 However, the ECJ added that this does not preclude the tax administration from requiring the declared intention to be supported by objective evidence.544
In accordance with Article 4(5) of the Sixth Directive public bodies are considered nontaxable persons in respect of the activities or transactions if two conditions are met: (1) these
bodies are governed by public law, and (2) such activities are carried out under public authority. If VAT is not applied for activities performed by public bodies, the problem arises
that market conditions can be distorted if competing activities that are performed by private
bodies bear a higher tax burden. Therefore, Article 4(5) provides that public bodies are considered taxable persons if they engage in activities or transactions, where treatment of them
as non-taxable persons would lead to ‘significant distortions of competition’545 vis-à-vis the
private sector.546
In certain conditions the possibility of private competition is ruled out because of a monopoly position of a government body. Therefore, a number of activities are always taxable, regardless of the legal form of the undertakings or the presence of distortions of competition in
relation to the private sector. The Sixth Directive contains the list of activities in relation to
which the public bodies are ‘in any case’547 considered taxable persons. The list of these activities (in relation to which undertakings are considered taxable persons) is included in Annex D. This list includes, for example, telecommunications; the transportation of goods and
passengers; port and airport services; the running of trade fairs and exhibitions; warehousing;
the activities of travel agencies; the supply of water, gas, electricity and steam; the running
of staff shops, co-operatives, industrial canteens and similar institutions. As a minimum,
Member States should tax all the activities listed in Annex D. However, the use of the words
‘in any case’ in Article 4(5)548 indicates that Annex D does not contain an exhaustive list of
the activities in respect of which public bodies may be taxable.549 The ECJ has held that the
distinction between public and private activities has to be derived pursuant to the legal system applicable to public authorities under national law.550
due and compliance with a time-limit of one year between that submission and the actual commencement of taxable transactions.
543
See Terra and Wattel (2001), p. 239.
544
See Case 268/83 (Rompelman), in which the ECJ stated that ‘… this provision does not preclude
the tax administration from requiring the declared intention to be supported by objective evidence
such as proof that the premises which it is proposed to construct are specifically suited to commercial
exploitation.’
545
Article 4(5) of the Sixth Directive. The ECJ stated in its judgment in Case 231/87 (Carpaneto
Piacentino) that the second subparagraph of Article 4(5) of the Sixth Directive must be interpreted as
meaning that Member States are required to ensure that bodies subject to public law are treated as
taxable persons in respect of activities in which they engage as public authorities where those activities may also be engaged in, in competition with them, by private individuals, in cases in which the
treatment of those bodies as non-taxable persons could lead to significant distortions of competition.
546
See cases on access to roads on payment of a toll (Case C-276/97 (Commission v French Republic), Case C-358/97 (Commission v Ireland), Case C-359/97 (Commission v UK), Case C-408/97
(Commission v The Netherlands), and Case C-260/98 (Commission v Greece)).
547
Article 4(5) of the Sixth Directive.
548
The third indent of Article 4(5) of the Sixth Directive provides that ‘In any case, these bodies
shall be considered taxable persons in relation to the activities listed in Annex D, provided they are
not carried out on such a small scale as to be negligible.’
549
Farmer and Lyal (1994), p. 117.
550
In its judgment in Case 231/87 (Carpaneto Piacentino), the ECJ stated the following: ‘An analysis of the first subparagraph of Article 4(5) in the light of the scheme of the directive shows that it is
the way in which the activities are carried out that determines the scope of the treatment of public bodies as non-taxable persons. In so far as that provision makes such treatment of bodies governed by
public law conditional upon their acting "as public authorities", it excludes therefrom activities en-

125

HHarmonization in the field of VAT

The ECJ has interpreted the ‘distortion-of-competition’ criterion widely. If a public body has
a monopoly on the supply of certain services, it does not compete with private sector in a
formal sense. However, it can compete with the other types of businesses providing the
competing goods or services. For example, the post office may not compete with other letter
carriers, but it does compete with other forms of transportation and communications, such as
delivery services and newspapers. Hence, the services of the post office should be taxed.551

3.2.3 Taxable transactions
The concept of ‘taxable transactions’ includes supply of goods (Article 5 of the Sixth Directive), supply of services (Article 6), imports (Article 7), intra-Community acquisition of
goods, and means of transport (Article 28a).
3.2.3.1

Supply of goods

Article 5(1) defines ‘supply of goods’ as the transfer of the right to dispose of tangible property as an owner. The ECJ has held that ‘supply of goods’ in Article 5(1) of the Sixth Directive must be interpreted as meaning the transfer of the right to dispose of tangible property as
owner, even if there is no transfer of legal ownership of the property.552 In accordance with
the ECJ ruling in SAFE553, it is for the national court to determine in each individual case, on
the basis of the facts of the case, whether there is a transfer of the right to dispose of the
property as owner within the meaning of Article 5(1) of the Sixth Directive.
According to Article 5(2) tangible property includes electric current, gas, heat, refrigeration
and the like. Member States may also consider certain rights in rem and interests in immovable property as well as shares or interests equivalent to shares to be tangible property (Article 5(3)).554
Compulsory transfers for compensation, by order made by public authority or in pursuance
of the law, are also considered supplies of goods according to Article 5(4)(a). The term also
gaged in by them not as bodies governed by public law but as persons subject to private law. Consequently, the only criterion making it possible to distinguish with certainty between those two categories of activity is the legal regime applicable under national law.’ The ECJ added that ‘… the bodies
governed by public law referred to in the first subparagraph of Article 4(5 ) of the Sixth Directive engage in activities "as public authorities" within the meaning of that provision when they do so under
the special legal regime applicable to them. On the other hand, when they act under the same legal
conditions as those that apply to private traders, they cannot be regarded as acting "as public authorities". It is for the national court to classify the activity at issue in the light of that criterion.’ See paragraph 15 and 16 of the judgment.
551
Cnossen (1993), p. 97.
552
Case C-320/88 (SAFE). The ECJ argued in its judgment that ‘… it is clear from the wording of
this provision that "supply of goods" does not refer to the transfer of ownership in accordance with the
procedures prescribed by the applicable national law but covers any transfer of tangible property by
one party which empowers the other party actually to dispose of it as if he were the owner of the property. This view is in accordance with the purpose of the directive, which is designed inter alia to base
the common system of VAT on a uniform definition of taxable transactions. This objective might be
jeopardized if the preconditions for a supply of goods - which is one of the three taxable transactions varied from one Member State to another, as do the conditions governing the transfer of ownership
under civil law. Consequently, the answer to the first question must be that "supply of goods" in Article 5(1) of the Sixth Directive must be interpreted as meaning the transfer of the right to dispose of
tangible property as owner, even if there is no transfer of legal ownership of the property.’ See paragraphs 7-9 of the judgment.
553
Case C-320/88.
554
If Member States choose not to consider the transfer of certain rights in rem and interests in immovable property as well as shares or interests equivalent to shares as taxable supplies of goods, these
transfers are supplies of services. See Terra and Wattel (2001), p. 241.
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includes transfers by way of conditional sale or hire purchase arrangements, if ownership
must pass at the latest upon payment of the final instalment (Article 5(4)(b)). In addition, the
transfer of goods pursuant to a contract under which commission is payable on purchase or
sale, is considered to be supply of goods (Article 5(4)(c)). According to Article 5(6), the private use of goods or their application for non-business purposes is also treated as supplies
made for consideration, if the VAT on the goods in question or the component parts thereof
was wholly or partly deductible.555 The ECJ ruled in its judgment in De Jong556 that Article
5(6) of the Sixth Directive must be interpreted as meaning that, when a taxable person (a
building contractor) acquires land solely for his private use but erects on that land in the pursuit of his business a dwelling for his own use, only the house, and not the land, is to be regarded for the purposes of that provision as having been applied for his private use. The taxable amount will then be the value of the building alone and not that of the land.557

555

However, applications for the giving of samples or the making of gifts of small value for the
purposes of the taxable person’s business shall not be so treated (Article 5(6)).
556
Case C-20/91.
557
The facts of the case are the following. Mr de Jong, a building contractor, made an exempt purchase of a plot of land with a building on it. He then demolished the existing building and constructed
two dwellings, one for the purchaser on the part of the land that had sold to a third party, and the other
for himself on the other part of the plot. Mr de Jong deducted, by way of input tax, the VAT that had
been invoiced to him on the goods and services supplied for construction of the houses. When he put
one of these dwellings to private use, he recorded on his VAT return by way of liability to tax ("output
tax") an amount equal to the tax deducted ("input tax") on the goods and services used for the construction of the dwelling put to private use. However, the Netherlands tax administration considered
that, the taxable amount should include not only the value of the house but also the value of the land
on which it had been built, since the house and the surrounding land should be regarded as a single
supply of goods. Mr de Jong argued that the taxable amount was incorrectly determined and that the
land had always formed part of his private assets and had not become part of his business assets when
the house was built. The Netherlands Government contended that the construction of a dwelling on
land made available to the undertaking for that purpose gave rise, for the purposes of turnover tax, to a
new immovable property comprising the building and surrounding land. Consequently, it was that unit
resulting, in that form, from the pursuit of the taxable person' s business activity that the latter had
applied to his private use. On the other hand, the German Government and the Commission argued, on
the premise that the taxable person acquired the land for his private purposes and did not use it for
business purposes, that the land never formed part of the assets of the undertaking and cannot therefore have been applied to private use. They stated that the fact that a person engaged in business
builds, in his capacity as a taxable person, a dwelling for private use on land belonging to him personally does not have the effect of converting the land into a business asset. The ECJ ruled in its judgment that the taxation of land in those circumstances is not in conformity with the objective of equal
treatment pursued by Article 5(6) of the Sixth Directive, since it would cause the tax burden to vary
according to whether the building contractor built the house in pursuit of his business in the capacity
of a taxable person or acted in the capacity of an ordinary consumer by arranging for a third party to
build a house on his land. In the latter case, VAT would be payable under the Sixth Directive only on
the price paid for the house, but not on the price paid for the land. It follows that, regardless of
whether the land and the building are inseparable under national legislation, it is necessary to distinguish, for the purposes of Article 5(6) of the Sixth Directive, between the taxation of land which a
taxable person owns in his private capacity and the taxation of a building which the taxable person has
erected on that land in pursuit of his business. The ECJ held that the basis of assessment would be he
value of the building alone and not that of the land. The ECJ concluded that Article 5(6) of the Sixth
Directive is to be interpreted as meaning that, when a taxable person (a building contractor) acquires
land solely for his private use but erects on that land in the pursuit of his business a dwelling for his
own use, only the house, and not the land, is to be regarded for the purposes of that provision as having been applied for his private use. See paragraphs 3-21 of the judgment.
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Member States may also consider as supplies of goods the handing over of certain works of
construction (Article 5(5)). Article 5(7) contains some more options for taxable supplies (e.g.
the application of self-constructed goods for the purposes of business, the retention of goods
by a taxable person or his successors when he ceases to carry out a taxable economic activity
where the VAT on such goods became wholly or partly deductible upon their acquisition).
Article 5(8) provides that Member States may consider that a transfer of all or part of the
assets of a company does not constitute a supply of goods, and in that event the recipient
must be treated as the successor to the transferor.558 Where appropriate, Member States may
take the necessary measures to prevent distortion of competition in cases where the recipient
is not wholly liable to tax (Article 5(8)).
3.2.3.2

Supply of services

Supply of services is a residual category and is defined as any transaction, which does not
constitute a supply of goods. Such transactions may include assignments of intangible property; obligations to refrain from an act or to tolerate an act or situation; the performances of
services in pursuance of an order made by or in the name of a public authority or in pursuance of the law (Article 6(1)).
Sixth Directive provides for a broad application of the tax to all forms of consumption, as,
for example, a service may exist merely in ‘obligations to refrain from an act or to tolerate an
act or situation’559. However, in the cases Apple and Pear Development Council560 and
Mohr561 the ECJ considered that the imposition in the fruit-growing industry of a mandatory
charge to finance those activities and compensation received for the discontinuation of milk
production did not constitute supply of service. In its case law the ECJ has added some conditions to those laid down in the Sixth Directive for supplies to be considered taxable. In
cases Coöperatieve Aardappelenbewaarplaats562 and Apple and Pear Development Council563 the ECJ stated that for the provision of services to be taxable there must be a direct link
between the service provided and the consideration received (see also section 3.2.1). In the
Mohr case the Advocate General stated that for the provision of services to be taxable a
trader must supply goods or services for consumption by identifiable customers in return for
a price paid by the customer or by a third party.
In the Mohr case, the ECJ ruled on the question whether an undertaking to discontinue milk
production given by a farmer under a Community regulation fixing compensation for the
definitive discontinuation of such production constitutes a supply of services for the purposes of the Sixth Directive. Jürgen Mohr, the German farmer, received a grant as compensation for discontinuing milk production. The German national court referred the following
two questions to the ECJ for a preliminary ruling: (1) Does a farmer who is a taxable person
and definitively discontinues milk production thereby make a supply of services within the
meaning of Article 6(1) of Council Directive? (2) Is the compensation a taxable payment in
the sense of the Sixth Directive? The German tax administration (Finanzamt) submitted that
a milk producer who undertakes definitively to discontinue his production supplies a service
for consideration within the meaning of Articles 2 and 6(1) of the Directive. Thus, Finanzamt regarded this compensation as consideration received for a taxable supply and assessed
558

This provision prevents large amounts of VAT from becoming due that would be deductible anyway, but the VAT which is payable is not always collected by the Revenue, for example, in cases of
bankruptcy. See Terra and Wattel (2001), p. 242.
559
Article 6(1).
560
Case C-102/86.
561
Case C-215/94.
562
Case C-154/80.
563
Case C-102/86.
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it as being subject to VAT. German authorities stated in this regard that payment of compensation and an undertaking to discontinue milk production are mutually dependent, thus establishing the direct link between the service provided and consideration for it, as required by
the case law of the Court564. However, the ECJ found that interpretation of the Directive unacceptable. It recalled that, according to Article 2(1) of the First Council Directive VAT is a
general tax on the consumption of goods and services. However, in a Mohr case, there is no
consumption as envisaged in the Community VAT system. As the Advocate General Jacobs
notes at point 27 of his Opinion, by compensating farmers through the medium of the competent national authorities for the loss of income resulting from discontinuation of milk production,565 the Community did not acquire goods or services for its own use but acted in the
common interest of promoting the proper functioning of the Community milk market. In
those circumstances, the undertaking given by a farmer that he will discontinue his milk production does not entail either for the Community or for the competent national authorities
any benefit which would enable them to be considered consumers of a service. The undertaking in question does not therefore constitute a supply of services within the meaning of Article 6(1) of the Directive.
Advocate General also stressed that Mohr case is distinguishable from cases which, it has
been argued, are analogous, for example, the case where the vendor of a business gives an
undertaking to the purchaser not to set up business in competition; there the purchaser receives a service of personal benefit to him. It is also distinguishable from cases in which a
public authority is the direct recipient of a supply of goods or services which it uses for its
public activities, for example, where it obtains land by compulsory purchase for a roadbuilding scheme. In such case the public authority is a consumer as in a private transaction.
The German Government challenged the interpretation of the ECJ given in the judgment in
Mohr. In the Landboden-Agrardienste case566 the German Government argued that the subsidy to farmers for the extensification of potato production paid under a national scheme was
a payment for services. In their view, a farmer's act of limiting production or refraining from
marketing certain products is a service in its own right, separate from the supply of products
to consumers and entailing separate consideration. Furthermore, the German Government
argued that by requiring, in Mohr, that the public authority must acquire goods or services
for its own use, the Court added a condition not laid down in the Sixth Directive.567
564

Case C-154/80 (Coöperatieve Aardappelenbewaarplaats) and Case C-16/93 (Tolsma).
In accordance with Council Regulation (EEC) no. 1336/86 of 6 May 1986 fixing compensation
for the definitive discontinuation of milk production (OJ L 119/21, 8 May 1986).
566
Case C-384/95. The case concerned the question whether compensation for the extensification of
potato production paid under a national scheme is subject to turnover tax. The compensation was
granted to German undertaking (Landboden-Agrardienste) in return for a 20% reduction in its annual
potato production. The German tax authorities considered that the compensation should be included in
taxable amount. The taxpayer contended that compensation could not be regarded as payment for supply of services. It pointed out in particular that it was impossible to identify a specific recipient of the
service provided in return for the compensation payments.
567
See paragraph 16 of the judgment in Landboden-Agrardienste. The German Government also
states that ‘… the fact that VAT is a general tax on consumption cannot be used as a basis for determining whether there is a supply of services. For that purpose recourse should be had solely to the
wording of Article 6 of the Sixth Directive, from which it is apparent that any transaction which does
not constitute a supply of goods must be regarded as a supply of services when it is economic in nature and does not fall exclusively within the private sphere. The question of who benefits from a supply of services or of its economic impact is therefore entirely irrelevant to the meaning of that term.’
(Paragraph 17 of the judgment in Landboden-Agrardienste). According to the German Government,
this case is concerned with an exchange transaction, because the farmer is paid for a specific service.
The German Government argues that ‘The link between the service supplied and the compensation is
so close that the attachment between the payment and the service cannot be regarded as purely technical. Since the public authority pays compensation only if production is reduced, the related obligation
565
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The ECJ was not convinced and argued that only the nature of the undertaking given is to be
taken into consideration when determining whether a payment made by a public authority
constitutes consideration for a supply of services for the purposes of the Sixth Directive: for
such an undertaking to be covered by the common system of VAT it must imply consumption.568 The ECJ held that a transaction such as that at issue in Landboden-Agrardienste,
namely the undertaking given by a farmer to reduce production, did not give rise to any consumption. The ECJ, furthermore, argued that the farmer does not provide services to an identifiable consumer or any benefit capable of being regarded as a cost component of the activity of another person in the commercial chain. The ECJ concluded that since the undertaking
given by a farmer to reduce production does not entail either for the competent national authorities or for other identifiable persons any benefit which would enable them to be considered to be consumers of a service, it cannot be classified as a supply of services within the
meaning of Article 6(1) of the Sixth Directive.
Article 6(2)(a) and (b) of the Sixth Directive stipulates that use of goods or services carried
out free of charge for non-business purposes must be treated as supplies of services for consideration.569 Member States may derogate from these provisions provided that such derogation does not lead to distortion of competition. The ECJ has held that 6(2)(a) of the Sixth
Directive is designed to prevent the non-taxation of business goods used for private purposes
and therefore that provision requires the taxation of the private use of such goods only where
the tax paid on their acquisition was deductible.570 According to the judgment of the ECJ in
Kühne571, Article 6(2)(a) must be interpreted as precluding taxation of the depreciation of
business goods in respect of their private use where the VAT on such goods was not deductible because they were purchased from a non-taxable person. Taxation of the depreciation of the goods is also prohibited where, although the taxable person was not able to deduct
the VAT in respect of the supply of the goods to him, he was none the less able to deduct the
VAT on the supplies of goods and services which he sought and obtained from other taxable
persons for the maintenance or use of the goods. In such a case, it is allowed to tax the expenses incurred for the maintenance and use of the goods, since such a solution avoids not
only the double taxation of the goods themselves but also the non-taxation of final use.572 In
constitutes a supply of services for consideration. Nor does it really matter whether the recipient of the
service is the public at large or the authority as representative of the public at large, since that is not
one of the factors laid down by Articles 2, 6 and 11 of the Sixth Directive.’ (Paragraph 18 of the
judgment in Landboden-Agrardienste).
568
Paragraph 20 of the judgment.
569
Article 6(2)(a) and (b) reads as following: ‘The following shall be treated as supplies of services
for consideration:
(a) the use of goods forming part of the assets of a business for the private use of the taxable person
or of his staff or more generally for purposes other than those of his business where the value added
tax on such goods is wholly or partly deductible;
(b) supplies of services carried out free of charge by the taxable person for his own private use or
that of his staff or more generally for purposes other than those of his business.’
570
See Case 50/88 (Kühne), paragraph 8.
571
Case 50/88.
572
See judgment of the ECJ in Case 50/88 (Kühne). Dr Kühne, who as a lawyer is a taxable person
for VAT purposes, bought from a private person, who was therefore a non-taxable person, a secondhand business car which was also used for his private purposes. The German tax authorities charged
VAT on the car in respect of its depreciation in proportion to the private use made of it by Dr Kühne.
Dr Kühne challenged the tax assessment and claimed that since he had been unable to deduct the VAT
on the car, if tax were charged on the depreciation of the car by reason of his private use turnover tax
would be levied twice, which would be contrary to the VAT system. The ECJ was referred for a preliminary ruling to find out whether Article 6(2)(a) of the Sixth Directive precludes taxation of the depreciation of business goods in respect of their private use where the VAT on such goods was not deductible because they were purchased from a non-taxable person. The ECJ was also asked whether
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addition, the ECJ has held in its judgment in Mohsche573 that the taxation of private use is
not allowed where the use includes services on which the VAT was not deductible.574 Moreover, self-supply of service may be treated as supply of service for consideration if the VAT
on such a service, had it been supplied by another taxable person, would not be wholly deductible (Article 6(3)).575
If a taxable person acting in his own name but on behalf of another takes part in a supply of
services, he shall be considered to have received and supplied those services himself (Article
6(4)).
Article 5(8) allows Member States to choose whether or not to tax the transfer of all or part
of the assets of a company. In most of the Member States such a transfer of a business is
treated as a non-taxable event.
3.2.3.3

Imports

‘Importation’ of goods is defined in Article 7 as the entry into the EU of goods that are not of
the EU origin. The chargeable event is constituted by the entry of the goods into the territory
of a Member State, or rather the release for free circulation of the goods by the customs authorities. The place of importation is normally the Member State in which the goods first
enter the EU. However, in cases when goods enter the EU under arrangements for temporary
VAT on goods is considered partly deductible within the meaning of Article 6(2)(a) where, although
the taxable person was not able to deduct the VAT in respect of the supply of the goods to him, he was
none the less able to deduct the VAT on the various goods and services supplied by other taxable persons for the use and maintenance of the goods. The ECJ held that since a taxable person is not permitted to deduct the residual tax on business goods purchased second-hand from a non-taxable person,
the VAT on such goods must be considered not to be deductible for the purposes of Article 6(2)(a)
and no tax may therefore be levied under that provision on the depreciation of the goods in respect of
their private use. Such taxation of business goods on which the residual tax was not deductible would
lead to double taxation contrary to the principle of fiscal neutrality which is inherent in the common
system of value-added tax, of which the Sixth Directive forms part. In respect to the second question,
the ECJ stated that Article 6(2)(a) provides that the private use of business goods may be taxed only if
the VAT on the goods themselves, and not the expenses incurred for their use and maintenance, was
deductible. Thus, taxation of the private use is prohibited even if taxable person was able to deduct the
value-added tax on the goods or services which he sought and obtained from other taxable persons for
the maintenance or use of the goods on which the VAT was not deductible. See judgment of the ECJ
in Kühne, paragraph 7-15.
573
Case C-193/91.
574
Mr Mohsche, a tool manufacturer, used for private purposes a motorcar belonging to his business. In assessing the value added tax payable, the tax authorities included in the taxable amount a
sum corresponding to the provision for depreciation of the vehicle and a percentage of certain expenses incurred for the use and maintenance of the vehicle. The ECJ was referred for a preliminary
ruling and asked whether Article 6(2) of the Sixth Directive prohibits taxation of the private use of
goods forming part of the assets of a business upon whose acquisition the taxable person was able to
deduct the VAT, in so far as such use also includes services which the taxable person received without
deduction of input VAT from third parties for the maintenance or use of the goods. The ECJ held that
Article 6(2)(a) must be interpreted as precluding taxation of the private use of goods forming part of
the assets of a business upon whose acquisition the taxable person was able to deduct the value added
tax in so far as such use also includes services which the taxable person received without deduction of
input tax from third parties for the maintenance or use of the goods. See Case C-193/91 (Mohsche),
paragraph 15.
575
Article 6(3) reads as following: ‘In order to prevent distortion of competition and subject to the
consultations provided for in Article 29, Member States may treat as a supply of services for consideration the supply by a taxable person of a service for the purposes of his undertaking where the value
added tax on such a service, had it been supplied by another taxable person, would not be wholly deductible.’
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importation with total exemption from import duty or under transit arrangements, the place
of import is the Member State within the territory of which these goods cease to be covered
by those arrangements (e.g. the transit procedure is completed).
3.2.3.4

Intra-Community acquisitions of goods

‘Intra-Community acquisition of goods’ means acquisition of the right to dispose as owner of
movable tangible property dispatched or transported to the person acquiring the goods by or
on behalf of the vendor or the person acquiring the goods to a Member State other than that
from which the goods are dispatched or transported (Article 28a(3)).
As a general rule, supplies of goods by taxable persons in one Member State to taxable persons in another Member State are exempted from VAT (Article 28c) and corresponding intra-Community acquisitions of goods by taxable persons and non-taxable legal persons are
taxable in the country of destination (Article 28a). The right of deduction is granted to the
intra-Community acquisitions if the goods are used for activities for which a right to deduction exists.
3.2.3.5

Means of transport

Generally, all supplies of goods to another Member State are exempted from VAT provided
that the acquirer has a certain status. In case of new means of transport, supplies are exempt
regardless of the status of the acquirer or the vendor.576

3.2.4 Place of taxable transactions
Title VI of the Directive deals with the common definition of the place of supply and lays
down the common rules for determination of a country that is entitled to impose the VAT.
Article 8 specifies the rules for supply of goods and Article 9 for the supply of services.
3.2.4.1

Goods

Generally, the place of supply of goods in the case of goods not dispatched or transported is
deemed to be the place where the goods are when the supply takes place (Article 8(1)(b)). In
the case of goods dispatched or transported, the place of supply of goods is deemed to be the
place where the goods are at the time when dispatch or transport begins (Article 8(1)(a)). If
the goods are installed or assembled by or on behalf of the supplier, the place of supply is
deemed to be the place where the goods are installed or assembled (Article 8(1)(a))577. In the
case of goods supplied on board of ships, aircraft or trains during the part of a transport of
passengers effected in the Community: at the point of the departure of the transport of passengers (Article 8(1)(c)).
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Article 28a(2)(a) of the Sixth Directive stipulates that the following is considered to be a ‘means
of transport’: vessels exceeding 7,5 metres in length, aircraft the take-off weight of which exceeds
1550 kilograms and motorized land vehicles the capacity of which exceeds 48 cubic centimetres or the
power of which exceeds 7,2 kilowatts, intended for the transport of persons or goods. In order not to
be considered as ‘new’ means of transport, both of the following conditions must be simultaneously
fulfilled: (1) they must be supplied more than three months after the date of first entry into service.
However, this period shall be increased to six months for the motorized land vehicles; (2) they must
have travelled more than 6 000 kilometres in the case of land vehicles, sailed for more than 100 hours
in the case of vessels, or flown for more than 40 hours in the case of aircraft.
577
Article 8(1)(a) stipulates that in cases where the installation or assembly is carried out in a Member State other than, that of the supplier, the Member State within the territory of which the installation or assembly is carried out shall take any necessary steps to avoid double taxation in that State.
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In the cases of purchases by private individuals the place of taxable transaction is generally
the country of purchase. However, several exceptions apply to this general rule. In case of
the purchases by distance sales578 the place of taxable transaction is the country of consumption (destination principle applies). This rule applies to firms who make a taxable supply
over certain threshold.579 In the cases where intra-EU acquisitions below a threshold of EUR
10.000 per year are made by companies or individuals whose own supplies are VAT exempt
and who do not have right for deduction, the same rules as for ordinary private consumers
apply to them. As an effect, the purchases below a threshold of EUR 10.000 by taxable persons not entitled to deduct VAT, flat-rate scheme farmers, and non-taxable legal persons are
taxed in the country of purchase, unless the purchase is based on a distance sale. Purchases
by final consumers of new means of transport are subject to VAT in the country of registration.
3.2.4.2

Services

The general rule with regard to the place of services is provided in Article 9(1), which stipulates that it is deemed to be the place where the supplier has established his business or has a
fixed establishment from which the service is supplied or, in the absence of such a place of
business or fixed establishment, the place where he has his permanent address or usually resides. The place of the supply of services connected with immovable property, such as the
services of estate agents and of architects, is deemed to be the place where the property is
situated. The place where transport services are supplied is deemed to be the place where
transport takes place, having regard to the distances covered. With regard to valuations of
movable tangible property or work on movable tangible property, which includes contract
work that is treated as services based on the Second Simplification Directive, the same Directive provides that these services are deemed to take place where the VAT identification
number of the customer of the services has been issued, provided the goods in question are
dispatched or transported out of the Member State where the services were physically carried
out. When the place of supply is shifted to the place where the customer’s VAT number has
been issued, the VAT liability is also shifted to the customer.580 The place of supply of certain services rendered to customers established outside the Community or for taxable persons
established in the Community, but not in the same country as the supplier, is where the customer has his business or resides (Article 9(2)(e)). When the services are rendered from outside the EC to a taxable person within a Member State the place of supply is within that
Member State. The list of the so-called Article 9(2)(e) services to which this provision applies includes for example legal services, advertising, engineering, consulting, accounting,
data processing, banking, insurance, and other financial services as well as the hiring out of
movable tangible property other than means of transport, the services of agents who act in
the name and for the account of another, procuring the above-mentioned services, telecommunication services, radio and television broadcasting services, and electronically supplied
services. Article 9(2)(f) provides that in case of the radio and television broadcasting services, and electronically supplied services the place of supply when those services are performed for non-taxable persons who are established, have their permanent address or usually
reside in a Member State, by a taxable person who has established his business or has a fixed
578

Sales by mail order, teleshopping, and any other sale when the goods are transported to the customer in another Member State
579
The destination principle is not applied when the total value of supplies does not exceed EUR
100 000 in current or previous year (see Article 28b (B) of the Sixth Directive). Member States may
limit the threshold to EUR 35 000 (see Article 28b (B)(2) of the Sixth Directive). Article 28b (B) (3)
of the Sixth Directive provides that vendors may opt for taxation in a Member State of destination
notwithstanding the threshold.
580
Terra and Wattel (2001), p. 247.
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establishment from which the service is supplied outside the Community or, in the absence
of such a place of business or fixed establishment, has his permanent address or usually resides outside the Community, shall be the place where the non-taxable person is established,
has his permanent address or usually resides.581 According to Article 9(3) Member States
may, in order to avoid double taxation, non-taxation or the distortion of competition, derogate from Article 9(2)(e) with regard to the hiring out of forms of transport and also with
regard to the supply of services referred to in Article 9(2)(e), except for the radio and television broadcasting services, and electronically supplied services when supplied to non-taxable
persons.582 Article 9(4) provides that in the case of telecommunications services and radio
and television broadcasting services when performed for non-taxable persons who are established, have their permanent address or usually reside in a Member State, by a taxable person
who has established his business or has a fixed establishment from which the service is supplied outside the Community, or in the absence of such a place of business or fixed establishment, has his permanent address or usually resides outside the Community, Member
States must consider the place of supply of services as being within the territory of the country where the effective use and enjoyment of the services take place within the territory of
the country. When the place of supply of the so-called Article 9(2)(e) services is deemed to
be in a Member State other than the one where the supplier of the service is established, or
when the supplier is established outside the Community, the recipient of the service becomes
liable for the VAT.

3.2.5 Chargeable event and chargeability of tax
The chargeable event, that is the event by occurrence of which the tax authority becomes
entitled to claim the tax from the person liable to pay, takes place at a moment when the
goods are delivered or the services are performed (Articles 10(1) and 10(2)). However, if a
payment is due before the goods are delivered or the services are performed, the tax becomes
chargeable on receipt of the payment and on the amount received (Article 10(2)).583
In case of imported goods, the chargeable event occurs and the tax becomes chargeable when
the goods enter the territory of the EU. However, if goods are placed under warehousing or
transit arrangements, the chargeable event occurs and the tax becomes chargeable when
these procedures are completed.
In case of intra-Community acquisitions, the chargeable event occurs when the acquisition of
goods is effected. The tax becomes chargeable on issuance of the invoice or, at the latest, on
the fifteenth day of the next month after the acquisition has been effected (Article 28d).

581

See section 2.3.5.2 and 3.2.11 for more detailed discussion concerning VAT on e-commerce
transactions.
582
More specifically, Member States may according to Article 9(3) consider:
the place of supply of services, which under this Article would be situated within the territory of the
country, as being situated outside the Community where the effective use and enjoyment of the services take place outside the Community;
the place of supply of services, which under this Article would be situated outside the Community, as
being within the territory of the country where the effective use and enjoyment of the services take
place within the territory of the country.
583
By way of derogation from the above provisions, Member States may provide that the tax becomes chargeable, for certain transactions or for certain categories of taxable person either:
• no later than the issue of the invoice or of the document serving as invoice; or
• no later than receipt of the price; or
• where an invoice or document serving as invoice is not issued, or is issued late, within a specified period from the date of the chargeable event.
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3.2.6 Taxable amount
The general rule is that VAT should be charged as a percentage of the taxable amount. Article 11 distinguishes between domestic supplies and imported goods. For domestic supplies
taxable amount is defined in Article 11(A)(1)(a) as everything, which constitutes the consideration, which has been or is to be obtained by the supplier from the purchaser, the customer
or a third party for such supplies.584 Article 11(A)(1)(a) also stipulates that taxable amount
includes subsidies directly linked to the price. From this provision it follows that subsidies
must be included in the taxable amount.
However, in the Mohr case the ECJ ruled that the compensation received for the discontinuation of milk production is not taxable under Article 11(A)(1)(a) of the Sixth Directive since
no consumption could be distinguished. The ECJ argued that no consumption occurred because by compensating farmers for the loss of income as a result of ceasing milk production
the public authorities did not acquire goods or services for their own use, but instead acted in
the common interest. According to Simons, the ECJ judgement in the Mohr case overruled
Article 11(a)(1) of the Sixth Directive which includes subsidies in the taxable amount.585
Simons argues that subsidies do not belong to the scope of VAT because an indirect general
consumption tax is levied at the supplier but is deemed to be borne by the consumer. In cases
of public services such as public transport, subsidised culture, social housing, etc., the consumption tax has to be paid over by the consumers; therefore, government grants to achieve
artificial market level should remain outside the scope of a VAT.586
Van Hilten does not, however, presume to conclude from the Mohr case that all subsidies are
non-taxable.587 He argues that such a conclusion would not accord with the legal character of
VAT as a general tax: all consumption should be taxed, irrespective who pays, and the tax
should be based on the total level of consumption. Van Hilten supposes that the ECJ intended to contrast the individual’s ‘own’ interest with the collective ‘general’ interest. Consumption and, therefore, taxation do not occur in the latter cases because the activity for
which the subsidy has been granted does not result in consumption by an identifiable individual(s).588
In the case of internal use or non-business use of goods and services, the purchase price or
the cost price is applied as a taxable amount.589 In the case of self-supplies, the open market
value is applicable.590
The taxable amount includes taxes, duties, levies and charges, and incidental expenses such
as commission, packing, transport and insurance costs charged by the supplier. The taxable
amount does not include price reductions by way of discount for early payment, price discounts and rebates, also certain kind of repayments entered in a suspense account.
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However, in the Tolsma case the voluntary payments of by-passers to a organ-grinder were not
treated as consideration for a (contractually) rendered service because of direct link between supply
and expenditure (consideration for supply of services) was deemed to be lacking.
585
See Simons (1996), pp. 89-90.
586
Ibid, pp. 89-90.
587
See Van Hilten (1999), p. 5.
588
Ibid, pp. 5-6.
589
Article 11(A)(1)(b) of the Sixth Directive provides that in respect of private use of goods or their
application for non-business purposes, the purchase price of the goods or of similar goods or, in the
absence of a purchase price, the cost price, determined as the time of supply is applied as a taxable
amount. Article 11 (A) (1) (c) of the Sixth Directive provides that in respect of use of services for nonbusiness purposes the full cost to the taxable person of providing the services is applied as a taxable
amount.
590
See Article 11(A)(1)(d) of the Sixth Directive.
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Directive 94/5/EC591 inserted a new Article 26a, which contains special rules applicable to
second-hand goods, works of art, collectors’ items and antiques effected by taxable dealers if
those goods were supplied to the dealer otherwise than by way of taxable supply. Purchases
for resale by traders from private individuals, businesses that have no possibility to deduct
VAT on their purchases and non-taxable persons will be subject to so-called ‘margin
scheme’. The taxable amount of the supplies of goods by a taxable dealer is the profit margin
made by the taxable dealer, less the amount of VAT relating to the profit margin. That profit
margin must be equal to the difference between the selling price charged by the taxable
dealer for the goods and the purchase price. The margin scheme results in payment of VAT
when the difference between the selling price and purchase price is positive. When this difference is negative, no VAT is due and no VAT is refunded on the negative margin.592
Derogation for this ‘margin scheme’ is introduced by Article 26a(C), namely, for sales by
public auction. Member States may use the special taxable amount of supplies of secondhand goods, works of art, collectors’ items or antiques effected by an organiser of sales by
public auction, acting in his own name, pursuant to a contract under which commission is
payable on the sale of those goods by public auction.
In the case of travel agents, the taxable amount is travel agent’s margin, namely, the difference between the total amount to be paid by the traveller, exclusive of VAT, and the actual
cost to the travel agent of supplies and services provided by other taxable persons where
these transactions are for the direct benefit of the traveller.
In respect of second hand cars, the Sixth Directive allows Member States to continue various
different national systems of taxation. Directive also harmonises the definition of secondhand cars.
Article 28e stipulates that in the case of intra-Community acquisitions the taxable amount is
determined according to Article 11(A), it means that the same conditions apply to these acquisitions as for supplies of goods and services within the territory of the country. In the case
of fictitious acquisitions the taxable amount is determined in accordance with the provisions
of self-supplies, i.e. the taxable amount is the purchase price of the goods or of similar goods
or, in the absence thereof, the cost price determined at the time of the supply.593
In the case of imported goods, the taxable amount is the value of the goods for customs purposes, determined in accordance with the Community provisions in force. According to the
EC Treaty, Member States should impose the tax on imports in the same way as it is imposed on similar domestic products. Taxes, duties, levies and other charges due outside the
importing state and those due by reason of importation as well as incidental expenses incurred up to the first place of destination within the territory of the importing state are included in the taxable amount.

3.2.7 Exemptions
A distinction should be made between domestic exemptions, exemptions on importation,
those on exportation, and exemptions relating to international goods traffic. In the case of
exemptions within the territory of the country no right of deduction arises. By contrast, in the
case of three other types of transactions the exemption is accompanied with a right of deduction, therefore, these transactions are, in effect, zero-rated. It follows that the exemption from
taxation is not always an advantage because if persons making exempt transactions have no
possibility to deduct input tax, they bear the tax burden.
591

Council Directive 94/5/EC of 14 February 1994 supplementing the common system of value
added tax and amending Directive 77/388/EEC - Special arrangements applicable to second-hand
goods, works of art, collectors' items and antiques, OJ L 060, 03/03/1994, pp. 16 – 24.
592
See Terra and Wattel (2001), p. 256.
593
See Terra and Wattel (2001), p. 258.
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3.2.7.1

Exemptions within the Territory of the Country

The treatment of exemption without the right to deduction was applied to many types of supply when the Sixth Directive was adopted in 1978 either because, as in the case of services
of the types provided by the public sector or which are classified as being provided for the
general good of society (public postal services, activities of public broadcasting organisations, etc.), taxation was not considered appropriate or, as in the case of real estate, some financial and insurance services, and telecommunications no satisfactory technique for taxing
them could be found.594 Article 13 distinguishes between two categories of exemptions: Article 13(A) deals with certain activities exempted in the public interest, and Article 13(B)
with other exemptions. The former list of activities includes the postal and telecommunication services,595 medical and dental services, various social, cultural, and educational services, the supply of services and of goods related to the protection of children and young
persons, certain charitable, religious and other non-profit activities, as well as noncommercial radio and television activities. The other exemptions include insurance and reinsurance transactions, the leasing or letting of immovable property, financial and banking
transactions596, the supply at face value of postage stamps, betting, lotteries and other forms
of gambling, and the transactions related to buildings or land. The sale and rental of immovable property is, as a general rule, exempted, however, new residential construction as well
as alteration and maintenance of existing buildings, are taxable.
Taxable persons are not allowed a right of option for taxation except in cases of letting and
leasing of immovable property, the supply of buildings and certain financial and banking
transactions.
During the transitional period Member States may under certain conditions continue to subject to tax the transactions exempt under the Directive (these transactions are listed in Annex
E to the Directive), to continue to exempt the activities set out in Annex F which should be
taxed, or to grant to taxable persons the option for taxation of exempt transactions under the
conditions set out in Annex G.
The same exemptions as for domestic supplies also apply for intra-Community acquisitions.
3.2.7.2

Exemptions on importation

Article 14 provides that Member States must exempt (with the right to deduction) final importation of goods of which the supply by a taxable person is in all circumstances exempted
within the country. It means that the same exemptions, which apply for domestic goods and
services, should also be applied for importation.
If goods qualify for exemption from customs duties other than as provided for in the Common Customs Tariff, Member States should also grant the same exemption for final importation of those goods. This provision intends to ensure that the same exemptions are applied
for VAT and customs purposes. However, Member States may not to grant the exemption
where this would be liable to have a serious effect on conditions of competition. In addition,
Articles 14(1)(b) until (j) of the Sixth Directive list various other exemptions. The supply of
594

See Commission (1996b).
In many EC countries the exemption for telecommunication is abolished and the exemption for
postal services in discussion (because of the introduction of competition within Member States).
596
The Sixth Directive distinguishes between ‘core’ services and ‘secondary’ (or ‘complementary’)
services. The ‘core’ services are exempt from VAT and they include transactions in money, stocks
and other securities, the operation of current or deposit accounts, lending money or advancing credit,
and the management of special investment funds. Taxable secondary services include financial advice,
debt collection and the keeping of securities. If the complementary services would be also exempted,
financial institutions would be induced to provide these services ‘in-house’ rather than purchasing
them from specialized traders. See Cnossen (1998a), p. 9.
595
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services, in connection with the importation of goods, is exempted, but the value of such services is included in the taxable amount (Article 14(1)(i)).
3.2.7.3

Exemptions related to exports, international transport and international goods
traffic

According to Article 15 both exports as well as international transport are exempted from
VAT. ‘Exports’ means the supply of goods dispatched or transported to a destination outside
the Community by or on behalf of the vendor. ‘International transport’ means transport to a
third country and not intra-Community transport. Moreover, the exemption is applied in the
case of supplies made at the retail stage of goods to be carried in the personal luggage of
travellers. That exemption is subject to the condition that the traveller is not established
within the Community, that the goods are transported to a destination outside the Community before the end of the third month following that in which the supply was made, and that
the total value of the supply, including VAT, is more than EUR 175. Furthermore, the exemption is granted when intra-Community supplies are followed by an intra-Community
acquisition i.e. if the supplies are made to taxable persons (Article 28(c)).
Article 16 introduces additional exemptions related to international goods traffic. These exemptions are linked to different kind of customs formalities, like transit, placements of goods
in temporary storage, a free zone or in a free warehouse, customs warehousing or inward
processing arrangements.

3.2.8 Deductions
The right for input tax credit arises at the time when the deductible tax becomes chargeable597, i.e. at the same time as the VAT on the purchase of the input becomes due (when the
input tax is invoiced by another entrepreneur or when the goods are delivered or the services
are performed, or when the payment is received).
Article 17(2) provides that the right to deduction or refund of the VAT is restricted to goods
and services used for the purposes of taxable transactions. The taxable person is entitled to
deduct from the tax, which he is liable to pay in respect of his supplies the tax invoiced to
him by another taxable person (Article 17(2)(a)). The taxable person may also deduct the tax
invoiced to him on acquired goods or imported goods (Article 17(2)(b). In addition, taxable
person has a right to deduct the tax due in cases of internal use and self-supply (Article
17(2)(c)). Taxable person also has the right to a deduction or refund in so far as the goods
and services are used for the purposes of economic activities carried out in another country
(including Member States), which would be eligible for deduction of tax if they had occurred
in the territory of the home country (Article 17(3)). The same article also offers a right of
deductibility when goods and services are used in connection with certain VAT exempt activities that are performed for non-EU customers, or for export transactions.598 For other
VAT exempt activities within the territory, the input VAT is not deductible.
If the expenditure is not strictly business expenditure, taxable person is not entitled to deduct
it. In addition, the expenditures, which were non-deductible according to the national laws of
the Member States when the Directive came into force, may not be deducted.
The ECJ has ruled on several occasions on the subject of deductibility of certain financial
transactions. In Polysar599, the ECJ held that a holding company whose sole purpose is to
acquire holdings in other undertakings, without involving itself directly or indirectly in the
management of those undertakings, without prejudice to its rights as shareholder, does not
597

See also section 3.2.5 about chargeable event and chargeability of tax.
As a general rule, no deduction is permitted for goods and services supplied based on Article 13
(exempt transactions), or those used for non-business purposes.
599
Case C-60/90.
598
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have the status of a taxable person for the purposes of VAT and therefore has no right to deduct tax under Article 17 of the Sixth Directive. The ECJ stated that ‘… the mere acquisition
of financial holdings in other undertakings does not amount to the exploitation of property
for the purpose of obtaining income therefrom on a continuing basis because any dividend
yielded by that holding is merely the result of ownership of the property. It is otherwise
where the holding is accompanied by direct or indirect involvement in the management of
the companies in which the holding has been acquired, without prejudice to the rights held
by the holding company as a shareholder.’600
In BLP601, the ECJ held that Article 2 and Article 17 of the Sixth Directive are to be interpreted as meaning that, except in the cases expressly provided for by those directives, where
a taxable person supplies services to another taxable person who uses them for an exempt
transaction, the latter person is not entitled to deduct the input VAT paid, even if the ultimate
purpose of the transaction is the carrying out of a taxable transaction.602 The ECJ argued that
the wording of those provisions shows that to give rise to the right to deduct, the goods or
services in question must have a direct and immediate link with the taxable transactions, and
that the ultimate aim pursued by the taxable person is irrelevant in this respect.
Determination of deductible proportion
In the cases where a taxable person uses goods and services both for deductible and nondeductible603 transactions, only the proportion of input tax that is attributable to the former is
deductible (Article 17(5)). The deductible proportion is determined on an annual basis.
When in a given tax period, the amount of deductions exceed the amount of tax due, Member States may either pay a rebate or carry the excess forward to the following period.
Article 19 provides for calculation method (the so-called ‘pro-rata method’) to determine the
deductible proportion. By virtue of Article 19(1), the proportion deductible is made up of a
fraction having as numerator, the total amount, exclusive of VAT, of turnover per year attributable to transactions in respect of which VAT is deductible and, as denominator, the total amount, exclusive of VAT, of turnover per year attributable to transactions included in
the numerator and to transactions in respect of which VAT is not deductible.
The ECJ has specified in various judgments the rules governing the determination of the deductible proportion.
In Sofitam604, the ECJ held that Article 19(1) of the Sixth Directive must be interpreted as
meaning that share dividends received by an undertaking which is not subject to VAT in respect of the whole of its transactions are to be excluded from the denominator. The ECJ argued that since the receipt of dividends is not the consideration for any economic activity
within the meaning of the Sixth Directive, it does not fall within the scope of VAT, so that
dividends resulting from holdings fall outside the deduction entitlement.605
600

Paragraphs 13-14 of the judgment.
Case C-4/94.
602
Paragraph 28 of the judgment.
603
Exempt or non-business transactions.
604
Case C-333/91.
605
Satam, a holding company, deducted, from the VAT which it was liable to pay, the whole of the
VAT charged on the goods and services which it had acquired during the same tax period. Having
established that the revenue received by Satam included, on the one hand, various proceeds subject to
VAT and, on the other hand, dividends not subject to VAT, the French tax authority took the view that
Satam should have deducted VAT on goods and services acquired by it only up to the percentage resulting from the ratio between the amount of its taxable receipts and the annual amount of its total
receipts, including the dividends which it had received. The tax authority therefore claimed from Satam additional VAT resulting from the reduction in its deduction entitlement. Satam objected to that
claim and maintained that the dividends were not to be included in the deductible proportion. Satam
argued that the total annual amount to be included in the denominator in accordance with Article 19
601
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In Cibo606, the ECJ held referring to the Floridienne case that the involvement of a holding
company in the management of companies in which it has acquired a shareholding constitutes an economic activity within the meaning of Article 4(2) of the Sixth Directive where it
entails carrying out transactions which are subject to VAT by virtue of Article 2 of that directive, such as the supply by a holding company to its subsidiaries of administrative, financial, commercial and technical services. The ECJ thus stated that expenditure incurred by a
holding company in respect of the various services which it purchased in connection with the
acquisition of a shareholding in a subsidiary forms part of its general costs and therefore has,
in principle, a direct and immediate link with its business as a whole. Thus, if the holding
company carries out both transactions in respect of which VAT is deductible and transactions in respect of which it is not, it follows from the first paragraph of Article 17(5) of the
Sixth Directive that it may deduct only that proportion of the VAT which is attributable to
the former. In its judgment in Floridienne607, the ECJ stated that interest paid by the subsidiaries to the holding company on loans it has made to them must be excluded from the denominator of the fraction used to calculate the deductible proportion, where the loan transactions do not constitute, for the purposes of Article 4(2) of the Sixth Directive, an economic
activity of the holding company.608
Based on Article 17(4)609, the Eighth Directive610 and the Thirteenth Directive611 were
adopted, which provide the arrangements for refund of VAT to taxable persons not established in the territory of the country. The Eighth Directive lays down detailed arrangements
for the refund of VAT paid in a Member State by taxable persons established in another
Member State and the Thirteenth Directive provides the arrangements for the refund if taxable persons are established outside the Community.
The Court has clarified the link existing between the right to deduction in the Member State
of establishment and the right to a refund in another Member State where the expenditure is
incurred. The ECJ held in Debouche612 that taxable person who performs in the Member
State of establishment exclusively exempt transactions is not entitled to a refund of the VAT
charged on services supplied to him in a Member State in which he is not established and in
included only sums received by the taxable person in respect of the performance of transactions subject to VAT or expressly exempt from VAT, to the exclusion of income such as dividends, which did
not relate to any activity giving rise to turnover and did not fall within the scope of VAT. (See paragraph 3-6 of the judgment.) The ECJ held in its judgment in Sofitam that since the receipt of dividends
is not the consideration for any economic activity within the meaning of the Sixth Directive, it does
not fall within the scope of VAT. Consequently, dividends resulting from holdings fall outside the
deduction entitlement. Consequently, dividends must be excluded from the calculation of the deductible proportion referred to in Articles 17 and 19 of the Sixth Directive, if the objective of wholly neutral taxation ensured by the common system of VAT is not to be jeopardized. See paragraph 13-14 of
the judgment.
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Case C-16/00.
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Case C-142/99.
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See paragraphs 21 and 32 of the judgment.
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Article 17(4) provides that the Council shall adopt before 31 December 1977, on a proposal from
the Commission and acting unanimously, Community rules laying down the arrangements under
which refunds are to be made in accordance with paragraph 3 to taxable persons not established in the
territory of the country.
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Eighth Council Directive 79/1072/EEC of 6 December 1979 on the harmonization of the laws of
the Member States relating to turnover taxes-Arrangements for the refund of value added tax to taxable persons not established in the territory of the country, OJ L 331, 27.12.1979, p. 11.
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Thirteenth Council Directive 86/560/EEC of 17 November 1986 on the harmonization of the
laws of the Member States relating to turnover taxes - Arrangements for the refund of value added tax
to taxable persons not established in Community territory, OJ L 326 , 21/11/1986, pp. 40–41.
612
Case C-302/93.
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which those services are not exempted. Thus, a taxable person who benefits from exemption
and is consequently not entitled to deduct input tax is not, in accordance with the objective
pursued by the VAT directives, entitled to a refund of VAT paid in another Member State
either.613
With regard to partial exemption in the Member State of establishment, the ECJ has held that
the provisions of the Eighth Directive must be interpreted as meaning that:614
a.
they grant taxable persons established in a Member State where only part of their
transactions are taxed a right to partial refund of the VAT which has been charged
in a Member State where they are not established on goods or services used for the
purposes of their transactions in the Member State of establishment;
b.
the amount of VAT refundable is calculated, first, by determining which transactions give rise to a right to deduction in the Member State of establishment and,
second, by taking account solely of the transactions which would also give rise to a
right of deduction in the Member State of refund if they were carried out there and
of the expenses giving rise to a right to deduction in the latter State.615
The ECJ held in its judgment in Paschi Di Siena616 referring to Article 17 of the Sixth Directive that the right to deduct VAT may be exercised to the extent to which the goods and services which gave rise to the payment of VAT are used for the purposes of the taxable person's transactions. The ECJ stipulated in its judgment: ‘Provided that the taxable person carries out both taxed transactions and exempt transactions in the Member State of establishment, he therefore enjoys a right to partial deduction in that State. It must be inferred from
the foregoing that, if that taxable person incurs expenditure in a Member State other than the
Member State of establishment for the purposes both of his taxed transactions and his exempt transactions in the latter State, he has a right of partial refund in the first State. In order
to determine the amount of any refund in circumstances such as those in point in the main
proceedings it is appropriate, pursuant to Article 2 of the Eighth Directive, to apply the provisions of Article 17(3)(a) of the Sixth Directive and verify whether the transactions in question would give rise to a right to deduction in the Member State of refund. Thus, in the case
of a taxable person carrying out taxed transactions and exempt transactions in the Member
State where he is established, it is appropriate to consider whether the former transactions
would also give rise to a right to deduction in the Member State of refund in the event of
613

Mr Debouche, a lawyer established in Belgium, hired a car from a leasing company established
in the Netherlands which he used exclusively for his professional activity in Belgium. In Belgium, the
services supplied by lawyers are exempted from VAT. By contrast, the same services are subject in
the Netherlands to turnover tax. (See paragraph 3-4 of the judgment in Debouche.) In accordance with
Article 3(b) of the Eighth Directive the taxpayer must, if he is to qualify for a refund, prove by means
of a certificate issued by the authorities of the State in which he is established that he is a taxable person for the purposes of VAT in that State. The ECJ held in its judgment in Debouche that a taxable
person who benefits from exemption and is consequently not entitled to deduct input tax is not, in
accordance with the objective pursued by the VAT directives, entitled to a refund of VAT paid in another Member State either.
614
See Case C-136/99 (Paschi Di Siena), paragraph 32.
615
Monte dei Paschi di Siena is a banking and financial establishment whose business headquarters
is in Italy and which has a representative office in France. It applied for refund of the VAT charged on
the expenditure incurred by it in France in connection with the setting up of that office in France. The
tax authorities refused to grant that application. The national court referred to the ECJ on the question
whether the Eighth Directive must be interpreted as granting taxable persons established in a Member
State where only some of their transactions are taxed the right to partial refund of the VAT charged, in
a Member State where they are not established, on goods or services which are used for the purposes
of their transactions in the Member State of establishment and, if so, how the amount of the VAT to
be refunded must be calculated. See paragraph 18 of the judgment.
616
Case C-136/99.
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their being carried out there. If that is not the case, the said taxed transactions cannot be
taken into account in calculating the amount of the refund. The apportionment carried out in
accordance with Article 19 of the Sixth Directive must therefore, if necessary, be adjusted by
reference to the transactions which would give rise to a right to deduction if they were carried out in the Member State of refund. After the appropriate apportionment is carried out, it
is necessary to determine what expenditure may be taken into account in calculating the refund. In that connection, reference must be made to Article 5 of the Eighth Directive, which
provides that the right to refund is to be determined in accordance with Article 17 of the
Sixth Directive, as applicable in the Member State of refund. That article must be construed
as meaning that the expenditure to be taken into account is that which gives rise to a right to
deduction in that State. The amount of the refund is determined by applying the apportionment to the VAT paid in respect of such expenditure.’617

3.2.9 Persons liable for payment of the tax
Taxable persons who carry out taxable transactions and any person who mentions the valueadded tax on an invoice are liable to pay the tax. In the case of the supply of certain intangible services (so-called Article 9(2)(e) services) supplied by a non-resident, these services are
subject to reverse charge, i.e. the recipient of services is liable to pay the tax if he is a taxable
person established within the EC.618 In some cases, a representative of the taxable person
may be made liable.
Liability for intra-Community acquisitions
Any person who makes a taxable intra-Community acquisition of goods is liable for the payment of the VAT due. In the case of intra-Community acquisitions in VAT warehouses, the
person liable for the payment of the VAT due is the person who causes the goods to cease to
be covered by the VAT warehousing arrangement. In the case of intra-Community acquisition effected by a person established abroad, the Member State may designate another person
to be liable for the payment of the VAT, e.g. a tax representative.
Liability for importation
According to Article 21(2) Member States may determine who is designated or accepted as
being liable for the payment of the VAT due on importation.

3.2.10 Special schemes
Title XIV of the Sixth Directive provides for five special schemes: for small undertakings
(Article 24), for farmers (Article 25), for second-hand goods, works of art, collectors’ items
and antiques (Article 26a), for travel agents (Article 26), and for investment gold (Article
(26b)).
The Directive allows Member States to introduce special measures for small undertakings,
namely, simplified procedures619 and exemption from tax. Member States may apply simplified procedures for small undertakings such as flat-rate schemes for charging and collecting
the tax to reduce the administrative burden on small enterprises. Article 24(1) contains the
condition that this kind of procedures may not lead to a reduction of tax. As another measure

617

Paragraphs 25-29 of ECJ judgment in Case C-136/99 (Paschi Di Siena).
The recipient of the services becomes liable for the VAT, which he has to report in his periodic
VAT return in so far as he is not entitled to deduction of the amount due at the same time.
619
Article 22 requires that taxable persons maintain records of their sales, purchases and of the tax
charged on its transactions. To keep such records may be beyond the capabilities of small undertakings. See Terra and Wattel (2001), p. 279.
618
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for small undertakings, Member States may exempt taxable persons whose annual turnover
is below EUR 5.000.
Member States may also apply common flat-rate scheme for agricultural sector620. Under this
scheme supplies by a farmer under the special scheme are exempt, and the farmer also gets a
flat-rate compensation to offset the VAT paid by him on inputs. The amount of refund may
not exceed the VAT paid on inputs. Every flat-rate farmer may opt, subject to the rules and
conditions laid down by each Member State, for application of the normal VAT regime or
the simplified scheme for small undertakings.
Another special scheme is allowed for second-hand goods, works of art, collectors’ items
and antiques purchased for resale by traders from private individuals, businesses that have no
possibility to deduct VAT on their purchases and non-taxable persons. This so-called margin
scheme was dealt with in the section 3.2.6. (‘Taxable amount’). Under this scheme VAT is
applied on the difference between the selling and buying price. However, businesses (‘taxable dealers’) buying and selling such goods from each other may opt for application of the
normal VAT regime.
Article 26 provides the special scheme applicable to travel agents. All transactions performed by the travel agent in respect of a journey are treated as a single service supplied by
the travel agent to the traveller. It must be taxable in the Member State in which the travel
agent has established his business or has a fixed establishment from which the travel agent
has provided the services. The VAT is applied to journeys and related services within the
Community; travel outside the Community is zero-rated (exempted with a right to deduction). Where these transactions are performed both inside and outside the Community, only
that part of the travel agent’s service relating to transactions outside the Community is exempted. Tax charged to the travel agent by other taxable persons on the transactions performed by the travel agent in respect of a journey which are for the direct benefit of the traveller, are not eligible for deduction or refund in any Member State. The taxable amount is the
travel agent's margin, that is, the difference between the total amount to be paid by the traveller, exclusive of VAT, and the actual cost to the travel agent of supplies and services provided by other taxable persons where these transactions are for the direct benefit of the traveller.
Article 26b provides special scheme for investment gold.621 Member States must exempt
from VAT investment gold as well as services of so-called disclosed agents when they intervene in the supply of investment gold for their principal. The exemption on investment gold
transactions is accompanied with the right to limited deduction. Certain operators may opt
for normal taxation with full deduction. Moreover, reverse charge is applicable to investment
gold transactions.

3.2.11 Rules applicable to e-commerce and broadcasting services
The Council approved the Directive 2002/38/EC dealing with e-commerce transactions as
well as radio and television broadcasting services on 7 May 2002.622 The Directive stipulates
that such services where effected for consideration and consumed by customers established
620

Farmers are considered to be another group that may be burdened by the keeping of detailed records necessary for a VAT return. See Terra and Wattel (2001), p. 279.
621
The special scheme for investment gold was introduced by the Council Directive 98/80/EC of 12
October 1998 supplementing the common system of value added tax and amending Directive
77/388/EEC - Special scheme for investment gold, OJ L 281, 17/10/1998, pp. 31 - 34
622
Council Directive 2002/38/EC of 7 May 2002 amending and amending temporarily Directive
77/388/EEC as regards the value added tax arrangements applicable to radio and television broadcasting services and certain electronically supplied services, published in the OJ L 128/41 of 15 May
2002.
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in the Community are taxed in the Community and are not taxed if consumed outside the
Community. To this end, radio and television broadcasting services and electronically supplied services provided from third countries to persons established in the Community or from
the Community to recipients established in third countries must be taxed at the place of the
recipient of the services. Article 9(2) (f) of the Sixth Directive provides that in case of the
radio and television broadcasting services, and electronically supplied services the place of
supply when those services are performed for non-taxable persons who are established, have
their permanent address or usually reside in a Member State, by a taxable person who has
established his business or has a fixed establishment from which the service is supplied outside the Community or, in the absence of such a place of business or fixed establishment, has
his permanent address or usually resides outside the Community, shall be the place where the
non-taxable person is established, has his permanent address or usually resides.623 To define
electronically supplied services, examples of such services are included in an Annex L to the
Sixth Directive.624 625
Preamble of the Directive 2002/38/EC stipulates that in order to facilitate compliance with
fiscal obligations by operators providing electronically supplied services, who are neither
established nor required to be identified for tax purposes within the Community, a special
scheme is established. In applying this scheme any operator supplying such services by electronic means to non-taxable persons within the Community, may, if he is not otherwise identified for tax purposes within the Community, opt for identification in a single Member
State. The non-established operator wishing to benefit from the special scheme should comply with the requirements laid down therein, and with any relevant existing provision in the
Member State where the services are consumed. The Member State of identification must
under certain conditions be able to exclude a non-established operator from the special
scheme. Where the non-established operator opts for the special scheme, any input VAT that
he has paid with respect to goods and services used by him for the purpose of his taxed activities falling under the special scheme, should be refunded by the Member State where the
input V
AT was paid, in accordance with the arrangements of the thirteenth Council Directive
86/560/EEC626. The optional restrictions for refund in Article 2(2) and (3) and Article 4(2) of
the same Directive are not applied. Subject to conditions which they lay down, Member
States should allow certain statements and returns to be made by electronic means, and may
also require that electronic means are used. Those provisions pertaining to the introduction
of electronic tax returns and statements should be adopted on a permanent basis. It is desirable to adopt all other provisions for a temporary period of three years which may be extended for practical reasons but should, in any event, based on experience, be reviewed
within three years from 1 July 2003.
623

See also section 3.2.4.
ANNEX L to the Sixth Directive contains the following illustrative list of electronically supplied
services:
•
Website supply, web-hosting, distance maintenance of programmes and equipment.
•
Supply of software and updating thereof.
•
Supply of images, text and information, and making databases available.
•
Supply of music, films and games, including games of chance and gambling games, and of
political, cultural, artistic, sporting, scientific and entertainment broadcasts and events.
•
Supply of distance teaching.
625
Annex L specifies that where the supplier of a service and his customer communicates via electronic mail, this shall not of itself mean that the service performed is an electronic service within the
meaning of the Sixth Directive.
626
Directive 86/560/EEC of 17 November 1986 on the harmonisation of the laws of the Member
States relating to turnover taxes - arrangements for the refund of value added tax to taxable persons
not established in Community territory
624
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Special scheme for e-commerce
Special scheme for non-established taxable persons supplying electronic services to nontaxable persons was introduced by the Directive 2002/38/EC.627 Article 26c was added to the
Sixth Directive which provides that Member States must permit a non-established taxable
person supplying electronic services to a non-taxable person who is established or has his
permanent address or usually resides in a Member State to use a special scheme in accordance with the following provisions.628 The non-established taxable person must state to the
Member State of identification629 when his activity as a taxable person commences, ceases or
changes to the extent that he no longer qualifies for the special scheme.630 Such a statement
must be made electronically.631 The Member State of identification must identify the nonestablished taxable person by means of an individual number.632 Based on the information
used for this identification, Member States of consumption may keep their own identification
systems.633 The Member State of identification must notify the non-established taxable person by electronic means of the identification number allocated to him.634 The Member State
of identification must exclude the non-established taxable person from the identification register if: (a) he notifies that he no longer supplies electronic services, or (b) it otherwise can
be assumed that his taxable activities have ended, or (c) he no longer fulfils the requirements
necessary to be allowed to use the special scheme, or (d) he persistently fails to comply with
the rules concerning the special scheme.635 The non-established taxable person must submit
by electronic means to the Member State of identification a VAT return for each calendar
quarter whether or not electronic services have been supplied.636 The return must be submitted within 20 days following the end of the reporting period to which the return refers.637 The
VAT return must set out the identification number and, for each Member State of consumption where tax has become due, the total value, less VAT, of supplies of electronic services
for the reporting period and total amount of the corresponding tax. The applicable tax rates
and the total tax due must also be indicated.638 The non-established taxable person must pay
the VAT when submitting the return.639 Notwithstanding Article 1(1) of the Directive
627

See Article 3 of the Council Directive 2002/38/EC of 7 May 2002 amending and amending temporarily Directive 77/388/EEC as regards the value added tax arrangements applicable to radio and
television broadcasting services and certain electronically supplied services, published in the OJ L
128/41 of 15 May 2002.
628
Article 26c (B) (1). Article 26c (B) (1) also stipulates that the special scheme shall apply to all
those supplies within the Community.
629
Article 26c (A) (c) provides that 'Member State of identification' means the Member State which
the non-established taxable person chooses to contact to state when his activity as a taxable person
within the territory of the Community commences.
630
Article 26c (B) (2).
631
Article 26c (B) (2).
632
Article 26c (B) (3).
633
Article 26c (B) (3).
634
Article 26c (B) (3).
635
Article 26c (B) (4).
636
Article 26c (B) (5).
637
Article 26c (B) (5).
638
Article 26c (B) (5). The value added tax return must be made in euro. Member States which have
not adopted the euro may require the tax return to be made in their national currencies. If the supplies
have been made in other currencies, the exchange rate valid for the last date of the reporting period
shall be used when completing the value added tax return. The exchange must be done following the
exchange rates published by the European Central Bank for that day, or, if there is no publication on
that day, on the next day of publication. See Article 26c (B) (6).
639
Article 26c (B) (7). Article 26c (B) (7) also stipulates that payment shall be made to a bank account denominated in euro, designated by the Member State of identification. Member States which
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86/560/EEC, the non-established taxable person making use of this special scheme must,
instead of making deductions under Article 17(2) of the Sixth Directive, be granted a refund
according to the Directive 86/560/EEC. Articles 2(2)640, 2(3)641 and 4(2)642 of the Directive
86/560/EEC must not apply to the refund related to electronic supplies covered by this special scheme.643 The non-established taxable person must keep records of the transactions
covered by this special scheme in sufficient detail to enable the tax administration of the
Member State of consumption to determine that the VAT return is correct.644

3.2.12 Administrative obligations
Administrative obligations for persons liable for payment of VAT are stipulated in Article 22
of the Sixth Directive as amended by Article 28h of Directive 91/680/EEC.
Registration
Every taxable person must state when his activity as a taxable person commences, changes
or ceases. Member States must, subject to conditions which they lay down, allow the taxable
person to make such statements by electronic means, and may also require that electronic
means are used.
Identification numbers
Member States have to identify by means of an individual number every taxable person who
within the territory of the country effects supplies of goods or services giving him the right
of deduction, with the exception of cases of occasional transactions or occasional supplies of
new means of transport. This obligation extends to cover certain non-taxable persons or exempt persons making intra-Community acquisitions.
Keeping accounts
Every taxable person must keep accounts in sufficient detail for VAT to be applied and inspected by the tax authority.
Keeping a register
Every taxable person must keep a register of the goods he has dispatched or transported or
which have been dispatched or transported on his behalf to another Member State.

have not adopted the euro may require the payment to be made to a bank account denominated in their
own currency.
640
Article 2(2) of Directive 86/560/EEC provides that Member States may make the refunds conditional upon the granting by third States of comparable advantages regarding turnover taxes.
641
Article 2(3) of Directive 86/560/EEC provides that Member States may require the appointment
of a tax representative.
642
Article 4(2) of Directive 86/560/EEC provides that Member States may, however, provide for
the exclusion of certain expenditure or make refunds subject to additional conditions.
643
Article 26c (B) (8).
644
Article 26c (B) (9). The same article provides that these records should be made available electronically on request to the Member State of identification and to the Member State of consumption.
These records shall be maintained for a period of 10 years from the end of the year when the transaction was carried out.
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Invoicing
In 2001, the Council adopted the directive providing new rules on invoicing.645 Along the
other objectives the directive aims to make it possible for European traders to use electronic
invoicing and storage.
Every taxable person must issue an invoice in respect of goods or services which he has supplied or rendered to another taxable person or to a non-taxable legal person (i.e. a public
body). This obligation is extended to all distance sales that are taxed in the Member State of
arrival646 and to intra-Community supplies of goods, without limiting the obligation to transactions with taxable persons or to non-taxable legal persons.
The following details are required for VAT purposes on invoices:
a.
the date of issue;
b.
a sequential number, based on one or more series, which uniquely identifies the invoice;
c.
the VAT identification number under which the taxable person supplied the goods
or services647;
d.
where the customer is liable to pay tax on goods supplied or services rendered or
has been supplied with exempt goods, the VAT identification number under which
the goods were supplied or the services rendered to him;
e.
the full name and address of the taxable person and of his customer;
f.
the quantity and nature of the goods supplied or the extent and nature of the services rendered;
g.
the date on which the supply of goods or of services was made or completed or the
date on which the payment on account was made, insofar as that a date can be determined and differs from the date of issue of the invoice;
h.
the taxable amount per rate or exemption, the unit price exclusive of tax and any
discounts or rebates if they are not included in the unit price;
i.
the VAT rate applied;
j.
the VAT amount payable, except where a specific arrangement is applied for which
the Sixth Directive excludes such a detail;
k.
where an exemption is involved or where the customer is liable to pay the tax, reference to the appropriate provision of the Sixth Directive, to the corresponding national provision, or to any indication that the supply is exempt or subject to the reverse charge procedure;
l.
where the intra-Community supply of a new means of transport is involved, the
particulars specified in Article 28a(2) of the Sixth Directive;
m. where the margin scheme is applied, reference to Article 26 or 26a of the Sixth Directive, to the corresponding national provisions, or to any other indication that the
margin scheme has been applied;
n.
where the person liable to pay the tax is a tax representative, the VAT identification number together with his full name and address.

645

Council Directive 2001/115/EC of 20 December 2001 amending Directive 77/388/EEC with a
view to simplifying, modernising and harmonising the conditions laid down for invoicing in respect of
value added tax.
646
This rule applies to firms who make a taxable supply over certain threshold. See section 3.2.4.
647
Member States may require taxable persons established on their territory and supplying goods or
services on their territory to indicate the VAT identification number of their customer. In cases of intra-Community transaction, the invoice must indicate the VAT identification number of both the supplier of the goods and the persons acquiring the goods.
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Member States may provide that invoices in respect of goods supplied or services rendered
in their territory do not have to fulfil some of these conditions in the following cases:
a.
when the amount of the invoice is minor, or
b.
when commercial or administrative practice in the business sector concerned or the
technical conditions under which the invoices are issued make it difficult to comply
with all these conditions.
In any case, these invoices must contain the following:
a.
the date of issue,
b.
identification of the taxable person,
c.
identification of the type of goods supplied or services rendered,
d.
the tax due or the information needed to calculate it.
Invoices issued may be sent either on paper or, subject to an acceptance by the customer, by
electronic means. Invoices sent by electronic means must be accepted by Member States provided that the authenticity of the origin and integrity of the contents are guaranteed:
a.
by means of an advanced electronic signature648; Member States may however ask
for the advanced electronic signature to be based on a qualified certificate and created by a secure-signature-creation device649; or
b.
by means of electronic data interchange650 when the agreement relating to the exchange provides for the use of procedures guaranteeing the authenticity of the origin and integrity of the data; however, Member States may, subject to conditions
which they lay down, require that an additional summary document on paper is
necessary.
Invoices may, however, be sent by other electronic means subject to acceptance by the
Member State(s) concerned. The Commission will present, at the latest on 31 December
2008, a report, together with a proposal, if appropriate, amending the conditions on electronic invoicing in order to take account of possible future technological developments in
this field. Member States may not impose on taxable persons supplying goods or services in
their territory any other obligations or formalities relating to the transmission of invoices by
electronic means. However, they may provide, until 31 December 2005, that the use of such
a system is to be subject to prior notification.
Submitting a return
Every taxable person must submit a return by a deadline to be determined by Member States.
That deadline may not be more than two months later than the end of each tax period. The
tax period must be fixed by each Member State at one month, two months or a quarter.
Member States may, however, set different periods provided that they do not exceed one
year. Member States must, subject to conditions which they lay down, allow the taxable person to make such returns by electronic means, and may also require that electronic means are
used.

648

Within the meaning of Article 2(2) of Directive 1999/93/EC of the European Parliament and of
the Council of 13 December 1999 on a Community framework for electronic signatures, OJ L 13,
19.1.2000, p.12.
649
Within the meaning of Article 2(6) and (10) of Directive 1999/93/EC of the European Parliament
and of the Council of 13 December 1999 on a Community framework for electronic signatures, OJ L
13, 19.1.2000, p.12.
650
As defined in Article 2 of Commission Recommendation 1994/820/EC of 19 October 1994 relating to the legal aspects of electronic data interchange, OJ L 338, 28.12.1994, p.98.
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The return must set out all the information needed to calculate the tax that has become
chargeable and the deductions to be made including, where appropriate, and in so far as it
seems necessary for the establishment of the basis of assessment, the total value of the transactions relative to such tax and deductions and the value of any exempt transactions. In addition, the return must also set out:
1)
- the total value, less VAT, of (exempt) intra-Community supplies of goods on which
tax has become chargeable during the period,
- the total value, less VAT, of the supplies of goods installed or assembled and of
distance sales effected within the territory of another Member State for which tax has
become chargeable during the return period where the place of departure of the dispatch or transport of the goods is situated in the territory of the country; or
2)
the total amount, less VAT, of the intra-Community acquisitions of goods effected
within the territory of the country on which tax has become chargeable. The following must also be added: the total value, less VAT, of the supplies of goods installed
or assembled and of distance sales effected in the territory of the country on which
tax has become chargeable during the return period, where the place of departure of
the dispatch or transport of the goods is situated within the territory of another
Member State.
Every taxable person must pay the net amount of the VAT when submitting the regular return. Member States may, however, set a different date for the payment of that amount or
may demand an interim payment.
Submitting a statement
Member States may require a taxable person to submit a statement, including all the particulars that have been mentioned on the returns, concerning all transactions carried out in the
preceding year. That statement must provide all the information necessary for any adjustments. Member States must, subject to conditions which they lay down, allow the taxable
person to make such statements by electronic means, and may also require that electronic
means are used.
Submitting a recapitulative statement
Every taxable person identified for VAT purposes must also submit a recapitulative statement of the persons acquiring goods identified for VAT purposes to whom he has performed
the intra-Community supplies of goods, the so-called ‘EC sales list’.
The recapitulative statement must be drawn up for each calendar quarter within a period and
in accordance with procedures to be determined by Member States, which must take the
measures necessary to ensure that the provisions concerning administrative cooperation in
the field of indirect taxation are in any event complied with. Member States must, subject to
conditions which they lay down, allow the taxable person to make such statements by electronic means, and may also require that electronic means are used.
The recapitulative statement must set out:
a.
the number by which the taxable person is identified for purposes of VAT in the
territory of the country and under which he effected the intra-Community supplies
of goods;
b.
the number by which each person acquiring goods is identified for purposes of
VAT in another Member State and under which the goods were supplied to him;
c.
for each person acquiring goods, the total value of the supplies of goods effected
by the taxable person. Those amounts must be declared for the calendar quarter
during which the tax became chargeable.
The recapitulative statement must also set out:
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a.

b.

for the (exempt) fictitious supplies of goods in cases of transfers of goods within
the undertaking, the number by means of which the taxable person is identified for
purposes of VAT in the territory of the country as well as the number by which he
is identified in the Member State of arrival of the dispatch or transport and total
amount of exempt supplies of goods;
the amounts of adjustments made pursuant to Article 11 (C) (1) of the Sixth Directive (in the case of cancellation, refusal or total or partial non-payment, or where
the price is reduced after the supply takes place). Those amounts must be declared
for the calendar quarter during which the person acquiring the goods is notified of
the adjustment.

By way of derogation from the above mentioned rules, Member States may require recapitulative statements to be filed on a monthly basis, and may also require that recapitulative
statements give additional particulars.

3.2.13 Simplification measures
According to Article 27 the Council, acting unanimously on a proposal from the Commission may allow Member States to introduce special measures in order to simplify the procedure for charging the tax or to prevent certain types of tax evasion or avoidance.

3.3

Harmonization of VAT rates

Although VAT rates have not been harmonised in the EU and Member States are free to establish their own rates, some common rules have been adopted. In June 1991 Member States
agreed to the Directive 92/77651 on the approximation of VAT rates. Article 12 of the Sixth
Directive introduces rules for VAT rates. The standard rate of VAT is fixed by each Member
State as a percentage of the taxable amount and must be the same for the supply of goods
and for the supply of services as well as to the importation of goods. Member States are allowed to apply increased or reduced rates to certain categories of supplies, provided that
each reduced rate is fixed at such a level that deduction of the total input tax is permitted in
the normal way652. Article 12 also introduces limitations of the number of different rates and
minimum rates for VAT. The minimum standard rate of VAT, for the period 1 January to 31
December 2005, may not be less than 15 %.653 654 Member States may also apply up to two
reduced rates on specified categories of goods and services655, neither of which may be lower
651

Council Directive 92/77/EEC of 19 October 1992 supplementing the common system of value
added tax and amending Directive 77/388/EEC (approximation of VAT rates), OJ L 316, 31/10/1992,
pp. 1- 4.
652
Article 12(4) stipulates: ‘Each reduced rate shall be so fixed that the amount of value added tax
resulting from the application thereof shall be such as in the normal way to permit the deduction therefrom of the whole of the value added tax deductible under the provisions of Article 17.’
653
Council Directive 2001/4/EC of 19 January 2001 amending the sixth Directive (77/355/EEC) on
the Common system of value added tax, with regard to the length of time during which the minimum
standard rate is to be applied, OJ L 22 of 24 January 2001, p. 17.
654
Council Directive 2002/38/EC of 7 May 2002 introduced the provision that the reduced rate
should not be applied to radio and television broadcasting services and certain electronically supplied
services. See Article 1(2) of the Council Directive 2002/38/EC of 7 May 2002 amending and amending temporarily Directive 77/388/EEC as regards the value added tax arrangements applicable to radio
and television broadcasting services and certain electronically supplied services, published in the OJ L
128/41 of 15 May 2002.
655
The goods and services to which reduced rates of VAT can be applied are listed in Annex H to
the Sixth Directive.
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than 5%.656 However, the transitional provisions of Article 28(2) introduce a series of derogations to this rule. As a transitional measure, the countries applying zero rates or rates less
than 5% were able to maintain them provided that they are applied for clearly defined social
reasons and operate for the benefit of the final consumer. Those countries that did not already apply a reduced rate before beginning of 1993 may not do so after this date. Member
States may apply a reduced rate to supplies of natural gas and electricity provided that no
risk of distortion of competition exists. A Member State intending to apply such a rate must,
before doing so, inform the Commission. The Commission shall give a decision on the existence of a risk of distortion of competition. If the Commission has not taken that decision
within three months of the receipt of the information a risk of distortion of competition is
deemed not to exist.
Article 12(3)(c) provides that Member States may provide that the reduced rate, or one of the
reduced rates, which they apply in accordance with the third paragraph of Article 12(3)(a)657
must also apply to imports of works of art, collectors' items and antiques. The result of the
application of the reduced rate upon importation is that, the VAT burden on imported and
domestic goods based on the margin scheme is equalized and a taxable dealer who imports
goods at a reduced rate may apply the margin scheme.658
Article 12(3)(c) also provides that Member States may apply the reduced rate to domestic
supplies of works of art made by their creator or his successors in title, and this reduced rate
is not restricted to supplies to taxable dealers. The same article provides that Member States
may also apply the reduced rate to supplies of works of art, effected on an occasional basis
by a taxable person other than a taxable dealer, where these works of art have been imported
by the taxable person himself or where they have been supplied to him by their creator or his
successors in title or where they have entitled him to full deduction of value-added tax.
Labour-intensive services
In 1999, the Council adopted Directive 1999/85/EC659, which amends the Sixth Directive as
regards the possibility of applying on an experimental basis a reduced VAT rate on labourintensive services. According to Article 28(6) of the Sixth Directive the Council, acting
unanimously on a proposal from the Commission, may authorise any Member State to apply
for a maximum period of three years between 1 January 2000 and 31 December 2002 the
reduced rates provided for in Article 12(3)(a)660 to services listed in as maximum of two of
the categories set out in Annex K661. In exceptional cases a Member State may be authorised
to apply the reduced rate to services in three of the categories set out in Annex K.
656

Article 12(3)(a).
Article 12(3)(a) stipulates that Member States may also apply either one or two reduced rates.
These rates shall be fixed as a percentage of the taxable amount, which may not be less than 5 %, and
shall apply only to supplies of the categories of goods and services specified in Annex H.
658
See Terra and Wattel (2001), p. 264.
659
Council Directive 1999/85/EC of 22 October 1999 amending Directive 77/388/EEC as regards
the possibility of applying on an experiment basis a reduced VAT rate on labour-intensive services,
OJ L 277, 28/10/1999, pp. 34–36.
660
Article 12(3)(a) stipulates that Member States may also apply either one or two reduced rates.
These rates shall be fixed as a percentage of the taxable amount, which may not be less than 5 %, and
shall apply only to supplies of the categories of goods and services specified in Annex H.
661
ANNEX K provides the following list of supplies of services:
1. Small services of repairing:
• bicycles,
• shoes and leather goods,
• clothing and household linen (including mending and alteration).
2. Renovation and repairing of private dwellings, excluding materials which form a significant part of
the value of the supply.
657
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The services concerned must satisfy the following requirements:
(a) they must be labour-intensive;
(b) they must be largely provided direct to final consumers;
(c) they must be mainly local and not likely to create distortions of competition;
(d) there must be a close link between the lower prices resulting from the rate reduction and
the foreseeable increase in demand and employment.
Article 28(6) states that the application of a reduced rate must not prejudice the smooth functioning of the internal market.

3.4

The Problems of the Common VAT System

The common European VAT system has several shortcomings. The Commission analysed
the limitations of current VAT system in a policy document662, which was published in 1996.
The first important shortcoming of the present system is its complexity. In order to determine
the place of supply of taxable transactions, complex rules are applied. The place of supply of
goods is generally deemed to be the place where the goods are when the supply takes place –
the country of destination is collecting the tax. This means that taxable persons who have
taxable supplies in different Member States have to divide their turnover up between various
states and this fragments the Single Market.663 According to the Commission, the Sixth Directive contains 25 different rules and exceptions for determining the place of supply.664
These rules often result in traders having to satisfy identification, declaration and payment
obligations in Member States in which they operate but are not established. Traders therefore
have to make a distinction, between those of their sales that are deemed to be located within
their own Member State and those which are deemed to be located on the territory of another
Member State or outside the Community altogether. Depending on the nature of the transaction the place of supply of goods and services is determined by combinations of a number of
different factors, some of which cannot always be decided with certainty, such as:665
•
the place at which the seller and buyer are established,
•
the tax status of the person to whom goods or services are supplied;
•
the VAT identification number of the person supplied;
•
the location of the goods at the time of supply;
•
the person who organises transport and the place of departure or arrival;
•
the place of departure or arrival of goods;
•
the nature of services or goods supplied;
•
the turnover achieved by the seller in the Member State in which the goods are supplied.
Companies face problems in obtaining the deduction or refund of VAT paid in Member
States in which they are not established. By definition, under the principle of taxation at the
place of destination for supplies to taxable persons, the transitional arrangements remove any
possibility of tax deduction in a Member State other than that of taxation. However, if a tax3. Window cleaning and cleaning in private households.
4. Domestic care services (e.g. home help and care of the young, elderly, sick or disabled).
5. Hairdressing.
662
See Commission (1996b).
663
Ibid.
664
This figure can easily be challenged as being too low according to Terra and Wattel (1997, p.
89).
665
See Commission (1996b), p. 9. This problem is relevant mostly in the case of services.
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able person incurs VAT costs in a country where he is neither established nor making taxable
supplies it can only be recovered by making a claim for repayment under the provisions of
the Eighth Directive666 - a slow, cumbersome and costly procedure. The interaction of the
rules governing taxation/deduction with the rules determining the taxable person further
complicates the tax system leading to great uncertainty among traders. The result is considerable risk and high costs for businesses. Furthermore, the complexity of the system makes it
extremely difficult to control and provide scope for tax avoidance schemes and encourages
fraudulent activity both of which reduce tax yield.
Secondly, the present system has become obsolete, which gives rise to tax evasion and distortions of competition. Most of the basic rules laid down in the Sixth Directive date back to
1970s, and often reflect conditions as they were in the late 1960s. Current VAT system is
based on the monitoring of physical movement of goods and is not adapted to modern business practice which relies on accounting and inventory control methods to keep track of
transactions. Moreover, the common system is poorly suited to activities which were previously the exclusive domain of public services but are currently being taken on by private
firms or are open to competition between public and private sectors. One example is the sector of postal services, which is increasingly open to competition by private companies and
has already been completely privatised in some Member States. Another example is provision of air traffic control and navigation services.
In accordance with Article 4(5) of the Sixth Directive public bodies are not considered taxable persons for certain of their activities or transactions. This leads to distortion of competition, as the same transaction will be taxed or not depending on whether the transaction is carried out by a private or a public body. A comparable distortion of competition applies with a
number of VAT exemptions in the social or cultural area between providers in the public and
private sectors. These departures from the general concept of VAT for the public sector (exemption or non-taxable status) are having an increasingly distortive effect on trade in these
sectors.
Furthermore, the Sixth Directive contains provisions which do not conform to the principle
of tax neutrality. The most obvious example is to be found in the mechanism of exemption
(without the right to deduction), which is currently applicable to many types of supply. The
main problems which arise from the current exemption mechanism are:
•
distortions originating from various exemptions under current VAT system (i.e.
healthcare and education, cultural services, immovable property, finance, insurance,
and public sector activities);
•
distortion due to the cascade effect because suppliers of these types of services are
unable to recover VAT on their purchases;
•
distortions due to the existence of a number of options either to exempt or to tax;
•
the need for taxable persons, who are involved in both taxable and exempt transactions, to carry out often complicated apportionment calculations to determine their
entitlement to deduction of VAT;
•
the problems for tax authorities of assessing the merits or quantum of claims for repayment of VAT under the Eighth Directive from businesses which may be exempt
or partially exempt in their own Member States.
The fourth important problem of the current system which creates barriers in the Single market is that the Sixth Directive leaves Member States with a lot of powers and options. The
result is a large degree of divergence in national implementation. The Commission points out
a number of reasons why the common VAT system lacks uniformity. The legal instruments
666

79/1072/EEC.
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used are directives, which unlike directly applicable regulations, are transposed, by adaptation, into the existing legal systems of the Member States. The form and method of implementing the prescribed purpose of a Directive are matters for each Member State and as a
result differences of interpretation occur. Furthermore, the formulation of the Sixth Directive
provides for considerable discretion. Comparison of the Commission’s proposal for a Sixth
VAT Directive with the final text adopted by the Council, reveals that the imperative ‘must’
has been replaced by the optional ‘may’ in various Articles.
Divergence in the application of common VAT system has a variety of other origins: special
arrangements, options and powers granted by the directive (66), temporary or transitional
derogations which have not been repealed, other derogations authorised by the Council
(some 130), shortcomings in transposition or differences in the interpretation of common
provisions arising either from ambiguity and from inconsistency between different linguistic
versions or fundamental lack of clarity or ambiguity in the terminology of the Directive itself.
One example is the legislation governing invoicing which varies widely from one Member
State to another. There is no fixed practice dictating what or how much information must be
included in an invoice. Nor has the Community adopted a common legal framework for electronic invoicing and self-billing. Consequently, Member States’ rules are very diverse, ranging from a total ban to extreme flexibility.
The complexity of the rules that the firms face when operating in the Single market creates
economic obstacles to free movement and causes tax avoidance. Moreover, complex rules
and divergence in application cause legal uncertainty because sellers have to take into account a lot of factors when determining whether and where their sales are to be taxed, consequently they are exposed to the financial risk that the tax administration might come up with
a different interpretation. In effect, the costs for application of current common VAT system
are much higher if transactions are carried out in a Member State other than the one in which
business is established.667
The Commission (1996b)668 concludes that the present system has become a significant burden to the competitiveness of the EU. The Commission sums up the consequences for operators (the need to become familiar with the specific legislation applied in the different Member States; discrimination between purely domestic and intra-Community transactions; legal
uncertainty due to the various factors which sellers must take into account in determining
whether and where their sales are to be taxed; and major costs, especially in terms of economies of scale) and evaluates that the application of the current transitional system generates
costs which some businesses put at 20% of their total tax costs. In addition it sums up the
consequences for consumers (they do not benefit from all the advantages which the single
market should offer and their freedom to obtain supplies on the market conditions of other
Member States is restricted) and for administrations (loss of sovereignty over monitoring;
the circulation within the EU of goods which are totally exempt from tax may encourage the
development of ‘black markets’ and thus create opportunity to commit tax evasion or avoidance; wrong application of tax rules or their circumvention by means of clever tax accounting may lead to a reduction VAT revenues or even displacement of activity to third countries
where no Community VAT is payable).
In its Explanatory Memorandum to Proposal for a Council Directive amending the Sixth Directive669 the Commission identifies several problems in the area of VAT on services.670

667
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669
670
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See Commission (1996b), pp. 10-13.
See p. 13.
Commission (2003).
See also section 3.5 where the proposal is discussed in greater detail.

The Commission’s proposal on the place of supply of services

According to the Commission, a general problem arises when a taxable person receives a
service which is subject to a VAT in another country (i.e., in the country where the supplier
of the service is established). In order to recover the VAT costs, a person has to ask for a refund under the Eighth or Thirteenth Directives. The refund procedure can be complicated
and very time-consuming. In order to avoid this procedure, there is often a tendency to inappropriately use the reverse charge mechanism.
Furthermore, in many instances, a service provider may supply services in respect of movable tangible property in a Member State other than where they are established. The VAT is
due in the Member State where the work was performed. At present this means that the service provider may be required to register with the tax administration in that Member State
and pay VAT. For many businesses this can prove administratively onerous, especially
where they carry out activities in a number of Member States. The control of such businesses
can also prove burdensome for tax administrations.
In addition, an existing Article 9(2)(e), which lists services for which a customer that is a
taxable person can account for VAT under the reverse charge mechanism, has caused several
problems of interpretation, namely it is often difficult to determine, which services are covered by Article 9(2)(e) rule and which are not. The reality is that all new and all previously
unknown services that do not fall within the scope of one of the exceptions are taxable where
the supplier is established. This equally applies to services that are conducive to being supplied at a distance or at differing stages in the production chain. It can lead to cases of double
taxation, unintentional non-taxation and often complicated and time consuming refund procedures under the Eighth or Thirteenth Directives.
And finally, the present rules do not adequately address composite or bundled services. Such
services may consist of a number of different aspects, some which may be covered under
existing Article 9(2)(e) and some that may not. Invariably an issue on how to characterise
such a supply arises, as parties involved in such a transaction would seek to benefit from the
reverse charge mechanism, rather than have the place of supply fall under the general rule.

3.5

The Commission’s proposal on the place of supply of services

The proposal671 provides a new general rule for the place of supply of services under which
the place of taxation is the place of consumption.
The new general rule with respect to the place of supply of services to taxable persons would
thus be determined on the basis of where the taxable person receiving the service is established, rather than the jurisdiction in which the supplier of the services is established. The
taxable person receiving the supply would therefore rely on the reverse charge mechanism
for supplies made by persons established in different countries.
This is proposed as the general rule while simultaneously maintaining a number of exceptions, largely based on existing criteria.
The first exception from the general rule relates to supplies of services related to immovable
property. This would be essentially the same as existing Article 9(2)(a) of the Sixth VAT
Directive.
The second exception relates to passenger transportation services. Services of transporting
goods for taxable persons are covered by the general rules, whereas for all transport services
for non-taxable persons the place of supply shall be the place of departure.
The third exception from the general rule applies to cultural, artistic, sporting, entertainment
and similar activities. This applies equally to both taxable and non-taxable customers. The
text remains virtually unchanged from the existing Article 9(2)(c), first indent, but no longer
671

Commission (2003).
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includes a reference to scientific and educational services with respect to taxable persons.
This would result in the taxable person being required to use the reverse charge mechanism
rather than pay VAT and request a refund under the Eighth or Thirteenth Directive. The provision of scientific and educational services supplied to non-taxable persons would continue
to be taxable at the place where the services are physically carried out.
A final exception from the general rule applies to the place of supply of what can be described as tangible services when supplied to a taxable person. The effect of this exception is
to ensure that services that are supplied for immediate consumption at a readily identifiable
location (e.g., restaurant meals and haircuts) are treated as being supplied at the place of origin. The exception has three components. The first component requires that the service be
rendered in the Member State where the supplier is established or has a fixed establishment.
The second component requires the physical presence of both the service provider and the
customer. The third component is that the services must be provided directly to an individual
for immediate consumption, reflecting the nature of these services.
The long-term hiring or leasing of movable tangible property (e.g., the long term leasing of
automobiles) and work on movable property (e.g., the repair of an automobile) are expressly
excluded and such supplies would fall under the general rule.672

672

'Long-term hiring or leasing' is defined to mean an agreement that provides continuous possession or use of movable tangible property for a period of more than 30 days. For example, where a taxable person hires an automobile at an airport for business use for a period of five days, the place of
supply would be where the supplier is established, not where the business customer is established.
This rule better reflects where the movable tangible property is going to be consumed and provides
administrative ease for suppliers.
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Harmonization in the field of income taxes

4.1

How much harmonization has been achieved in the field of income
taxation?

Although Member States generally remain exclusive right to legislate in the area of direct
taxation, they are bound in the exercise of their legislative powers by the limits imposed by
EU law. Member States’ autonomy to set their own tax policy is limited by the Community
objective to achieve the Internal Market without borders and related principles of economic
freedoms (goods, services, capital673, persons and the freedom of establishment) in the
founding Treaties as well as by the legislative acts of the EU. The ECJ through its judgements has been restricting the freedom of the Member States to legislate in income tax matters. The ECJ has stated that although direct taxation falls within the competence of the
Member States, the latter must exercise that competence consistently with Community law
and therefore avoid any overt or covert discrimination by reason of nationality.674 The case
law by the ECJ has shown that there is an increasing conflict between the fundamental freedoms of the Single Market with free and fair competition and a level playing field in income
and corporate taxation on the one hand, and the imperatives of a coherent and efficient national income tax system on the other.675
The main principles of EU law in the area of free movement have first been developed in the
ECJ’s case law on the free movement of goods. There is a convergence of case law principles applicable in the other areas of free movement.676 Apart from this convergence of the
contents of EU law on free movement, there is a tendency to apply the converged principles
in a similar way to all areas of national law. In SAIL677, the ECJ stated explicitly that the effectiveness of Community law cannot vary according to the various spheres of national law
that it may affect.678 In Hubbard679, the ECJ confirmed this statement by stipulating that

673

The EC Treaty introduces the exception to the principle of the free movement of capital and the
total prohibition of discrimination on the basis of residence or source. Article 58 of the EC Treaty
gives Member States the discretion to apply their national tax provisions which distinguish between
resident and non-resident investors and between domestic and foreign-source capital income. However, such provisions may not amount to arbitrary discrimination or disguised restriction of free
movement of capital and payments (Article 58(3)).
674
The ECJ has stated in several income tax cases that ”… although, as Community law stands at
present, direct taxation does not as such fall within the purview of the Community, the powers retained by Member States must nevertheless be exercised consistently with Community law”. See, for
example, Case C-279/93 (Schumacker) (paragraph 21), Case C-118/96 (SAFIR), and Case C-294/97
(Eurowings). The ECJ has in other cases used slightly different wording by stipulating that “… although direct taxation falls within the competence of the Member States, the latter must none the less
exercise that competence consistently with Community law and therefore avoid any overt or covert
discrimination by reason of nationality.” See for example, Case C-80/94, (Wielockx) (paragraph 16),
Case C-107/94 (Asscher) (paragraph 36), Case C-250/95 (Futura) (paragraph 19), Case C-264/96
(ICI) (paragraph 19), Case C-307/97 (St Gobain) (paragraphs 56 and 57), Case C-311/97 (Royal Bank
of Scotland) (paragraph 19), and Case C-35/98 (Verkooijen) (paragraph 32).
675
See Vanistendael (1998), p. 77.
676
Behrens (1992), Classen (1995) as referred to in Van Thiel (2001b), p. 47.
677
Case 82/71.
678
See paragraph 5 of the judgment.
679
Case C-20/92.
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Community law affects the various branches of national law.680 The essence of the Hubbard
rule is that the contents of Community law cannot vary according to the area of national law
that is affected by it.681 According to Hubbard rule the free movement provisions are in principle capable of affecting any national measures irrespective of the subject matter they concern682, thus, also including income tax measures.
Harmonization in the form of secondary EC legislation has not been substantial in the field
of income and corporate taxation. Until now, the Community has adopted tax-related legislation only in limited areas. Article 7 of Regulation 1612/68 provides that migrant workers are
entitled to the same social and tax advantages as the workers of the host state, thus reiterating
a constitutional limit to the exercise of national legislative powers by incorporating the principle of non-discrimination. Several non-binding EU instruments have been adopted by the
institutions which, however, do not have force of law.683 In addition, the multinational convention, designed to eliminate the double taxation in connection with the transfer pricing of
associated enterprises (the Arbitration Convention) was adopted in 1990.684 The Arbitration
Convention is not a legal act in the framework of the Community institutions but exists directly among Member States and is essentially a multilateral agreement under international
law. The Arbitration Convention is discussed in section 4.3.3. Only three legislative acts (directives) have been adopted in income tax field. As the first concrete step in the field of direct taxation, the Council of Ministers adopted in 1977 the Directive on mutual assistance by
tax administrations of the Member States.685 This directive as well as two directives adopted
in 1990 is based on Article 94 of the EC Treaty. One of the directives adopted in 1990 aims
at elimination of double taxation of dividends in the case of parent companies and subsidiaries of different Member States, and is hereafter referred to as the Parent-Subsidiary Directive.686 The Directive is discussed in section 4.3.1. The other directive, provides for any capital gains arising from a merger, or a similar operation, to be taxed only upon realisation, and
680

The ECJ stated in paragraph 19 of its judgment that ‘… it should be observed that, as the Court
held in Case 82/71 (SAIL) (paragraph 5), the effectiveness of Community law cannot vary according
to the various branches of national law which it may affect.’ The ECJ stipulated in paragraph 20 of its
judgment that specific circumstances (the fact that the substantive proceedings come under the law of
succession in the case at issue) do not justify excluding the application of the right to freedom to provide services enshrined in Community law.
681
See Van Thiel (2001b), pp. 46-47.
682
See Van Thiel (2001a), p. 28.
683
The Commission adopted a non-binding recommendation on the taxation of frontier workers
(Commission Recommendation 94/79/EC of 21 December 1993 on the taxation of certain items of
income received by non-residents in a Member State other than that in which they are resident, OJ L
039 10.02.1994 p. 22) as well as recommendations on the taxation of small and medium-sized enterprises (Commission Recommendation 94/390/EC of 25 May 1994 concerning the taxation of small
and medium-sized enterprises, OJ L 177 of 9 July 1994, p. 1.). In addition, the Council has adopted
code of conduct on harmful tax competition (Conclusions of the ECOFIN Council Meeting on 1 December 1997 concerning taxation policy – Resolution of the Council and the Representatives of the
Governments of the Member States, meeting within the Council of 1 December 1997 on a code of
conduct for business taxation - Taxation of saving, OJ C 002, 06/01/1998, pp. 1 – 6).
684
Convention 90/436 on the elimination of double taxation in connection with the adjustment of
profits of associated enterprises, OJ L 225, 20/08/1990, p. 10 – 24. The convention entered into force
on 1 January 1995 but its application is currently suspended as its prolongation beyond 2000 still
awaits ratification in several Member States.
685
Council Directive 77/799/EEC of 19 December 1977 concerning mutual assistance by the competent authorities of the Member States in the field of direct taxation, OJ L 336, 27/12/1977, pp. 15 –
20.
686
Council Directive 90/435/EEC of 23 July 1990 on the common system of taxation applicable in
the case of parent companies and subsidiaries of different Member States, OJ L 225, 20/08/1990, p.6.
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is hereafter referred to as the Merger Directive.687 The Directive is discussed in section 4.3.2.
Van Thiel (2001a) observes that the extent of harmonization by secondary Community legislation is limited to certain specific aspects, such as withholding taxes on certain dividend
flows and mutual assistance. Member States retain their taxing and regulatory powers in the
field of cross-border mergers as Merger Directive merely provides temporary deferral of
taxation of merger-related capital gains.688

4.2

Developments in the case law of the ECJ

The most important progress in the harmonization of income tax systems of the Member
States has been achieved by the decisions of the ECJ. Such case law has important impact on
the design of the Member States’ tax rules. The basis of the case law of the ECJ has not been
any provision in the EC Treaty on income taxation, as there are not such provisions, but the
provisions on non-discrimination and on four fundamental economic freedoms in the founding Treaties. The four freedoms encompass two principles: a right of cross-border circulation
(market access and exit) and a prohibition of discrimination on grounds of nationality of persons or origin of goods (market equality).689
In implementing the policy goal to achieve free movement of goods, persons, services and
capital within the Internal Market, the ECJ has interpreted the free movement provisions
broadly as prohibiting not only distinctions based on nationality or origin (open, direct or
overt discrimination), but also distinctions on the basis of other criteria – the application of
which leads to the result mainly disadvantaging foreign products or factors (indirect or covert discrimination). For example, different treatment on the basis of residency can cause covert discrimination if the application of such criteria results in a different tax treatment of a
category of persons that mainly comprises foreign nationals. The ECJ has also interpreted
the four freedoms as forbidding the enactment of national legislative provisions that impede
or render unattractive the exercise of any such freedoms, even if such rules apply without
regard to nationality. Thus, Member States are prohibited to introduce measures, including
tax provisions, which are discriminatory or which could somehow impede or restrict the
resident of another Member State in making use of the four freedoms (e.g. freedom to work
or provide services or freedom of establishment). However, even if foreign products or factors are treated disadvantageously, which leads to restriction to free movement, there may be
a justification for it either because an exception is foreseen by the Treaty or because the
measure may be necessary in the overriding public interest690 and is proportional691.
The ECJ has relied in income tax cases on two different approaches that have been developed by the Court in non-tax cases: non-discrimination approach and non-restriction approach.692 The non-discrimination principle in the area of income taxation means that it is
687

Council Directive 90/434/EEC of 23 July 1990 on the common system of taxation applicable to
mergers, divisions, transfers of assets and exchanges of shares concerning companies of different
Member States, OJ L 225, 20/08/1990, p.1.
688
See Van Thiel (2001a), pp. 22-23.
689
See Terra and Wattel (2001), p. 30.
690
See Case 8/74 (Dassonville).
691
The ECJ applies a proportionality test to check whether the restriction on the EC freedom is proportionate to the overriding public interest justifying this restriction. A national measure fails the proportionality test if the overriding public interest can also be achieved by measures which are less restrictive on intra-Community trade (for example, Case 120/78 (Cassis de Dijon) and Case C-238/89
(Pall Corp) (paragraphs 11 and 12)) or if the measure in question is not in proportion to the goal pursued (Case C-51/93 (Meyhui) (paragraph 10) and Case C-315/92 (Estée Lauder) (paragraph 13)). See
Van Thiel (2001a), pp. 73 and 111.
692
See Terra and Wattel (1997), pp. 27–28 and Vanistendael (2001).
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forbidden to treat non-residents from other Member States less favourably for income tax
purposes than the residents. On the other hand, the non-restriction principle forbids the national rules which lead to disadvantageous treatment of people, goods or investments from
other Member States. Not only is (unjustified) unequal treatment of products, capital and
economic agents operating under the same conditions (discrimination) prohibited, but also
(unjustified) distinction based on criteria other than nationality of persons or origin of goods
as well as a restrictive measure without distinction (restriction). According to the first approach, when residents and non-residents are treated the same way, but as a result, nonresidents face an obstacle when operating in another Member State, there is no violation of
the EC Treaty. This approach is typical for the case law with respect to indirect taxation on
the basis of Article 90 of the Treaty. The second approach is more radical and it is based on
EC Treaty provisions with respect to the free movement of goods. Non-restriction approach
has also been applied in the cases concerning mobility restrictions.693 In addition, the ECJ
has increasingly defended non-restriction approach in the other areas (free movement of
workers and freedom of establishment), furthermore, several Advocate Generals have opined
in favour of such an approach.694 In its case law the ECJ has not taken a definitive position
on which of the two approaches is the valid one in the field of taxation. The recent case law
of the ECJ points to a gradual shift towards non-restriction approach. Van Thiel (2001a) predicts that the ECJ will align its reading of the Treaty provisions on persons with those on
goods (including the income tax area).695

4.2.1 The scope of application of Community law
As a general rule, Community law only benefits European nationals (citizens and companies696) who engage in economic activity697 which is not purely domestic, but crosses Member States’ borders.698 An individual or a company can claim protection under the EC Treaty
if encountering a discriminatory or restrictive measure when making use of one of the four
freedoms enshrined in the Treaty.699 Individuals who move to another Member State to work
there, exercise their right of freedom of movement under Article 39 of the EC Treaty and
enjoy Community law benefits as ‘migrant workers’. The freedom of establishment laid
693

For example, Case 321/87 (Commission v Belgium). The case concerns free movement of persons, namely, whether Community law prevents a Member State from checking, within its territory,
compliance with the obligation imposed on persons enjoying a right of residence under Community
law to carry their residence or establishment permit at all times, where an identical obligation is imposed on its own nationals as regards their identity card. The ECJ found that the carrying out of such
controls upon entry into the territory of a Member State may, depending on the circumstances, constitute a barrier to the free movement of persons within the Community, a fundamental principle of the
(then) EEC Treaty. That would be the case in particular if it were found that the controls in question
were carried out in a systematic, arbitrary or unnecessarily restrictive manner. See paragraph 15 of the
judgment.
694
See, for example, Advocate General in his Opinion on Wielockx.
695
See Van Thiel (2001a), pp. 90-92.
696
With regard to companies, it should be noted in this context that it is their corporate seat that
serves as the connecting factor with the legal system of a particular State, like nationality in the case
of natural persons (Case C-270/83 (Avoir fiscal), paragraph 18, and Case C-330/91 (Commerzbank),
paragraph 13).
697
However, it has been argued that an economic nexus no longer seems to be necessary for individuals and undertakings to be able to rely on the EC Treaty as against incompatible national laws
because with the entry into force of the Treaty on European Union, the word ‘economic’ was eliminated from the title of the (then) EEC Treaty (which therefore became an EC Treaty), and thus the
Treaty no longer addresses economic issues alone. See Terra and Wattel (2001) p. 24.
698
See Van Thiel (2001a), p. 41.
699
De Broe (2002), p. 71.
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down in the EC Treaty requires the actual performance of a cross-border activity by means
of a permanent establishment in another Member State.700 A self-employed person may also
rely on the right of establishment provision of the EC Treaty provided that some foreign
element justifies the application of EU law.701
Werner
According to the ECJ in Werner702, the scope of Community law is limited to intraCommunity cross-border situations and EU law does not apply to purely internal situations
or to situations that have insufficient connection with the EU because they involve thirdcountry nationals or are otherwise located outside the EU. Thus, in cases of purely domestic
situations where no cross-border element is involved, Community law does not apply. This
means that workers who have never exercised the right of freedom of movement within the
Community (i.e. workers who are active only in the state of which they are nationals) cannot
claim EC Treaty benefits.703
In Werner, the ECJ considered the situation of a German dentist, who had obtained his diploma in Germany and worked there, to be internal even though the dentist was a resident of
the Netherlands. The main question at issue was whether Werner as a national of Germany
residing in another Member State, might rely on Community law against his own Member
State.
Mr. Werner worked as an employee for another dentist in Germany but lived in the Netherlands. After finishing his employment contract, Mr. Werner opened a dental practice as a
self-employed dentist in Germany but continued to live in the Netherlands. Several tax advantages available for residents of Germany were not available to him as a non-resident.
Non-residents were subject to a higher rate and tariff for the tax and, in addition, they could
not benefit from the preferential tariff for married couples. Furthermore, year-end adjustment
of monthly deductions was not available to them. Finally, certain deduction or reliefs which
were available to residents were not available to non-residents. In brief, Mr. Werner was subject to a significantly higher tax burden than residents.
In the earlier Biehl case704 the ECJ considered the situation of a taxpayer within the scope of
EU law. Mr Biehl was a German national subject to Luxembourg tax legislation, which
linked the possibility of a refund of an overpayment of tax to the requirement of permanent
residence in the territory of Luxembourg and therefore had a particularly adverse effect on
taxpayers who were nationals of other Member States. The main difference between Biehl
and Werner was that Mr Biehl was a German national subject to Luxembourg tax legislation,
whereas Mr Werner was a German national who remained subject to the legislation of the
State of which he was a national. Mr Biehl moved to another State in order to take employment there while Mr Werner lived in a State other than the one in which he had an economic
activity (a private practice).
700

In Daily Mail, the right of a company for a tax-free emigration under freedom of establishment
provision of the EC Treaty was at issue. Daily Mail claimed that it was exercising the right of establishment when transferring its central management and control to another Member State and that the
EC Treaty gave it the right to cease to be resident in the United Kingdom without paying emigration
tax. In its decision, the ECJ held that EC Treaty conferred no right on a company incorporated under
the legislation of a Member State and having its registered office there to transfer its central management and control to another Member State. Thus, the ECJ decided that in the ‘present state of Community law’, the Treaty did not provide companies with the right to transfer residence and control and
a tax-free emigration of the company should not be allowed on the basis of EC law. See judgment of
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The referring court in the Werner case wanted to know whether the right of establishment
under EC Treaty (Article 52 of the EEC Treaty (now Article 43 of the EC Treaty)) went beyond national treatment and if so, whether the higher tax burden on non-resident nationals
was a prohibited restriction on free movement. In addition, the referring court asked whether
the contested German tax measure constituted an infringement of the prohibition of indirect
discrimination laid down in general non-discrimination clause of (then) Article 7 of the EEC
Treaty (now Article 12 of the EC Treaty).705
The ECJ has held on several occasions that a self-employed person who is a national of the
host Member State, provided that some foreign element justified the application of the
Community law, may rely on the right of establishment provision of the EC Treaty. In
Knoors706, the ECJ held that the fact that Mr Knoors had acquired a trade qualification in
another Member State was enough to consider him a person to whom Community law applies. Mr Knoors was a Netherlands national who wished to establish himself in the Netherlands in reliance on the professional qualifications that he had acquired in another Member
State (Belgium). However, the ECJ argued in Werner that, unlike Mr Knoors, Mr Werner
was a German national setting up a practice in his State of origin on the basis of a professional qualification and professional experience acquired in that State. The ECJ stated that in
Werner case there was no foreign element involved and that, therefore, it was purely internal
situation, which was not covered by EU law. Thus, the ECJ held that persons who possess
and always possessed solely the nationality of the host Member State cannot rely on EU law.
Advocate General Darmon in his Opinion on Werner stated that the freedom of movement
within the EC granted to Community nationals was deemed to involve movement for the
purposes of an economic activity. The Court has also held, in its judgment in Singh707 that
nationals of the Member States have in particular the right, which they derive directly from
Treaty provisions on free movement of workers (Article 39) and freedom of establishment
(Article 43), to enter and reside in the territory of other Member States in order to pursue an
economic activity there as envisaged by those provisions.
The Advocate General argued that Mr Werner had never availed himself of the freedom of
movement provided for in the Treaty with a view of to working or with a view to establishing himself in a Member State other than that of which he was a national. In that case he had
not pursued any professional activity in the Member State where he resided either as an employee or as a self-employed person. The residence of Mr. Werner was not connected with
any activity as a provider of services. Thus, Mr. Werner had exercised his freedom of
movement only in order to reside in the Netherlands, without any connection with any economic activity.
The ECJ confirmed the Opinion of the Advocate General and held that the only factor which
took the Werner case out of a purely national context was the fact that Mr Werner lived in a
Member State other than that in which he practised his profession. Accordingly, freedoms of
movement of the EC Treaty were not applicable to his situation. Thus, the ECJ ruled that
cross-border residence unrelated to economic activity was insufficient to bring a case within
the scope of application of directly applicable Community law.
Van Thiel comments that the situation of Werner obviously had cross-border elements with
economic relevance.708 The higher tax burden was the result of a non-resident becoming es-
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tablished in Germany. In its later decisions709, the ECJ has held that when for a specific tax
purpose residents and non-residents are in an objectively comparable situation, then Member
States are under obligation to grant non-residents national treatment. Primary Community
law is indeed based on nationality, though most differences in the field of direct taxes are
derived by the status of non-resident.710 Van Raad (1986) has called for a different extension
of the concept of non-discrimination in the field of direct taxes, so as to make it directly connected to residence.
Both the referring court and the Commission considered Werner’s situation within the scope
of application of EU law.711 The referring court thought so because Mr Werner was economically active in a Member State other than his state of residence (cross-border establishment). The Commission argued that Mr Werner was a beneficiary of services in the Netherlands where he was a resident and, as a frontier worker enjoyed indirect tax advantages provided by EU law. It has been suggested that the ECJ would have done better to conclude that
Community law applied, but that this was case of reverse discrimination712 which was not
prohibited in the present state of EU law.713 714 Furthermore, Van Thiel criticizes the judgment on the ground that allowing Member States to discriminate against their own nationals
or in the cases of purely domestic situation is at odds with the very concept of internal market.715
It has been argued that the Werner judgment lost most of its value since the entry into force
of the general residence directives (90/364/EEC716, 90/365/EEC717 and 90/366/EEC718).719
Van Thiel (2001a) expresses opinion that since the entry into force of residence directives,
Member States are no longer allowed to undermine cross-border residence by domestic
measures that restrict the exit of nationals for personal reasons unrelated to economic activity.720 In addition, it has been argued that after the introduction of the notion of the EU citizenship by Article 17 of the EC Treaty, the individual is protected by EC Treaty even if it is
not clear whether he transfers his residence in connection with the exercise of one the eco709
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711
See Van Thiel (2001a), p. 438.
712
Reverse discrimination appears when Member States discriminate against their own economic
activities.
713
In joined cases C-64/96 and C-65/96 (Uecker and Jacquet) the national court asked whether the
fundamental principles of a Community moving towards the EU still permit a national rule which is
incompatible with Community law to continue to be applied by a Member State against its own nationals and their spouses from non-member countries. The ECJ stated any discrimination which nationals of a Member State may suffer under the law of that State fall within the scope of that law and
must therefore be dealt with within the framework of the internal legal system.
714
Van Thiel (2001b), pp. 48-49 observes that the constitutionally guaranteed minimum of economic integration is incomplete if the concept of equal treatment is still interpreted as a prohibition of
discrimination of cross-border as compared to domestic economic activities, rather than as a right to
pure equal treatment. With a pure equal treatment reading, the ECJ would place emphasis on national
measures (or bilateral treaties) that distort competition in the internal market, rather than merely considering measures that restrict cross-border activities.
715
See Van Thiel (2001a), p. 278.
716
Council Directive 90/364/EEC of 28 June 1990 on the right of residence, OJ L 180, 13/07/1990
pp. 26 – 27.
717
Council Directive 90/365/EEC of 28 June 1990 on the right of residence for employees and selfemployed persons who have ceased their occupational activity, OJ L 180, 13/07/1990, pp. 28 – 29.
718
Council Directive 90/366/EEC of 28 June 1990 on the right of residence for students, OJ L 180,
13/07/1990, pp. 30 – 31.
719
See Van Thiel (2001a), pp. 275 and 439.
720
Ibid, p. 275.

163

Harmonization in the field of income taxes

nomic freedoms. Citizens of the EU enjoy the rights conferred by the Treaty, such as the
right to move and reside freely within the territory of the Member States.721 It is suggested
that one can expect that the ECJ will accord Treaty protection to a citizen of the Union transferring his/her residency from one Member State to another without making use of the four
economic freedoms.722 Terra and Wattel (2001)723 observe that it is possible that Mr Werner,
were his situation to be referred to the ECJ once more, would now be given access to the
Treaty under Article 18 (the right of residence) and/or Article 12724 (general discrimination
provision). In Uecker and Jacquet725 the ECJ noted that citizenship of the Union, established
by Article 8 (now Article 18) of the Treaty is not intended to extend the scope ratione materiae of the Treaty also to internal situations which have no link with Community law.726 The
ECJ held in its Uecker and Jacquet judgment727 that Community legislation regarding freedom of movement for workers cannot be applied to the situation of workers who have never
exercised the right to freedom of movement within the Community. It is unclear whether the
residence directives or EC Treaty articles on the notion of citizenship (Article 17) and the
right of residence (Article 18) are relevant in the area of free movement.
The ECJ has dealt with the question of the scope of application of Community law in other
cases. In Halliburton728, the ECJ considered the Dutch transfer tax on a Dutch buyer of an
immovable property located in the Netherlands within the scope of EU law, because of possible adverse effects of a differential transfer tax treatment on the German seller.729 In Asscher730, the ECJ allowed a Dutch national to invoke EU law against his Member State of origin, because he was also economically active in Belgium.731 In Gilly732, the ECJ considered
721

Article 18 (ex Article 8a) of the Treaty stipulates that ‘… [e]very citizen of the Union shall have
the right to move and reside freely within the territory of the Member States, subject to the limitations
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The Netherlands argued that the situation was purely internal and, therefore, Community law did not
aply. However, the ECJ held that that payment of a tax on the sale of immovable property constituted
a burden which renders the conditions of sale of the property more onerous and thus had repercussions
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than if it had chosen the form of a public or private limited company instead of that of a permanent
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and 20 of the judgment.
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in the Netherlands than residents. The ECJ ruled that Mr Asscher had to be equated with a Belgian
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cross-border residence for private reasons and dual nationality to be sufficient to bring the
case within the scope of EU law.733 In ICI734, the ECJ assumed that EU law applied to a relationship between two resident companies that had exercised their right to free movement
through another resident holding company (see below for further discussion of the case). In
X and Y735 the ECJ stated that in the case of sale of shares that are subject to capital gains
treatment, the fact that the transferee company is established in another Member State or that
a company established in another Member State has a holding in the transferee company, is
sufficient to bring the case within the scope of EU law.736 In the Uecker and Jacquet case737
the ECJ held that a national of a non-EU country married to a worker having the nationality
of a Member State cannot rely on Community legislation when that worker has never exercised the right to freedom of movement within the Community because that case has no factor linking it with any of the situations governed by Community law and all elements of it
are purely internal to a single Member State.
Schumacker
The factual and legal aspects of the Schumacker case738 are very similar to those in the
Werner case739. Schumacker also dealt with the problem that German Income Tax Law applied different tax regimes to employed persons according to their residence. The main difference between Mr. Werner and Mr. Schumacker was that the former was a German national who resided in the Netherlands while Mr. Schumacker was a Belgian national who
lived with his wife in Belgium, but was employed in Germany.
Advocate General Léger states in its Opinion in Schumacker that by contrast with Werner,
Schumacker certainly comes within the scope of Community law. A German national working in Germany where he acquired his professional qualifications, Mr Werner never exercised the freedoms conferred by the Treaty, particularly that of establishing himself in another Member State. The only foreign element was the fact that he resided in the Netherlands. In the Schumacker case, a Belgian national who acquired his qualifications and professional experience elsewhere than in Germany, exercised the right of freedom of move-

national who had some economic activity in the Netherlands and, thus, Mr Asscher had to be allowed
access to Article 43 of the Treaty.
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ment for workers laid down in Article 39 of the Treaty in order to go to Germany and take up
employment there. The situation is therefore not purely internal to one Member State.740
Van Thiel observes that workers of a Member State, who stay at home and work abroad, enjoy EU law benefits in the State of work if certain conditions are fulfilled (Schumacker).741
Workers who work at home, but move residence abroad, may qualify for EU law benefits as
‘frontier workers’ depending on their nationality. If they only have the nationality of the
work state, they do not enjoy EU law benefits (Werner). If they (also) have the nationality of
the state of residence, they do (Gilly742). Thus, according to ECJ case law, the persons who
possess and always possessed solely the nationality of the host Member State cannot rely on
EU law.
Daily Mail
Unlike Biehl, Werner and Schumacker which concerned individual workers, Daily Mail concerned a company. Daily Mail transferred its central management and control to the Netherlands prior to the sale in order to avoid capital gains tax in the UK. The UK law required
Treasury consent prior to such transfer. The consent was not given if Daily Mail was not going to pay an exit tax before transferring its corporate residence abroad. Daily Mail considered this requirement of prior approval an obstacle to its right of establishment under Article
58 (now Article 48) of the Treaty. In its Daily Mail decision, the ECJ held that although the
Treaty prohibited the Member State of origin from hindering companies from establishing in
another Member State (right of exit)743, the Treaty conferred no right on a company incorporated under the legislation of a Member State and having its registered office there to transfer
its central management and control to another Member State.744 Thus, the ECJ decided that
in the ‘present state of Community law’, the Treaty did not provide companies with the right
to transfer residence and control.
Furthermore, the ECJ noted that Article 293 of the Treaty provided for the conclusion, so far
as is necessary, of agreements between Member States with a view to securing inter alia the
retention of legal personality in the event of transfer of the registered office of companies
from one country to another. No convention in this area has yet come into force.745 Thus, the
ECJ interpreted Article 293 of the Treaty as an explicit Treaty derogation from directly applicable Community law on the free movement, until such time as a multilateral Convention
on corporate connecting factors and the loss of legal personality in case of their relocation,
had come into force.746 Daily Mail was therefore refused the right of tax free exit, because of
the absence of secondary Community law in the area of international private law, not in the
area of income tax law.747 The ECJ, thus, defined the question at issue as a problem of international company law rather than as a problem of tax law.748
ICI
The case749 concerned the compatibility with Article 43 of the EC Treaty of domestic legislation which made a particular form of tax relief available to companies belonging to a consor740
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tium subject to the condition that, where the consortium controlled a holding company, most
of the subsidiaries thereof were resident in the national territory.
Although the companies involved had never exercised their right of establishment in the
sense of Articles 52 and 58 (now Articles 43 and 48) of the Treaty, the ECJ nevertheless did
not consider the situation purely domestic for lack of cross-border economic activity. The
mere fact that the consortium to which both resident companies belonged consisted also of
subsidiaries in other Member States was a sufficient cross-border element, in the opinion of
the ECJ, to take the case outside its purely domestic context.750
However, the ECJ ruled that although the legislation at issue was incompatible with Community law in not granting tax relief where the holding company owned by the consortium
controlled mainly subsidiaries having their seat in the Community, the situation at issue lied
outside the scope of Community law because the holding company controlled mainly subsidiaries having their seat in non-member countries. Accordingly, when deciding an issue
concerning a situation which lied outside the scope of Community law, the national court
was not required, under Community law, either to interpret its legislation in a way conforming with Community law or to disapply that legislation.751

4.2.2 Case law prohibiting discrimination of non-residents and restrictions to free
movement
The ECJ has generated a large body of case law since 1986 on the compatibility of national
income tax laws with the EC Treaty.752 This case law also includes several important decisions in the area of corporate taxation.753
In its case law754 relating to the differential taxation of residents and non-residents, the ECJ
has ruled that non-residents must also be allowed to enjoy tax benefits where, apart from the
residence criterion, they are in an identical situation for tax purposes. It follows from the tax
decisions of the ECJ that permanent establishments of persons from other Member States
have to be taxed according to the same rules as apply to residents and tax rules that disadvantage permanent establishments are potentially in breach of Community law.755 Several
judgements by the ECJ have prohibited the measures distinguishing between residents and
non-residents or companies having their seat in the Member State and permanent establish750
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ments of another Member State, for example, the imposition of higher levies on insurance
contracts concluded with foreign companies756 or the exclusion of a permanent establishment
of another Member State from enjoyment of tax concessions applied to companies having
their seat in the Member State in question757. Another example is the case law of the ECJ on
the national tax systems which favour domestic investment over foreign investment.758
The ECJ has decided that the rules regarding equality of treatment forbid not only overt discrimination by reason of nationality but also all covert forms of discrimination. In Sotgiu759
the ECJ first interpreted the Treaty as prohibiting also covert discrimination. In Sotgiu the
question arose whether the fact that a separation allowance was granted only for German
residents constituted discrimination. The ECJ ruled that the rules regarding equality of treatment forbid not only overt discrimination by reason of nationality but also all covert forms of
discrimination which, by the application of other criteria of differentiation, lead in fact to the
same result.760 In Sotgiu, the ECJ first developed a ‘freedom-oriented’ or ‘restriction-based’
rather than an ‘equality-oriented’ or ‘discrimination-based’ reading of the Treaty.761 Under
that approach, any national measure that is capable of restricting free movement, regardless
of whether or not applied in a discriminatory way, is prohibited by the Treaty, unless it
serves an overriding public interest objective and is proportional.762
It follows that with respect to intra-Community tax treaties, the case law by the ECJ in tax
issues confirms that Community concept of discrimination goes beyond the international tax
law concept of discrimination. International tax law prohibits only direct discrimination,
whereas European tax law concept also prohibits indirect discrimination as well as nondiscriminatory restrictive measures that are disproportionate. Under the OECD model tax
convention it is assumed that a non-resident is in a different position and can be subject to
different treatment unless specifically forbidden by a non-discrimination rule of Article
24.763 Under EC Treaty non-residents of other Member States shall not be treated differently
from residents.
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Biehl
The case764 concerned a tax measure which was claimed to constitute an indirect exit restriction. Mr Biehl was a German national who pursued an activity as an employed person in
Luxembourg and was thus subject to Luxembourg tax provision under which the repayment
of any overpaid income tax is refused if the taxpayer is not resident in the territory of the
Luxembourg during the entire year. This tax provision had a particularly adverse effect on
taxpayers who were nationals of other Member States. Mr Biehl challenged the decision of
the tax authorities of Luxembourg who refused to repay the sums corresponding to tax deducted in excess of the total amount of his tax liability. He claimed that this tax provision of
Luxembourg introduced a covert discrimination between taxpayers, prohibited by Community law, because the provision mainly applied to taxpayers who were not Luxembourg nationals.
The ECJ recalls in its judgment in Biehl that according to the case law of the ECJ, laid down
for the first time in its judgment in Sotgiu, the rules regarding equality of treatment forbid
not only overt discrimination by reason of nationality but also all covert forms of discrimination. Different treatment on the basis of other criteria of differentiation than nationality (e.g.
residency) causes covert discrimination if the application of such criteria results in a different
tax treatment of a category of persons that mainly comprises foreign nationals. Advocate
General Darmon argues in its Opinion765 that it must be determined first of all whether the
rule at issue before the national court, although applicable without distinction, leads in fact to
different treatment for Luxembourg nationals and for nationals of the other Member States.
Advocate General stresses that it is important to bear in mind that an actual comparison of
situations may show that a situation which is treated differently does not constitute unlawful
discrimination if, in the final analysis, the national in question is not in a less favourable position than nationals of the host State. The ECJ holds in its Biehl judgment766 that even
though the criterion of permanent residence in the national territory refers to in connection
with obtaining any repayment of an overdeduction of tax applied irrespective of the nationality of the taxpayer concerned, there is a risk that it will work in particular against taxpayers
who are nationals of other Member States. Often such persons leave in the course of the year
the country. In addition, the ECJ holds that a national provision such as the one at issue is
liable to infringe the principle of equal treatment in various situations. That is so in particular
where no income arises during the year of assessment to the temporarily resident taxpayer in
the country he has left or in which he has taken up residence. In such a situation, that taxpayer is treated less favourably than a resident taxpayer because he will lose the right to repayment of the overdeduction of tax which a resident taxpayer always enjoys.767 The ECJ
rules in its judgment that the withholding of fiscal advantages is a restriction of the right of
establishment conferred by Article 52 (now Article 43) of the Treaty.
Biehl II
Luxembourg amended its legislation to bring it in line with the Biehl judgment by deleting
from its tax law the condition that an employee must have been resident for the entire taxable
year in order to be eligible for annual adjustment of wages tax. However, the Commission
found that by June 1994 the Grand Duchy was still not complying with its obligations under
EC Treaty. The Luxembourg tax legislation continued to provide that in order to obtain a
and connected requirements to which other similar enterprises of the first-mentioned State are or may
be subjected.’
764
Case C-175/88 (Biehl).
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Case C-175/88 (Biehl).
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Ibid, paragraph 14.
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Ibid, paragraph 16.
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refund of overpaid income tax, or regularisation by means of annual adjustments, the taxpayer had to have been resident throughout the entire tax period or alternatively to have been
employed in Luxembourg for at least nine months. If the taxpayer did not meet these requirements, he had to make an application for review to obtain a refund of the overpaid tax
on equitable grounds. The Luxembourg Government argued that the purpose of its legislation was to ensure application of the principle of progressive taxation by preventing the procedure normally followed by the tax office from leading to the grant to temporary residents
of repayments of arbitrary amounts owing to the lack of information concerning their annual
income. Furthermore, in order to be able to calculate tax repayments to temporary residents,
the tax authority had to be informed of income earned abroad by the taxpayer before he took
up residence in the Grand Duchy or after he left it, so that it could determine the appropriate
rate of tax to be applied to his Luxembourg income. The ECJ held in its judgment in Biehl
II768 that, although the legislation in question, which required an unbroken period of residence or work in Luxembourg for a certain period of time before the taxpayer could benefit
from certain tax advantages accorded to resident taxpayers, applied irrespective of the nationality of the taxpayer concerned, there was a risk that it would work in particular against
nationals of other Member States, since those persons often leave in the course of a year the
country. Those persons also often cease working in Luxembourg on the expiry of a shortterm employment contract.
Bachmann
An indirect exit restriction was also an issue in Bachmann. Mr Bachmann, a German national who temporarily moved to Belgium in connection with employment there, was refused a deduction from taxable income of the contributions paid in Germany pursuant to
contracts with German insurance companies concluded before he came to Belgium. The refusal was based on the Belgian tax provisions which provided that only contributions paid to
a mutual insurance company recognized by Belgium and pension and life insurance contributions paid in Belgium may be deducted from taxable income. In addition, Belgian tax law
provided for later taxation of the benefits if the contributions were deducted, whereas if the
contributions had not been deducted, the benefits were exempted from tax.
The Advocate General noted in his Opinion that the legislation in question applied to all persons liable to income tax in Belgium. There was thus no discrimination based directly on
nationality.769 However, in accordance with case law of the Court, laid down for the first
time in its judgment in Sotgiu, "[…] the rules regarding equality of treatment forbid not only
overt discrimination by reason of nationality but also all covert forms of discrimination
which, by the application of other criteria of differentiation, lead to the same result". Mr
Bachmann and the Commission considered that the criterion at issue in Bachmann, namely
that of the payment of insurance contributions in Belgium, applying as it did to all workers
regardless of their nationality, led to indirect discrimination based on nationality. According
to them, as with the criterion at issue in the Biehl case, "[…] there is a risk that it will work
in particular against taxpayers who are nationals of other Member States"770. Although the
Belgian Government argued that Belgian workers are just as much affected as workers from
other Member States, the Advocate General maintained that “[…] it would be primarily nationals of other Member States who would be disadvantaged by the condition complained
of”.771 The Advocate General concluded that the Belgian tax provision, which made it com768
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pletely impossible to deduct contributions paid to insurance companies having no establishment in Belgium, went beyond what was objectively necessary to achieve its intended aim
and was thus incompatible with Article 49 of the Treaty. The Advocate General added that
since it had not been objectively justified, it also constituted a restriction on freedom of
movement for workers and was incompatible with Article 39.772 The ECJ, however, did not
fully agree with the Opinion of the Advocate General. It held that although that tax provision
constituted a restriction to the free movement it was still justified by the need to ensure the
cohesion of the tax system. The ECJ, having applied a test of proportionality, concluded that
it was not possible to ensure the cohesion of such a tax system by means of measures with
less restrictive effect on Treaty freedoms.773 The ECJ stated that the cohesion of the Belgian
tax system presupposed that, in the event of a State being obliged to allow the deduction of
life assurance contributions paid in another Member State, it should be able to tax sums payable by insurers.774 Thus, the ECJ allowed denying non-residents the right of deduction if it
cannot tax the benefits that they receive abroad.775 The ECJ found the Belgian recapturing
rule acceptable although the national measure at issue in Bachmann was restricting the freedoms of the Treaty. In effect, the ECJ in principle allowed tax provisions that restrict the exercise of the Treaty freedoms provided that they are justified in order to preserve fiscal coherence and proportionate. See section 4.2.3. about further discussion of the case.
Werner
The case776 considered also indirect exit restriction. Mr Werner was refused tax benefits because he did not live in the State of which he was a national and where he had taxable income as a self-employed person.777
The referring court wanted to know whether Article 52 of the EEC Treaty (now Article 43 of
the EC Treaty) went beyond national treatment and if so, whether the higher tax burden on
non-resident nationals was a prohibited restriction on free movement. In addition, the referring court asked whether the contested German tax measure constituted an infringement of
the prohibition of indirect discrimination laid down in the general non-discrimination clause
of Article 7 of the EEC Treaty (now Article 12 of the EC Treaty).778 The ECJ stated that in
the Werner case there was no foreign element involved and that, therefore, it was a purely
internal situation which was not covered by EU law.779 According to ECJ ruling, Mr Werner
never exercised the freedoms conferred by the Treaty, particularly that of establishing himself in another Member State: he was a German national working in Germany where he acquired his professional qualifications.
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Schumacker
The case780 dealt with the problem that German Income Tax Law applied different tax regimes to employed persons according to their residence. Mr. Schumacker was a Belgian national who was employed in Germany. Advocate General Léger states in its Opinion in
Schumacker that Mr Schumacker, a Belgian national who acquired his qualifications and
professional experience elsewhere than in Germany, exercised the right of freedom of
movement for workers laid down in Article 39 of the Treaty in order to go to Germany and
take up employment there. A national of a Member State who exercises his right of freedom
of movement under Article 39 to work in another Member State (where he receives all his
income) whilst continuing to reside in his State of origin, had to pay tax on the income received in his State of employment without his personal circumstances and his family responsibilities being taken into consideration. This led to clear discrimination at the expense of the
non-resident, who was subject to a different tax regime from that applicable to residents.781
Tax rules which apply to residents and non-residents different conditions regarding income
tax may fall within the scope of Article 39 of the EC Treaty. Article 39(2) of the Treaty requires the abolition of any discrimination based on nationality between workers of the Member States as regards, inter alia, remuneration. In principle, that article does not preclude a
non-resident employed person from being taxed by the State of employment more heavily
than a resident in the same employment where they are not in comparable situations from the
tax point of view.782 783
The ECJ recalls in its judgment that it has consistently held that the rules regarding equal
treatment forbid not only discrimination on the basis of nationality but also discrimination on
the basis of other factors (e.g. residence) which lead to a similar result. The Court states that
although it is true that the rules at issue in Schumacker apply irrespective of the nationality
of the taxpayer concerned, national rules of that kind, under which a distinction is drawn on
the basis of residence in that non-residents are denied certain benefits which are, conversely,
granted to persons residing within national territory, however, are liable to operate mainly to
the detriment of nationals of other Member States. Furthermore, the ECJ recalls that it is settled law that discrimination can arise only through the application of different rules to comparable situations or the application of the same rule to different situations. The ECJ acknowledges that in relation to direct taxes, the situations of residents and of non-residents are
not, as a rule, comparable. The situation of a resident is different in so far as the major part
of his income is normally concentrated in the State of residence. Moreover, that State generally has available all the information needed to assess the taxpayer's overall ability to pay,
taking account of his personal and family circumstances. Consequently, the fact that a Member State does not grant to a non-resident certain tax benefits which it grants to a resident is
not, as a rule, discriminatory since those two categories of taxpayers are not in a comparable
situation.784
The ECJ holds in its judgment in Schumacker that the position is different, however, in a
case where the non-resident receives no significant income in the State of his residence and
obtains the major part of his taxable income from an activity performed in the State of employment, with the result that the State of his residence is not in a position to grant him the
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benefits resulting from the taking into account of his personal and family circumstances.785
In the case of a non-resident who receives the major part of his income and almost all his
family income in a Member State other than that of his residence, discrimination arises from
the fact that his personal and family circumstances are taken into account neither in the State
of residence nor in the State of employment.786 The ECJ rules that Article 39 of the Treaty
must be interpreted as precluding the application of rules of a Member State under which a
worker who is a national of, and resides in, another Member State and is employed in the
first State is taxed more heavily than a worker who resides in the first State and performs the
same work there when, as in the main action, the national of the second State obtains his income entirely or almost exclusively from the work performed in the first State and does not
receive in the second State sufficient income to be subject to taxation there in a manner enabling his personal and family circumstances to be taken into account.787
The ECJ did not specify in Schumacker the exact proportion of income that non-resident
should earn in another Member State in order to be entitled to the same tax treatment there as
a resident. The ECJ has also avoided giving quantitative guidelines in the subsequent case
law. In Wielockx (see below), the ECJ did not quantify the proportion of income that nonresident should earn in the state of source, to qualify for equal treatment. Several bilateral
treaties refer to 90% of worldwide income. The Commission recommendation stipulates that
treatment identical to that of residents should be granted to non-residents if they earn 75% or
more of their income in source state.788 In its judgment in Gschwind789, the ECJ accepted the
requirement that a non-resident should earn 90% of family income in the state of source to
qualify for equal treatment.790
Wielockx
The case791 concerned different treatment of residents and non-residents by refusing to deduct from the latter’s taxable income contributions to a pension reserve. Since residents were
granted such a deduction, they had an advantage which was denied to non-residents. Mr
Wielockx, a Belgian national living in Belgium was a partner in a physiotherapy practice in
the Netherlands. He received his entire income and was liable to pay tax there. He claimed
that EC Treaty precludes a Member State from refusing to deduct from his taxable income
785
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his contribution to the pension reserve if residents are in fact granted such a deduction. The
ECJ held that Article 43 of the Treaty precludes a Member State from allowing residents to
deduct from their taxable income business profits which they allocate to form a pension reserve while denying that benefit to non-resident taxpayers from another Member State who
receive all or almost all of their income in the first State. From Wielockx it can be concluded
that the principles developed by the ECJ in Schumacker apply not only to employees under
the free movement of workers provision of the Treaty but also to self-employed individuals
under the freedom of establishment provision.
In Wielockx, the ECJ ruled that since fiscal cohesion was secured by a tax treaty concluded
with another Member State, the cohesion defence could not be invoked to justify the refusal
of a deduction from taxable income of the premiums paid to a non-resident company. It follows from Wielockx792 that where, as a result of double-taxation conventions like those
which follow the model of the OECD, fiscal cohesion is no longer established in relation to
one and the same person but is shifted to another level, that of the reciprocity of the rules
applicable in the Contracting States, the principle of fiscal cohesion may not be invoked to
justify such a deduction. The giving away of a right to tax future income under a tax treaty
cannot be used as an argument for the refusal of a deduction connected with that future income.793
Asscher794
Mr Asscher was a Dutch national who worked and lived in the Netherlands, but was also a
director of a Belgian company. He moved his residence from the Netherlands to Belgium in
1986. As a result of change in tax legislation in 1990, Mr Asscher as a non-resident was subject to a higher tax rate in the Netherlands than residents. The ECJ considered Mr Asscher a
self-employed person who made use of his freedom of establishment. The ECJ ruled that Mr
Asscher had to be equated with a Belgian national who had some economic activity in the
Netherlands and Mr Asscher had to be allowed access to Article 43 of the Treaty. The ECJ
held that there was an unjustified discrimination of a Dutch national who moved from the
Netherlands to Belgium.
Gilly
The case795 concerns Mr Gilly, a French national who worked in France, and his wife, who
had dual German and French nationality and worked in a German state school. The income
received by Mrs Gilly in Germany was taxed in that State under tax bracket I, which meant
that her personal and family circumstances were not taken into account when calculating her
tax liability. However, since these circumstances were taken into account in France for the
purpose of calculating the couple's joint tax liability and of granting various tax rebates and
deductions, the ECJ held that the German tax authorities were not obliged to take account of
her personal and family circumstances. The ECJ took the view that the unfavourable consequences which the tax credit mechanism in question might entail for Mrs Gilly were the result primarily of the differences between the tax scales of the Member States concerned, and
that, in the absence of any Community legislation in this field, the determination of these
scales was a matter for Member States.796
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Gschwind
The case797 dealt with a taxpayer (Mr Gschwind) who worked in Germany and resided with
his family in the Netherlands where his wife worked and obtained 42% of the family's income. The income from Mr Gschwind's work, which represented 58% of the family's income, was taxed in Germany while that of his wife was taxed in the Netherlands. Germany
amended its legislation in 1996 in order to bring the German income tax law in line with the
Schumacker and Wielockx judgments. As a result of those amendments, a worker from another Member State is allowed the same deductions relating to his personal and family circumstances as those to which a resident is entitled. Married taxable persons from other
Member States may be taxed using the ‘splitting’ method and tariff provided that at least
90% of their worldwide income must be taxable in Germany or, otherwise, that income from
foreign sources, which is tax-exempt in Germany, must not exceed DEM 24 000. Mr
Gschwind objected the refusal of tax authorities to grant him the right to choose joint assessment of his income with that of his wife. Mr Gschwind argued that the refusal to apply
splitting benefit to married Community citizens working in Germany and residing in another
Member State on the ground that, as 42% of the couple's worldwide income is received in
the State of residence was contrary to Article 48 of the Treaty and to the judgments of the
Court of Justice in Schumacker and Asscher. The ECJ, however, found that Mr Gschwind's
situation was clearly different from that of Mr Schumacker, whose German salary represented almost all the family's income; neither Mr Schumacker nor his wife had any significant income in their State of residence that would enable their personal and family circumstances to be taken into account. The ECJ did not require extending the German splitting
benefit to Mr Gschwind because 42% of the family income was earned in the Netherlands.
The ECJ held that Article 39 (2) of the Treaty is to be interpreted as not precluding the application of a Member State's legislation under which resident married couples are granted favourable tax treatment such as that under the splitting procedure whilst the same treatment of
non-resident married couples is made subject to the condition that at least 90% of their total
income must be subject to tax in that Member State or, if that percentage is not reached, that
their income from foreign sources not subject to tax in that State must not be above a certain
ceiling, thus maintaining the possibility for account to be taken of their personal and family
circumstances in the State of residence.798
Zurstrassen
The case799 concerned the issue whether a worker who is a national of a Member State can
be obliged by another Member State, in which he resides and obtains almost all the income
of his household, to pay income tax as a single person because his spouse, from whom he is
not separated, and his children do not reside in the same State. Luxembourg denied the splitting benefit to Mr Zurstrassen, who was a Belgian national but resident and employed in
Luxembourg where he earned 98% of the family income because that tax benefit for married
couples was subject to the requirement that both taxpayers should be residents in Luxembourg (Mr Zurstrassen’s wife was not living in Luxembourg but across the border in Belgium). The ECJ held that if one of the taxpayers is a resident, the requirement that the other
spouse must also reside in Luxembourg for the benefit of joint taxation to be obtained constituted covert discrimination on grounds of nationality and does not ensure the equal treatment
required by Article 39 (2) of the Treaty.800 The ECJ stated that Luxembourg is the only State
which can take account of Mr Zurstrassen's personal and family circumstances since he is
not only resident in that State but, additionally, is paid almost the entire earned income of the
797
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household there.801 The Court concluded that Community law precludes the application of
national rules under which, as regards income tax, the joint assessment to tax of spouses who
are not separated either de facto or by virtue of a judicial decision is conditional on their both
being resident on national territory and that tax advantage is denied to a worker who is resident in that State, where he/she receives almost the entire income of the household, and
whose spouse is resident in another Member State.
De Groot
This case802 concerned a taxpayer who was a resident of the Netherlands and was employed
in the Netherlands and in three other Member States. As a result of the application of the
proportionality factor by the Dutch tax authorities, Mr de Groot benefited from the allowances relating to his personal and family circumstances only in proportion to the income
which he had received in the Netherlands. Since his personal liabilities and personal and
family circumstances were not taken into account, even in part, in the levying of foreign tax,
he received less tax relief on account of personal liabilities borne by him, and was able to
take less advantage of the tax-free allowance, than would have been the case if he had derived his total earned income from one or more employments exercised only in the Netherlands. Mr de Groot claimed that the use of the proportionality factor method constituted an
obstacle to the free movement of workers.803 The Netherlands Government argued that it is
legitimate for the State of residence to take into account the personal and family circumstances of a resident taxpayer only in proportion to the income derived in its territory. The
Netherlands Government stated that the sole means of remedying a disadvantage such as that
suffered by a taxpayer in Mr de Groot's situation is for the State or States of employment to
grant the allowances relating to the taxpayer's personal and family circumstances in proportion to the income derived in those States.804 The ECJ, however was not convinced and argued referring to its judgments in Schumacker and Gschwind that the Member State of employment is required to take into account personal and family circumstances only where the
taxpayer derives almost all or all of his taxable income from employment in that State and
where he has no significant income in his State of residence, so that the latter is not in a position to grant him the advantages resulting from taking account of his personal and family
circumstances.805 The ECJ stressed that the Court has also ruled806 that it is a matter for the
State of residence, in principle, to grant the taxpayer all the tax allowances relating to his
personal and family circumstances because that State is best placed to assess the taxpayer's
personal ability to pay tax, since that is where his personal and financial interests are centred.807 The ECJ concluded that Article 48 of the Treaty precludes rules whereby a taxpayer
forfeits, in the calculation of the income tax payable by him in his State of residence, part of
the tax-free amount of that income and of his personal tax advantages because, during the
year in question, he also received income in another Member State which was taxed in that
State without his personal and family circumstances being taken into account.
The ECJ, furthermore, held that Community law contains no specific requirement with regard to the way in which the State of residence must take into account the personal and family circumstances of a worker who, during a particular tax year, received income in that State
and in another Member State, except that the conditions governing the way in which the
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State of residence takes those circumstances into account must not constitute discrimination,
either direct or indirect, on grounds of nationality, or an obstacle to the exercise of a fundamental freedom guaranteed by the Treaty.
Verkooijen
The case808 concerned a legislative provision of the Netherlands which made the grant of an
exemption from the income tax payable on dividends paid to natural persons subject to the
condition that those dividends were paid by a company whose seat was in the Netherlands.
Mr Verkooijen, a Netherlands national, was refused an exemption from income tax on share
dividends received from a Belgian parent company of his Netherlands employer. The Dutch
Supreme Court referred the issue to the ECJ for a preliminary ruling asking whether the fact
that the income tax exemption for dividends did not apply to dividends received on foreign
shares was in accordance with the free movement of capital in the EC.
The ECJ held that the Dutch dividend exemption that was not extended to dividends received
on foreign shares was in violation of the freedom of capital movements. The ECJ noted that
such a legislative provision had the effect of dissuading nationals of a Member State residing
in the Netherlands from investing their capital in companies which had their seat in another
Member State. The ECJ observed that it was clear from the legislative history of that Dutch
tax provision that the exemption of dividends, accompanied by the limitation of that exemption to dividends on shares in companies which had their seat in the Netherlands, was intended specifically to promote investments by individuals in companies so established in the
Netherlands in order to increase their equity capital. The ECJ noted that such a provision
also had a restrictive effect as regards companies established in other Member States since
the dividends which such companies paid to Netherlands residents received less favourable
tax treatment than dividends distributed by a company established in the Netherlands, so that
their shares were less attractive to investors residing in the Netherlands than shares in companies which had their seat in other Member States. The ECJ concluded that such a tax provision constituted a restriction on capital movements prohibited by Community legislation.809
SAFIR
The case810 dealt with a Swedish tax on premiums paid on capital insurance policies taken
out with foreign institutions. The Swedish tax legislation established different tax regimes
for capital life insurance policies, depending on whether they are taken out with companies
established in Sweden or with companies established elsewhere. The ECJ considered the tax
legislation to be incompatible with the freedom to provide and purchase services. The ECJ
stated that such legislation ‘… contains a number of elements liable to dissuade individuals
from taking out capital life assurance with companies not established in Sweden and liable to
dissuade insurance companies from offering their services on the Swedish market.’811
X and Y
The case812 dealt with the tax consequences when individuals sell shares that are subject to
capital gains treatment. Swedish tax law provided that the sale of shares to a foreign company or to a Swedish company held through a foreign company had to be made at market
value, or else the sale would be deemed to have taken place at market value.813 The taxpayers
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argued that a seller of shares to a Swedish company was treated less favourably when the
seller holds an interest in the acquiring through a foreign company, compared with the situation where the interest was held through a Swedish company.814 The ECJ held that the Swedish tax provision was contrary to EC Treaty (Articles 43 and 48).
Danner
The case815 dealt with a Finnish tax provision that precluded or restricted the deductibility
for income tax purposes of voluntary pension insurance contributions paid to foreign pension
insurance institutions.
The case is in some respects similar to the earlier Bachmann case which was discussed
above. Mr Danner was a doctor of German and Finnish nationality who had emigrated from
Germany to Finland but continued to pay pension contributions into his German pension
fund. Mr Danner claimed, for Finnish tax purposes that the contributions should be deductible to the same extent as contributions paid to voluntary insurance schemes taken out with
Finnish institutions. The tax authorities allowed him only partial deduction.
Under Finnish Income Tax Law pension insurance contributions to certain compulsory or
statutory schemes were fully deductible from taxable income. However, that rule did not apply to contributions to analogous foreign schemes: the contributions for voluntary pension
insurance taken out with a foreign insurance institution were not deductible under the Finnish Income Tax Law.816 817 According to the Opinion of Advocate General Jacobs in
Danner, this signifies a violation of the free movement of services818 and discrimination on
ground of nationality819. The ECJ in its judgment820 followed the Opinion of the Advocate
General. It held that the tax provision at issue restricted the freedom to provide services.821
The ECJ stated, referring to the SAFIR case822, that in view of the important role played by
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the possibility of obtaining tax deduction, such tax legislation was liable to dissuade individuals from taking out voluntary pension insurance with institutions established in a Member State other than Finland and to dissuade those institutions from offering their services on
the Finnish market.823 Although the ECJ still referred to the Bachmann defence as possible
justification for discriminatory measure, it stipulated that Finnish tax rules could not be justified on the same grounds as in Bachmann since there was no direct connection between the
deductibility of insurance contributions and the taxation of sums payable by insurers.824 Furthermore, the ECJ stated referring to the Wielockx case that the principle of fiscal cohesion
might not be invoked to justify the refusal of a deduction since fiscal coherence was secured
by a bilateral convention concluded with another Member State (Germany).
Skandia
The case825 concerned the deductibility of pension premiums paid to an insurance company
by an employer and the subsequent taxation of the payments to an employee. Swedish tax
law distinguishes between pension insurance and endowment insurance. Under the tax regime applying to pension insurance, premiums paid by the employer under the policy are
immediately deductible in calculating his taxable income. Retirement benefits paid out subsequently are subject to tax in their entirety in the hands of the insured beneficiary, namely
the retired employee, as earned income. The different regime is applicable to endowment
insurance: premiums paid by an employer are not deductible and deduction in the hands of
the employer is permitted only once the pension is paid to the employee. A pension insurance policy taken out with an insurance company established in another Member State, as a
rule, does not qualify as a pension insurance and is termed endowment insurance instead. As
a result, the right to deduction arises at a later date than where the same insurance is taken
out with an insurance company established in Sweden. It follows that the tax regime applying to occupational pension insurance differs according to whether the insurance company is
established in Sweden or in another Member State. The Supreme Administrative Court referred the following question to the ECJ for a preliminary ruling: Do the provisions of EC
law preclude application of national tax rules under which an insurance policy issued by an
insurance company in the UK, Germany or Denmark which meets the conditions laid down
in Sweden for occupational pension insurance – apart from the condition that the policy must
be issued by an insurance company operating in Sweden – is treated as an endowment insurance policy with income tax effects which may be less favourable than the tax effects of an
pension insurance policy?
The Advocate General stated in its Opinion that the Swedish tax provision provides for the
application of different tax rules to the same situation, namely the taking out of occupational
pension insurance, depending on whether it is taken out with an insurance company which is,
or is not, established in Sweden.826 He concluded that Swedish tax law provides for less favourable tax regime if pension insurance is taken out with a company established in a Member State other than Sweden compared to a regime which applies when the company is established in Sweden and thus includes indirect form of discrimination, contrary to the freedom
to provide services.827 The ECJ followed the conclusions of the Advocate General and held
that Article 49 of the EC Treaty precludes an insurance policy issued by a company established in another Member State which meets the conditions laid down in national law for
pension insurance, apart from the condition that the policy must be issued by a company operating in the national territory, from being treated differently in terms of taxation, with in823
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come tax effects which, depending on the circumstances in the individual case, may be less
favourable.828
Latest developments in pensions taxation
At present, EU investors often find their choice restricted by national governments imposing
higher taxes on non-domestic funds.829 In its Communication of April 2001830, the Commission pointed out that not allowing mobile workers tax deduction for pension contributions
paid to their original scheme restricts their right of free movement. Furthermore, the tax discrimination prevents pension funds from making use of their freedom to provide services.
Finally, tax discrimination prohibits companies with establishments in different Member
States from centralising their occupational pension arrangements into one single scheme for
all their employees throughout the Union.831
In the end of 2002, the European Commission decided to begin legal proceedings against six
EU Member States for discriminatory pension tax regimes. In February 2003 the Commission sent a formal request to Denmark to amend its legislation regarding pension contributions and opened infringement proceedings against five other Member States (see below).832
833

In Denmark, the pension contributions paid by the employer are exempt from income tax in
the hands of the employee. The employee is able to deduct from income tax the contributions
paid by him-/herself if the contributions are paid to pension institutions established in Denmark. However, if the contributions are paid to pension institutions not established in Denmark, employees cannot deduct the contributions they pay themselves and are subject to income tax on their employers´ contributions. Denmark did not amend its legislation despite a
formal request from the Commission to do so in February 2003. In July 2003 the Commission decided to refer Denmark to the ECJ because pension contributions paid to non-Danish
funds are not tax deductible while contributions paid to domestic funds are. The Commission
considers that Danish law contravenes EU principles of freedom to provide services (Article
49 of the EC Treaty) and the free movement of workers and capital (Articles 39 and 56 of
the EC Treaty).
In addition, the Commission also sent official requests for information to Belgium, Spain,
France, Italy, and Portugal. These countries appear to have similar discriminatory tax rules to
contributions to foreign pension funds.834 The Commission has also expressed its serious
concerns as to the compatibility with EU law of the tax legislation of the United Kingdom
and Ireland regarding pension contributions.835 The Commission decided to issue formal requests (so-called ‘letters of formal notice’) to the UK and Ireland for information concerning
their legislation and practice.836
In the end of 2003, the European Commission has formally requested Belgium, France,
Spain, and Portugal to change their tax legislation and give pension contributions paid to
828
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pension funds located in other Member States the same tax treatment.837 According to the
Commission´s December 17, 2003 press release, the requests have been sent in the form of
so-called “reasoned opinions”, the second stage of the infringement procedure provided for
in Article 226 of the EC Treaty. The Commission claims that under existing Belgian, French,
Spanish, and Portuguese legislation, pension contributions paid to foreign funds are not tax
deductible while contributions paid to domestic funds are. The Commission considers that
Danish law contravenes EU principles of freedom to provide services (Article 49 of the EC
Treaty) and the free movement of workers and capital (Articles 39 and 56 of the EC Treaty).
4.2.2.1

Case law in the field of corporate taxation

Avoir fiscal838
The Commission complained that the French Republic failed to grant to branches and agencies set up in France by insurance companies of other Member States the benefit of the
shareholders’ tax credit known as ‘avoir fiscal’, from which corresponding French undertakings benefited.839 The Commission argued that the arrangements for granting the ‘avoir fiscal’ infringed Article 52 (now Article 43) of the Treaty because they constituted discrimination against foreign companies and an indirect restriction on the freedom to set up secondary
establishments. Furthermore, there was different treatment of similar situations, because foreign and domestic companies engaged in similar activities (namely, incurance business) and
the determination of taxable income was not different in case of residents and non-residents,
yet, they were treated differently as to the amount of tax to be paid. Moreover, by using the
residence criterion to grant the imputation credit, France applied different treatment on
grounds of residence; and, the French registered-office test of corporate residence840 was a
criterion equivalent to nationality in regard to natural persons because the registered office
served to connect the company to a given legal system. Finally, the different treatment
placed branches and agencies of companies of other Member States in a less favourable
situation than domestic enterprises. The Commission submitted that French income tax law
constituted an indirect restriction on the setting up of secondary establishments contrary to
Article 52(1) (now Article 43(1)) because foreign companies were forced to set up a subsidiary instead of a branch or an agency.841
The ECJ ruled in its Avoir fiscal judgement that French law constituted different treatment of
similar situations because the imputation credit was granted to companies whose registered
office was in France but denied to companies whose registered office was in another Member State. The ECJ held that a distinction based on the Member State in which a company
had its seat might, under certain conditions, be justified in an area such as tax law. However,
where the legislation of a Member State places companies whose registered office is in its
national territory and branches and agencies situated in its territory of companies whose seat
is abroad on the same footing for tax purposes, it cannot, for the purposes of the same tax,
treat them differently in regard to the grant of an advantage related to that tax.842 By treating
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the two forms of establishment in the same way for the purposes of taxing their profits, the
legislature of that Member State has admitted that there is no objective difference between
their positions in regard to the detailed rules and conditions relating to that taxation which
could justify different treatment. The ECJ held that by failing to extend to branches and
agencies set up in France by companies whose registered office was in other Member States
the benefit of the shareholders’ tax credit enjoyed by French insurance companies, the
French Republic had infringed the principle of non-discrimination laid down in the Rome
Treaty. In addition, the ECJ held that the fact that insurance companies whose registered office was situated in another Member State were at liberty to establish themselves by setting
up a subsidiary in order to have the benefit of the imputation credit could not justify different
treatment. The ECJ stated that Article 52 of the EEC Treaty (now Article 43 of the EC
Treaty) left traders free to choose the appropriate legal form in which to pursue their activities in another Member State and that freedom could not be limited by discriminatory tax
provision.843 The fact that setting up a subsidiary would allow them to avoid discrimination
against branches could not justify such discrimination. That discrimination constituted a restriction on the right of establishment of insurance companies whose registered office was in
another Member State, which was contrary to the freedom of establishment provisions of the
EC Treaty (Article 43). Lastly, the Court held that the rights conferred by Article 43 of the
Treaty were unconditional and that a Member State could not make respect for them subject
to the contents of a tax treaty concluded with another Member State.
Commerzbank
The case844 questioned a tax measure which laid down arrangements for the repayment of
overpaid tax which provided that, in the event of repayment being made, a company was entitled to compensation calculated as a percentage of the sums repaid, on condition that it was
resident for tax purposes. Commerzbank claimed that the refusal to grant repayment supplement to non-residents constituted a restriction of the right of establishment and indirect discrimination on grounds of nationality, since the companies affected were for the most part
foreign.
According to the UK Government, the double taxation treaty removed any possibility of discrimination against non-resident companies since the latter are exempt from tax which only
resident companies must pay. Advocate General Darmon, however, recalls that the ECJ held
in its judgment in Avoir fiscal that ‘… the rights conferred by Article 52 of the Treaty are
unconditional and a Member State cannot make respect for them subject to the contents of an
agreement concluded with another Member State.’845 The Advocate General concludes that
the observance of Community law cannot depend on the application of a tax treaty concluded with a third country.
In addition, the Advocate General submits that, in investigating the discriminatory character
of the terms of granting the repayment supplement, the situation of an exempt non-resident
company may not be compared with that of a resident company who is not exempt and who
cannot claim repayment supplement. Consequently, the fact that a company would not have
been exempt from tax if it had been resident in the taxing Member State is immaterial for the
purpose of answering the question at issue.
Furthermore, the Advocate General recalls the judgment of the ECJ in Avoir fiscal, where
the Court had based its decision on the inconsistency that two categories of taxpayers were
placed on the same footing for tax purposes, but not for purposes of receiving the advantages
related to taxation.
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The Advocate General considers the tax measure to be in breach with the free movement
provisions of the Treaty (Articles 52 and 58 (now 43 and 48)), which prevent the legislation
of a Member State from granting repayment supplement on overpaid tax to companies which
are resident for tax purposes in that State whilst refusing the supplement to companies resident for tax purposes in another Member State.
The ECJ confirms the Opinion of the Advocate General. The Court states that the use of the
criterion of fiscal residence within national territory for the purpose of granting repayment
supplement on overpaid tax is liable to work more particularly to the disadvantage of companies having their seat in other Member States, which, indeed, are often the non-resident
companies.846 The ECJ holds that the fact that the exemption from tax which gives rise to the
refund is available only to non-resident companies cannot justify a rule of a general nature
withholding the benefit. The ECJ, therefore, considers that rule discriminatory.
Futura
The case847 concerns the refusal by the Luxembourg tax authorities to offset against the profits for 1986 the losses incurred by the Luxembourg branch of French company since 1981.
The Luxembourg Law allows non-resident taxpayers to deduct from the total of their net income previous losses carried forward from previous years, `… provided that they are economically related to income received locally and that accounts are kept within the country'.
In order to meet this condition, the accounts relating to the taxpayer's activities in Luxembourg must comply with the relevant Luxembourg rules (hereafter referred to as `proper accounts'). Futura claims that the refusal to allow losses to be carried forward where no proper
accounts have been kept in Luxembourg discriminates against non-resident taxpayers in relation to resident taxpayers.848
The Advocate General notes that Luxembourg Law imposes additional conditions on nonresident companies to carry forward losses, namely the requirements for there to be a relationship between losses and income received locally and for separate accounts to be kept and
held in Luxembourg. A branch of a foreign company must keep a second set of accounts,
separate from those kept at the undertaking's seat, even though the branch has no legal personality of its own. The requirement for separate accounts results in additional administrative
costs for the branch and consequently for the non-resident taxpayer. That means that a foreign company will be able to carry forward losses for its branch in Luxembourg only if it
accepts additional costs and draws up separate accounts in Luxembourg. However, a Luxembourg company is under no obligation to produce separate accounts for its Luxembourg
branch.849 Freedom to set up a branch in another Member State is therefore restricted as the
branch has to incur additional costs.850 The Commission and Futura argued that different tax
rules would restrict freedom to choose between the various possible forms of establishment,
which is not allowed under the case law of the Court.851 The Advocate General concludes
that the requirement for separate and proper accounts to be kept in Luxembourg is incompatible with Community law.852
The ECJ confirms the conclusion of the Advocate General by ruling that Article 52 (now
Article 43) of the Treaty precludes the carrying forward of losses from being made subject to
the condition that, in the year in which the losses were incurred, the taxpayer must have kept
and held in that State proper accounts relating to his activities carried on there. The ECJ
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added that the Member State concerned may, however, require the non-resident taxpayer to
demonstrate clearly and precisely that the amount of the losses which he claims to have incurred corresponds, under its domestic rules governing the calculation of income and losses
which were applicable in the financial year concerned, to the amount of the losses actually
incurred in that State by the taxpayer.
ICI
The case853 concerned the refusal by the UK Inland Revenue to allow one resident company
belonging to a group (Coopers) to compensate its losses with the profits of another resident
company of the same group (ICI), on the ground that, although all the companies involved
were resident in the United Kingdom, the subsidiaries controlled by the holding company
interposed between them (Holdings) were resident abroad.
The Advocate General holds in his opinion that domestic legislation which makes consortium relief available to companies only if the business of the holding company controlled by
the company seeking relief consists, wholly or mainly, in holding shares of subsidiaries resident in the UK constitutes a restriction on freedom of establishment.
The ECJ confirms the opinion of the Advocate General and states that the requirement that
most of the companies controlled by Holdings had to be resident in the United Kingdom is a
restriction on freedom of establishment, prohibited by the Treaty. Relief is thereby precluded
in all cases where the holding company's business consists, wholly or mainly, in the holding
of shares of companies resident outside the United Kingdom, and even where such companies are established in other Member States. The Advocate General noted in his Opinion that
it is the latter aspect which is of significance for Community law, since in those circumstances the legislation at issue limits, or at least discourages, the exercise by British companies of the right to create corporate structures in other Member States.
Royal Bank of Scotland
The case854 concerns the compatibility with Community law of a Greek tax provision under
which foreign companies are always subjected to a tax rate of 40% whereas domestic public
limited companies are taxed not at 35% if they issue registered shares or their bearer shares
are quoted on the Athens Stock Exchange. Royal Bank of Scotland who operates a branch in
Greece, claimed that this provision provided for unequal treatment between domestic and
foreign companies which is prohibited under the Treaty. Whereas domestic public limited
companies are able to enjoy the more favourable tax rate at certain conditions, all foreign
companies are subjected to the higher tax rate, irrespective of the legal form which they have
chosen and the type of the shares which they issue. Foreign companies are always subject to
a tax rate of 40% whereas domestic companies are taxed at 35% where they satisfy a particular criterion. Moreover, the higher tax rate never applies to domestic banks - since domestic
public limited companies in the banking sector are required to issue registered shares whereas foreign banks are always subject to it.
Advocate General Alber recalls in his Opinion on Royal Bank of Scotland that as the ECJ has
consistently held, discrimination is characterised by the application of different provisions to
objectively comparable situations or the application of the same provision to different situations. In its case law855 relating to the differential taxation of residents and non-residents, the
ECJ has ruled that non-residents must also be allowed to enjoy tax benefits where, apart
from the residence criterion, they are in an identical situation for tax purposes. The Commission draws attention to the fact that Greek tax law for the purpose of taxing profits, treats
Greek and foreign companies equally with regard to the determination of taxable income but
853
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does not grant to the latter companies the more favourable tax rate of 35% - even under the
same conditions as those which apply to companies with their seat in Greece. The Advocate
General concludes in his opinion that Greek tax provision at issue by applying a higher tax
rate to the income of foreign companies than on that of domestic companies, imposes a heavier tax burden on the former companies and infringes right of establishment provision of the
Treaty. The ECJ confirms the opinion of the Advocate General and rules that EC Treaty precludes legislation of a Member State, such as the tax legislation in question in Royal Bank of
Scotland, which, in the case of companies having their seat in another Member State and carrying on business in the first Member State through a permanent establishment situated
there, excludes the possibility, accorded only to companies having their seat in the first
Member State, of benefiting from a lower rate of tax on profits, when there is no objective
difference in the situation between those two categories of companies which could justify
such a difference in treatment.
Saint-Gobain
The case856 raised the question of whether a branch establishment in Germany of a company
having its seat in France was eligible for tax benefits such as a participation exemption and
tax credit for underlying tax for dividends paid to that branch on shares held in companies in
other Member States (Italy and Austria) and in third States (Switzerland and the US). Under
German law and double-taxation treaties the tax concessions in question could only be
granted to German residents.
The ECJ held in its judgment that, the refusal to grant the tax benefits to the permanent establishments in Germany of non-resident companies made it less attractive for those companies to have intercorporate holdings through German branches, since the tax benefits in question could only be granted to German residents, which restricted the freedom to choose the
most appropriate legal form for the pursuit of activities in another Member State.857 The ECJ
regarded the difference in treatment to which branches of non-resident companies were subject in comparison with resident companies as well as the restriction of the freedom to
choose the form of secondary establishment constituting a single composite infringement of
the right of establishment provisions of the Treaty.858
The German Government argued that content and application of bilateral treaties with third
States was not a Community competence but a competence of the Member States. Furthermore, the Swedish Government observed that double-taxation treaties were based on the
principle of reciprocity and that the balance inherent in such treaties would be disturbed if
the benefit of their provisions was extended to companies established in Member States
which were not parties to them. The ECJ observed, referring to the Gilly case859, that Member States remained competent to determine the criteria for taxation of income and wealth
and that they were at liberty, in the framework of bilateral agreements concluded in order to
prevent double taxation, to determine the connecting factors for the purposes of allocating
powers of taxation as between themselves.860 However, the ECJ stated that as far as the exercise of the power of taxation so allocated is concerned, Member States nevertheless might
not disregard Community rules. In the case of a tax treaty concluded between a Member
State and a third State, the national treatment principle requires the Member State which is
party to the treaty to grant to the permanent establishments of non-resident companies the
advantages provided for by that treaty on the same conditions as those which apply to resident companies. Moreover, the ECJ stated, that the obligations which Community law im856
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posed on Germany did not affect in any way those resulting from its agreements with the
United States of America and the Swiss Confederation. The ECJ added that EU law did not
affect the rights of the non-member countries which were parties to the treaties and would
not impose any new obligation on them.861
Eurowings
The case862 concerned certain German trade tax rules which treated traders leasing assets
from non-resident lessors less favourably than those leasing from residents. A relief for the
German trade tax (‘Gewerbesteuer') was available if business assets had been leased from
another business, unless they were leased from a business not subject to ‘Gewerbesteuer'. As
a result, the German companies leasing assets from a foreign lessor were not available for
those tax advantages. Eurowings, an aviation company incorporated under German law,
leased an aircraft from an Irish limited company. The national court observed that the fiscal
treatment of a lessee who leased an asset from a lessor established in another Member State
was less favourable than where the lessee leased such an asset from a lessor established in
Germany, which might constitute covert discrimination contrary to Article 59 (now 49) of
the Treaty. Furthermore, the national court stated that this system represented a competitive
disadvantage for a provider of services established in another Member State. The Advocate
General concluded in his Opinion that such a system established a restriction on the freedom
to provide services because the recipient of a cross-border service was always taxed, whereas
it was by no means certain that the recipient of a domestic service was required, in one form
or another, to bear a comparable burden or even any burden whatsoever. The ECJ confirmed
the Opinion of the Advocate General by stating that Article 59 (now 49) of the Treaty precluded such a national tax measure.
AMID
The case863 concerned the deduction of losses by Belgian corporations with permanent establishments in countries with which Belgium had concluded a tax treaty. According to the Belgian tax legislation, losses realised in Belgium must first be offset against profits realised in
Belgium, second against profits realised in countries with which Belgium did not conclude a
tax treaty and, finally, against losses realised through a permanent establishment in a tax
treaty country.864 As a result, the taxable basis of a corporation with losses in Belgium was
increased with the amount of the profits of a permanent establishment in a tax treaty country.
A Belgian company AMID was not allowed, for tax purposes, to deduct losses incurred by
its Belgian establishment in the previous accounting year from the profits made by that establishment in the subsequent accounting year, on the ground that those losses should have
been set off against the profits made by its Luxembourg establishment in the previous accounting year.865 AMID argued that since the Belgian tax provisions placed companies with
branches abroad at a disadvantage compared with companies having branches only in Belgium, these provisions are in breach of the EC Treaty.866 The Belgian tax rules limit the
amount of the carried forward losses of Belgian corporations with a permanent establishment
in another Member State compared to the amount of carry-forward losses of Belgian corporations with a permanent establishment in Belgium. The national court requested a preliminary ruling from the ECJ on the following question: does Article 43 of the EC Treaty preclude the application of national legislation under which a business loss incurred in that
861
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Member State during an earlier taxable period by a company established in that state can be
offset against the profits made by that company during a later taxable period only to the extent to which that loss cannot be attributed to the profit made by a permanent establishment
of that company in another Member State during that earlier period with the result that the
loss thus attributed cannot be offset, in either of the Member States concerned, against the
taxable income of that company, whereas, if the permanent establishment were located in the
same Member State as the company, the business losses in question could be set off against
the taxable income of that company.867 The ECJ held that for Belgian companies which have
used their right of free establishment in order to create branches in other Member States, the
Belgian tax provisions limit the possibility of carrying forward losses incurred in that Member State during a previous tax period where, during that same tax period, those companies
made profits in another Member State through the intermediary of a permanent establishment, whereas it would be possible to set off those losses if the permanent establishments of
those companies were situated exclusively in the Member State of origin.868 The ECJ concluded that Belgian tax provision is in breach of the EC Treaty (Article 43).869
Metallgesellschaft
The cases870 concerned the payment of advance corporation tax (hereafter ACT). Under UK
tax system certain `qualifying distributions', most typically the payment of dividends, entailed the obligation to pay ACT. However, the exemption from liability to pay ACT was
available if a group income election was made by a subsidiary and its parent company. Such
an election was open only to companies one of which owned at least 51% of the other and
both of which were resident in the United Kingdom. Two German companies (Metallgesellschaft Ltd and Others and Hoechst AG) claimed that their United Kingdom subsidiaries had
suffered a cash-flow disadvantage in comparison with the subsidiaries of parent companies
resident in the United Kingdom, since, unlike the latter, which were permitted to benefit
from a group income election, no such option was available to them. Metallgesellschaft and
Hoechst sought to obtain restitution of or interest damages for this loss. According to the
German companies, the national legislation in question tended to discourage companies resident in another Member State from establishing subsidiaries in the United Kingdom and
therefore constituted an unjustified restriction on freedom of establishment. Their subsidiary
submission was that that legislation was likewise incompatible with the Treaty provisions on
the free movement of capital.871 The ECJ held in its judgment that since legislation such as
that in question run counter to the Treaty provisions on freedom of establishment, it was unnecessary to consider whether it also run counter to the Treaty provisions on the free movement of capital.872 It stated that it was contrary to the provisions on freedom of establishment
of the EC Treaty for the tax legislation of a Member State to afford companies resident in
that Member State the possibility of benefiting from a taxation regime allowing them to pay
dividends to their parent company without having to pay advance corporation tax where their
parent company was also resident in that Member State but to deny them that possibility
where their parent company had its seat in another Member State.873
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Lankhorst-Hohorst
The case874 concerned the German thin capitalization provision which provided that repayment of interest by a subsidiary established in Germany to its parent company whose corporate seat is in the Netherlands was reclassified as a covert distribution of profits. That thin
capitalization provision applied only to repayments in respect of loan capital which a company limited by shares subject to unlimited taxation had obtained from a shareholder not entitled to corporation tax credit. The ECJ argued that such a provision introduced a difference
in treatment between resident subsidiary companies according to whether or not their parent
company had its seat in Germany.875 The ECJ stated that in the large majority of cases, resident parent companies receive a tax credit, whereas, as a general rule, non-resident parent
companies do not.876 The result of the German provision was therefore that a subsidiary
which had obtained loan capital from a non-resident parent company was subject to taxation
in respect of the interest in question, whereas a subsidiary which had obtained loan capital
from a resident parent company was not. The ECJ held that such a difference in treatment
between resident subsidiary companies made it less attractive to corporations having their
seats in other Member States to exercise the freedom of establishment by way of formation,
acquisition or maintenance of a German subsidiary and constituted an obstacle to which is
prohibited by Article 43 of the EC Treaty.877 The ECJ stipulated that the tax measure in
question makes it less attractive for companies established in other Member States to exercise freedom of establishment and they may, in consequence, refrain from acquiring, creating
or maintaining a subsidiary in the State which adopts that measure.878
Bosal
The case879 concerns the Netherlands corporate tax law, which provides that the costs incurred by a parent company in connection with its holding in subsidiaries may be deducted
only to the extent to which those costs are indirectly instrumental in making profit which is
taxable inthe Netherlands. As a result of this provision of the Netherlands tax law, Bosal
Holding BV (hereafter Bosal) was refused the deduction of financing costs made in connection with its subsidiaries in other Member States. Consequently, the financing expenses of
Bosal were not deductible anywhere because the relevant Member State did not take account
of the abovementioned costs in levying tax on the subsidiary.880 Bosal argued that, by allowing costs to be deducted only if they are instrumental in taxable profits being made in the
Netherlands, the Dutch law inhibits the exercise of the freedom of establishment, as it penalises the creation of subsidiaries in another Member State.881
The Advocate General concluded in its opinion delivered on 24 September 2002882 that Article 43 of the EC Treaty, in conjunction with Article 48 of the EC Treaty, precludes national
rules which provide that a Member State may grant a parent company subject to tax in that
Member State a deduction on costs relating to a holding owned by it provided that the relevant subsidiary makes profits which are subject to tax in the Member State in which the parent company is established.
The ECJ, on the other hand, relied in its judgment also on the provisions of the ParentSubsidiary Directive (90/435/EEC). The ECJ held that although Article 4(2) of the Parent874
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Subsidiary Directive offers a possibility to refuse the deduction of costs incurred by parent
companies in connection with holdings in the capital of their subsidiaries, that possibility
may be exercised only in compliance with the fundamental provisions of the Treaty.883 The
ECJ held in its judgment that the Dutch provision at issue constitutes a hindrance to the establishment of subsidiaries in other Member States.884 Moreover, it goes against objective set
forth by the Directive, spelt out in the third recital of its preamble, according to which it is
necessary to introduce a common system and to eliminate the disadvantage due to the application of tax provisions governing relations between parent companies and subsidiaries of
different Member States which are less favourable than those applicable to relations between
parent and subsidiary companies of the same Member State.885 The ECJ concluded that, interpreted in the light of Article 43 of the Treaty, the directive precludes a national provision
which, when determining the tax on the profits of a parent company established in one Member State, makes the deductibility of costs in connection with that company’s holding in the
capital of a subsidiary established in another Member State subject to the condition that such
costs be indirectly instrumental in making profits which are subject to tax in the Member
State in which the parent company is established.886
4.2.2.2

Exit taxes

When individuals or companies transfer their residence from one country to another (or individuals renounce their citizenship), the resulting change of tax jurisdiction gives rise to issues of allocation of taxing powers between the countries. The countries suffer revenue loss
because they are not able to tax emigrants that previously had enjoyed deductions or tax deferrals, their unrealized capital gains or future income derived from sources in and/or outside
the country of emigration. Although most countries have not introduced any specific measures to tackle the negative tax revenue effects caused by emigration, several EU countries
impose exit taxes aimed at counteracting the loss of latent revenue. In some countries accrued income is deemed to be realized for tax purposes and accrued but not yet realized capital gains on property are to be valued and included in the taxable basis upon emigration.
Some Member States have introduced the rules that provide for an extended tax liability for a
certain period after emigration. In addition, several EU countries recapture previously
granted deductions or tax deferrals. Recapture is applied in cases where a taxpayer has previously enjoyed a tax deferral of a realized capital gain or a tax advantage relating to some
kind of deferred income scheme (e.g. a tax deduction for premiums paid under a private pension plan or life insurance).
The following five types of exit taxes can be distinguished887:
a.
General exit taxes are levied on all accrued but not yet realized taxable gains and
are typically applied by countries that levy a comprehensive capital gains tax. Currently none of the EU States levies such taxes;
b.
Limited exit taxes are levied on accrued but not yet realized capital gains on certain
kinds of property and are applied by countries that levy a capital gains tax only on
selective items of property, often substantial shareholdings. From EU countries
Germany, Austria, the Netherlands, Denmark and France apply such a tax upon
emigration888;
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c.

d.
e.

Unlimited extended income tax liability - the emigrated taxpayer continues to be
treated as a resident taxpayer by his/her former country of residence despite the
fact that he/she no longer has the residence of that country. Unlimited extended income tax liability appears in the current tax systems of Sweden, Finland, Ireland,
Spain and Italy, albeit that there are significant differences between the various jurisdictions, basically with respect to the persons captured by the tax and the events
triggering the tax889;
A limited extended income tax liability is restricted to income and capital gains
from sources within the emigration country. It appears in Germany, Sweden and
the United Kingdom890;
Recaptures of previously granted tax deductions or deferrals - the emigrating taxpayer, who in the past has taken advantage of a tax deduction or deferral, is subject
to income tax upon emigration to make up for prior deduction or deferral. The tax
systems of Finland, Germany, France, Sweden, Denmark, the Netherlands, Belgium and the United Kingdom provide for some sort of recapture mechanism.891

In addition to those exit taxes, the countries introduce other specific measures to safeguard
their taxing rights in the case of emigration.892 Those include, for example, rules of residence893 and acceleration of payment of taxes other than emigration taxes894.
There is no principle in international tax law which country has the right to tax the income or
gain which accrued before the taxpayer emigrated. There are two main approaches to the
taxation of gains accrued but not yet realized during the period a taxpayer is resident in a
country895:
1. an emigration country has the right to tax unrealized gains that accrued during the
period of residency of the taxpayer;
2. the country where a taxpayer is resident at the moment of realization is exclusively
entitled to levy tax on the entire gain.
Lack of agreement in the issue who is entitled to tax accrued but not yet realized gains and
the differences in approach of emigration and immigration country lead to double taxation.896
889
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For example, the Scandinavian countries have enacted legislation in order to deny non-residence
status to temporary non-residents in the framework of their unlimited extended tax liabilities.
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International double taxation occurs if the country of immigration taxes the entire gain at the
moment of realization and the emigration country had also levied exit tax on part of that gain
which accrued during the residence in that country. Very few EU countries897 permit immigrants to value their property at the economic value at the moment of immigration, in effect,
double taxation occurs as long as both emigration as well as immigration country levy tax on
the amount by which the value increased during the period of residence in the emigration
country.
In the case of extended tax liabilities the international double taxation occurs if taxpayer is
taxed in the country of residence as well as in the country in which the taxpayer was formerly resident (and may still be national). For example, an emigrant is exposed to international double taxation if he maintains sources of income that are subject to non-resident income tax liability in emigration country for which that country has not given up taxing rights
to the immigration country under a tax treaty. Another example is double taxation resulting
from the recapture of previously granted tax deductions or deferrals if the immigration country considers the entire pertinent income to be taxable. International double taxation as well
as non-taxation can occur as a result of the differences that exist between the systems applied
by Member States with respect the tax deferred items of income, such as pensions, and to
deductions from taxable income related to income from life insurance contracts.
Consequently, unilateral taxation of accrued but not yet realized capital gains, extension of
tax liability as well as recaptures of tax deductions without regard to the taxation of the income in the immigration country may cause double taxation. To avoid such double taxation
some countries take measures to give the relief which is provided either unilaterally under
the domestic law or under a tax treaty between the emigration and immigration countries.
Betten (1998) identifies several other problems that exit taxes create. An exit tax on unrealized capital gain may create an ability to pay problem for taxpayers and the risk that income
tax is paid on income that is never realized (if the value of the underlying property decreases). The payment of taxes by emigrants is accelerated in comparison with resident taxpayers who do not emigrate. The income tax burden of resident taxpayers has therefore a
lower cash value than the income tax burden imposed on emigrants.
The assessment of exit taxes raises the question of whether such taxes are in accordance with
the fundamental freedoms guaranteed by EC Treaty. Exit taxes can hamper the freedom of
movement within the internal market by making the cross-border economic activities more
costly then similar domestic activities or even totally inhibit the movement to another State
by taxing the accrued but not yet realized capital gains or levying the tax to make up for the
prior deduction or deferral. Where payment of the exit tax (i.e. those in force in Austria and
Germany) cannot be deferred, their existence may effectively prohibit emigration. This effect
is in conflict with the free movement provisions of the EC Treaty.898 The other taxes as well
as safeguarding measures imposed upon transfer of residence can create restrictions to the
free movement within the Internal Market and violate EU law. For example, some Member
States (Belgium, Denmark and the Netherlands) apply recapture of tax deductions to prevent
taxpayers from taking advantage of legislation in order to avoid taxation of pension payments. However, the measures taken can create restrictions to movement within the Internal
Market. In addition to the recapture measures in the field of pensions, the other recapture
measures (e.g. in the field of group insurance schemes or of stock options) can also restrict
the individual in the exercise of his/her freedom to work either as an employed or a selfemployed person.899 The huge differences in the taxation systems of pensions and life insur-
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ance between the various Member States as well as the impact of recapture measures restrict
the mobility of employees and freedom of establishment within the Internal Market.
Whether emigration taxes restrict the freedoms enshrined in the EC Treaty cannot be answered in general.900 Every case has to be analysed separately. The ECJ has to determine in
each individual case whether there is forbidden discrimination or restriction to Treaty freedoms and if it is so, whether a justification for it exists and whether the measure is in proportion to the general interests of the Member State. So far, there are only few rulings by the
ECJ of whether (indirect) exit taxes are in accordance with the fundamental freedoms guaranteed by EC Treaty. Daily Mail has been the only case in which the ECJ ruled on the compatibility of an emigration tax (requirement of Treasury to pay a substantial amount of tax
upon exit in order to get a consent to emigrate from UK tax jurisdiction) with EU law. The
ECJ held in its Daily Mail judgment that Treaty freedoms prohibit the Member State of origin from hindering companies from establishing in another Member State (right of exit). In
ICI, the Advocate General pointed out that tax disincentives undoubtedly made the creation
of cross-border corporate structures a less attractive prospect for companies. The Advocate
General noted that tax provisions imposed by a Member State that restrict the exit of taxpayers from that State are prohibited under EC Treaty.901 In Bosman, the ECJ stated that the
same applies in the field of free movement of workers, with regard to rules that impede the
freedom of movement of nationals of one Member State wishing to engage in employment in
another Member State.902 In its Bosman ruling, the Court, referring to its previous decisions,
pointed out that ‘…the provisions of the Treaty relating to freedom of movement for persons
are intended to facilitate the pursuit by Community citizens of occupational activities of all
kinds throughout the Community, and preclude measures which might place Community
citizens at a disadvantage when they wish to pursue an economic activity in the territory of
another Member State.’ 903 The ECJ held that “[p]rovisions which preclude or deter a national of a Member State from leaving his country of origin in order to exercise his right to
freedom of movement therefore constitute an obstacle to that freedom even if they apply
without regard to the nationality of the workers concerned […]”.904 Some other cases (i.e.
Biehl, Werner, Asscher, Bachmann, Wielockx, Danner, and X and Y) concerned indirect exit
restrictions. In 2001, the ECJ was asked to issue a preliminary ruling on the compatibility of
an emigration tax, i.e. the French limited exit tax on substantial shareholdings, with EU
law.905
Daily Mail
The case906 concerned a tax measure which was claimed to constitute an indirect exit restriction. Daily Mail and General Trust plc sought to avoid capital gains tax by transferring its
central management and control (and therefore its residence for tax purposes) to the Netherlands prior to sale of its holdings.907 If these holdings were to be sold immediately after arrival in the Netherlands, then no capital gain tax in the Netherlands would ensue. British law
required Treasury consent prior to such transfer abroad of a corporate residence. The Treasury, however, required Daily Mail to pay a substantial exit tax before emigration. Daily Mail
claimed that it was exercising the right of establishment when transferring its central management and control and that Articles 43 and 48 of the EC Treaty gave it the right to cease to
900
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be resident in the United Kingdom for the purpose of establishing its residence in the Netherlands without prior consent or the right to obtain such consent unconditionally.
The Advocate General argued in his Opinion that EU law cannot be relied on if "objective
factors" show that a particular activity was carried out "in order to circumvent" national legislation908. The Advocate General added that the fact that the essential activities of a company took place on the territory of a Member State other than that to which it intended to
transfer its central management might not be ignored and that such circumstances might, in
certain cases, constitute an indication that what is involved is not a genuine establishment, in
particular when the effect of the transfer of the central management was to cause the company to cease to be subject to legislation which would otherwise apply to it.909 Moreover, the
Advocate General stated in his Opinion that ‘… Member States are not prevented from requiring a company to settle its fiscal position upon any transfer of its central management
[…].910
According to the Advocate General, a tax-free emigration of the company should not be allowed on the basis of EU law. The ECJ reached at a similar conclusion by reasoning that
Articles 43 and 48 of the Treaty could not be interpreted as conferring on companies incorporated under the law of a Member State a right to transfer their central management and
control and their central administration to another Member State while retaining their status
as companies incorporated under the legislation of the first Member State.911 The ECJ stated,
that ‘… in the present state of Community law Articles 43 and 48 of the Treaty, properly
construed, confer no right on a company incorporated under the legislation of a Member
State and having its registered office there to transfer its central management and control to
another Member State.’912 The ECJ also held that Council Directive 73/148913, conferred no
right on a company to transfer its central management and control to another Member State
as its title and provisions referred solely to the movement and residence of natural persons,
and the directive could not, by their nature, be applied by analogy to legal persons.914
In respect of possible tax avoidance motivation of Daily Mail, the ECJ reasoned that ‘[…]
the principal reason for the proposed transfer of central management and control was to enable the applicant, after establishing its residence for tax purposes in the Netherlands, to sell
a significant part of its non-permanent assets and to use the proceeds of that sale to buy its
own shares, without having to pay the tax to which such transactions would make it liable
under United Kingdom tax law, in regard in particular to the substantial capital gains on the
assets which the applicant proposed to sell. After establishing its central management and
control in the Netherlands the applicant would be subject to Netherlands corporation tax, but
the transactions envisaged would be taxed only on the basis of any capital gains which accrued after the transfer of its residence for tax purposes.’915
X and Y
The case916 dealt with the tax consequences when individuals sell shares that are subject to
capital gains treatment. Swedish tax law provided that, as a general rule, an individual can
sell a capital asset at cost basis without further tax consequences. However, if the buyer is a
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foreign company, the same rule is not applicable.917 Effective January 1, 1999, the principle
that the sale of shares to a foreign company had to be made at market value, or else the sale
would be deemed to have taken place at market value, was introduced.918 Effective January
1, 2000, also sales to Swedish companies held through a foreign company came under the
market value rule.919 The reason, why the different rules were introduced for sales of assets
to foreign companies, was that otherwise the taxpayers could avoid taxation. Namely, the
concern has been that a taxpayer would first sell the shares at cost basis to a foreign company
under his control. This sale would later be followed by the individual emigrating, presumably to a country with no or low capital gains tax so that a subsequent sale of the shares is not
taxed. As a consequence, the taxpayer may escape tax altogether.920
The taxpayers X and Y raised the question whether the difference in the tax implications depending on whether the shares were transferred to a Swedish company without foreign owners or to a Swedish company with foreign owners is compatible with the provisions of the
EC Treaty. X and Y argued that the less advantageous tax treatment of Swedish companies
in which the transferor had a direct or indirect holding through a foreign legal person constituted an obstacle to the free movement of capital (Article 56 of the EC Treaty) and to the
freedom of establishment (Article 43 of the EC Treaty). The Advocate General argued that
the Swedish tax provision is an infringement of Article 43 of the EC Treaty and it cannot be
justified on the ground of general interest. Although he acknowledged in principle that the
combat of tax evasion and effective fiscal supervision are requirements which could justify
restrictions on freedom of establishment,921 he could not find the provisions proportionate as
all transactions with a foreign connection are set at a disadvantage regardless of whether
there is a tax avoidance motive present.922 The Advocate General argued that as the purpose
of the tax provision was to prevent that an individual could emigrate and then realise the
capital gain tax free, such a problem would only arise if the transferor leaves Sweden. He
concluded that to be consistent with the principle of proportionality a measure should apply
only to individuals who actually leave the national territory.923 The ECJ held in its judgment924 the following:

‘1. Articles 43 EC and 48 EC preclude a national provision such as that at issue
in the main proceedings, which excludes the transferor at undervalue of shares
in companies from the benefit of deferral of tax due on capital gains made on
those shares where the transfer is to a foreign legal person in which the transferor directly or indirectly has a holding - provided that that holding gives him
definite influence over the decisions of that foreign legal person and allows him
to determine its activities - or to a Swedish limited company which is a branch of
such a foreign legal person.
2. Articles 56 EC and 58 EC preclude a national provision such as that at issue
in the main proceedings, which excludes the transferor at undervalue of shares
in companies from the benefit of deferral of tax due on capital gains made on
those shares where the transfer is to a foreign legal person in which the transferor directly or indirectly has a holding which is not such as to give him definite
917
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influence over the decisions of that foreign legal person or allow him to determine its activities.’
Lasteyrie
The case925 concerns the French exit tax on substantial shareholdings. The national provisions at issue are the following.926 The exit tax is triggered by the transfer of residence by
taxpayers who have been French residents for at least six years in the last ten years. The taxpayer must have held for the last five years, together with his family group, at least 25% of
the capital of a French company liable to corporate income tax. The taxpayer who meets
those conditions must within the 30 days preceding departure report the capital gain calculated as the difference between the market value of the shares at the date of departure and
their acquisition cost. The exit tax is waived if the taxpayer keeps the shares for five years
after departure or if he becomes a French resident again within five years while still holding
the shares. The deferred payment is provided for the taxpayer if he posts sufficient guarantees.927 Although the French system is designed so that normally the tax should take the form
of a preserving assessment with deferred payment, the posting of required guarantees can
entail a cost which can, in some cases, discourage a taxpayer from transferring residence.928
Mr de Lasteyrie du Saillant filed an action asking for the nullification of the French exit tax
on substantial shareholdings described above. On 14 December 2001, the Conseil d’Etat referred the case to the ECJ for a preliminary ruling. The following question was referred: does
Article 43 of the EC Treaty preclude the creation by a Member State, in order to prevent tax
avoidance, of a mechanism such as the French exit tax? On March 13, 2003, the Advocate
General Mischo gave his opinion. He argued that there is no need for reporting requirements
and a guarantee to ensure the efficiency of taxation within the EU as the Mutual Assistance
Directive ensures that each country can enforce its taxation rights within the EU. The French
exit tax cannot be justified by overriding requirements in the general interest. The moving of
a taxpayer to another country does not constitute tax avoidance or tax abuse as such, therefore the French rules extend too far and are disproportionate to the objective. The rules cannot be justified under the principle of fiscal coherence, because the fact that a taxpayer
moves to another country does not mean that France is not in a position to apply a coherent
tax system. The Advocate General Mischo argues that the French system is not coherent in
itself as France does not intend to levy the tax in all cases, e.g. an exception applies if the
taxpayer remains abroad at least five years, or returns to France within five years. The Advocate General stressed that the principle that countries are free to define the criteria for allocation of taxation rights is acknowledged, but the rules for allocation established by the countries concerned have to be in line with the EC Treaty. The ECJ followed the conclusion of
the Advocate General Mischo and held in its judgment that the French exit tax is in conflict
with Article 43 of the EC Treaty.

4.2.3 Justifications for national tax measures that violate Community law
The national laws must yield to Community law and discriminatory tax measures as well as
national provisions that restrict free movement within the Internal Market are prohibited. The
ECJ has held that a discriminatory measure is compatible with Community law only if it is
justified by acceptable reasons. A measure restricting free movement may be justified on the
basis of two different categories of grounds, firstly, if it falls within the scope of one of the
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derogations expressly provided by the Treaty929, or secondly, if it can be justified on other
grounds which are not provided for by the EC Treaty but which have been recognised by the
ECJ and accepted by it as overriding requirements in the general interest. A restriction on the
fundamental freedoms can only be justified if (1) it pursues a legitimate aim compatible with
EC Treaty; (2) is justified by pressing reasons of public interest; (3) is of such a nature as to
ensure achievement of the aim in question; and (4) is proportional.930 931 The ECJ applies a
proportionality test to check whether the restriction on Treaty freedom is proportionate to the
overriding reason justifying this restriction.932 This test is very strict, since the ECJ carefully
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examines whether less restrictive measure could have been devised to achieve the legitimate
public aims admitted as justification.933
4.2.3.1

Necessity to preserve the coherence of the tax system

In the cases Commission v Belgium934 and Bachmann v Belgium935, the ECJ ruled that if a tax
is necessary for protecting the integrity of a Member State’s national tax system, it may be
maintained, in spite of its effects. Both cases concerned the compatibility with Community
law of the Belgian tax law provisions pursuant to which the deductibility for income tax purposes of certain insurance contributions is conditional on those contributions being paid in
Belgium, either to a Belgian undertaking or to the Belgian establishment of a foreign undertaking. As a general rule, differential tax treatment of service providers of other Member
States in comparable situations as residents is not allowed. The ECJ recognised that the Belgian tax provisions in question are running against the rules of the EC Treaty (Articles 39
(free movement of workers) and Article 49 (freedom to provide services)). However, the
ECJ ruled in judgments of Bachmann and Commission v Belgium that the discriminatory tax
measures were justified by the need to preserve the coherence of the Belgian tax system, a
justification not expressly mentioned in the EC Treaty. This ruling is a potential escape route
for some national tax rules which otherwise are in breach of EU rules.
The ECJ agrees in Bachmann that the Belgian measure constituted a restriction to the free
movement, but states that a requirement that premiums are deductible only if paid to companies established in Belgium is compatible with Article 59 (now Article 49) if indispensable
to achieve a public-interest objective such as coherence of the tax system. The ECJ recognizes that under Belgian tax law, there is a direct connection between the deductibility of
premiums and the taxation of subsequent income: if premiums are not deducted then future
income is not taxed. In such a tax system the loss of revenue resulting from the deduction of
life assurance contributions from total taxable income - which includes pensions and insurance payable in the event of death - is offset by the taxation of pensions, annuities or capital
sums payable by the insurers. Where such contributions have not been deducted, those sums
are exempt from tax. Therefore, coherence of Belgian tax system presupposes that, if insurance premiums are deductible, Belgium should be able to tax the income paid out by the insurance undertakings.936 With respect to proportionality of such a tax measure, the ECJ concludes that coherence of the tax system cannot be ensured by means of measures that are less
restrictive; and that any other measure to guarantee the recovery of tax on subsequent income would have the same consequences as those resulting from the non-deductibility of the
premiums.937
The ECJ has been criticized of accepting the cohesion defence in Bachmann for several
grounds.938 It has been argued that the decision by the ECJ in Bachmann potentially undermines a well-established understanding of what national measures are prohibited by the
Treaty and what possible justifications the ECJ might accept. Furthermore, it has been argued that the tax measure at issue is disproportionate in relation to the aim of safeguarding
fiscal coherence between deduction and later taxation; and that there are probably less restrictive means by which the taxation of such payments could be secured, such as by imposing obligations on insurers who wish to have their policies qualify for deduction. Terra and
Wattel (2001) predict that if a Bachmann-like case were to be referred to the ECJ again, de933
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nial of deduction would no longer be accepted, as the aim of safeguarding coherence can
also be achieved by less restrictive but just as effective measures.939 However, in its judgment in Danner940 the ECJ referred to the coherence defence of the Bachmann case as possibly acceptable justification for restrictive measures if a direct connection exists between the
deductibility of contributions and later taxation.941
The ECJ’s decision in Bachmann was also criticized for not taking account of the effect on
cohesion of double tax treaties. Under such treaties, income may not be taxable in Belgium,
even though premiums were deductible, because according to the OECD Model Tax Convention, tax jurisdiction is allocated exclusively to the Member State of domicile, irrespective of where the premiums had been deducted. The Member State concerned had itself
given up the need to maintain coherence at the individual level by agreeing to an overall (or
macro-level) coherence at tax treaty level.942 The ECJ corrected its position in Wielockx (see
below).
The scope of coherence justification was limited by the ECJ in later cases (Wielockx943,
Svensson944, ICI945, Eurowings946, Verkooijen947, Baars948, Metallgesellschaft949, Danner950
and Lankhorst-Hohorst951). In its case law the ECJ has stressed that Member States may rely
on the need to preserve fiscal coherence only if there is a direct link between any fiscal advantage and a corresponding disadvantage. In addition, the ECJ has stipulated that cohesion
argument must be viewed in the light of European regulations, bilateral tax treaties and the
possibilities of mutual assistance in tax matters.
According to the Wielockx952 judgement, Member States cannot rely on the ‘cohesion’ argument of Bachmann case if the cross-border tax aspect is covered by a tax treaty in a manner
which implies that the Member State involved has waived its national cohesion in relation to
its treaty partner in order to reach bilateral cohesion. Wielockx was a case in some aspects
similar to Bachmann. In the Netherlands only resident taxpayers could deduct payments to a
pension reserve. Payments made on the liquidation of the reserve, or made periodically from
it, were treated as income and subject to tax. The Netherlands relied on the NetherlandsBelgium tax treaty, under which such income was taxable only in the State of residence, to
claim that the fiscal cohesion of its system would be jeopardised if non-residents could deduct payments into the reserve from their Netherlands tax liability. The ECJ stated in its
judgment in the Wielockx case that the fiscal cohesion discussed in Bachmann required `a
correlation between the sums which are deducted from the taxable income and the sums
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which are subject to tax'.953 In addition, the ECJ stated that the effect of tax treaties following
the OECD model was that the State taxed all pensions received by residents in its territory,
but, conversely, waived the right to tax pensions received abroad even if they derived from
contributions paid in its territory which it treated as deductible. Fiscal cohesion had not
therefore been established in relation to one and the same person by a strict correlation between the deductibility of contributions and the taxation of pensions but is shifted to another
level, that of the reciprocity of the rules applicable in the Contracting States.954 The ECJ held
that since fiscal cohesion was secured by a bilateral convention concluded with another
Member State, the cohesion defence might not be invoked to justify the refusal of a deduction such as that in issue in Wielockx.955
In Svensson956, the ECJ showed that a macro-economic link between tax expenditure and tax
revenue was insufficient to justify discriminatory tax measure. Luxembourg granted subsidy
to its residents for mortgage interest payments, provided that mortgaged loan was taken out
with a Luxemburg bank. Luxembourg justified the denial of subsidy to non-residents with
the fact that the subsidy was paid out of Luxemburg tax revenue. The ECJ dismissed this
argument as there was no direct link between the subsidy and its financing.957
In ICI, the ECJ rejected the United Kingdom's submission that fiscal cohesion required that a
consortium relief, whereby the members of a consortium could transfer losses incurred by
subsidiaries established in England of a holding company owned by them for relief against
their own profits, be limited to cases where the majority of the subsidiaries in question were
United Kingdom residents. The ECJ argued that in ICI, there was no direct link between the
consortium relief granted for losses incurred by a resident subsidiary and the taxation of
profits made by non-resident subsidiaries.958
In Eurowings, the ECJ held that the different treatment of residents and non-residents could
not be justified on grounds linked to the need for coherency of taxation. German Government explained that German trade tax rules were designed to avoid only double payment of
German tax, i.e. not the duplication of German tax and that of another Member State. The
Court held there was merely an `indirect link' between a fiscal advantage accorded to a German lessee of a German-established lessor and the unfavourable tax treatment of such lessors
in the form of their liability to pay tax on their rental income.959
From Verkooijen and Baars it can be concluded that the link between tax deferral and later
taxation must be present within the same tax and with the same taxpayer, or within the same
contract. According to the ECJ, the connection between corporation tax on a company’s
profits and individual income tax on dividends paid out of those profits does not justify differential treatment of foreign dividends as it concerns two different taxes, levied from two
different persons.960
Verkooijen concerned a partial exemption from personal income tax, conferred in respect of
share dividends, provided that the companies paying the dividends were established in the
Netherlands. The Dutch government pointed at the coherence between corporate tax on the
profits of a company and the exemption from individual income tax on dividends paid out
from those profits. The exemption of dividends served to mitigate the effects of double taxation - in economic terms - resulting from the levying on the company of corporation tax in
respect of its profits and the taxation of the same profits distributed in the form of dividends
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borne by natural persons who are shareholders, by way of income tax. Fiscal coherence
could not be achieved if the Netherlands were required to prevent economic double taxation
through exemption of dividends paid out of company profits which had not been taxed in the
Netherlands but elsewhere.961 However, the ECJ was not convinced. It noted that in Bachmann and Commission v Belgium, a direct link existed, in the case of one and the same taxpayer, between the grant of a tax advantage and the offsetting of that advantage by a fiscal
levy, both of which related to the same tax. In those cases, there was a link between the deductibility of contributions and the taxation of sums payable by insurers under old-age insurance and life assurance policies, which it was necessary to safeguard the cohesion of the tax
system at issue. The ECJ stated that no such direct link existed in Verkooijen between the
grant to shareholders residing in the Netherlands of income tax exemption in respect of dividends received and taxation of the profits of companies with their seat in another Member
State and that they were two separate taxes levied on different taxpayers.962
Baars also concerned a Dutch tax measure, in this case wealth tax. Dutch tax law made the
exemption from Dutch wealth tax subject to the condition that the holding be held in a company established in the Netherlands, denying it to the holders of shares in companies established in other Member States. The Netherlands Government argued that the restriction of
the undertaking exemption to shares held in companies having their seat in the Netherlands
was justified by the need to maintain cohesion in the Netherlands tax system.963 However,
the ECJ was not convinced. It argued that Baars concerned two separate taxes (a net wealth
tax and a corporation tax on profits) levied on different taxpayers (an individual shareholder
receiving the dividends and a company paying the dividends) and there was no required ‘direct link’ between tax advantage (an exemption from net wealth tax on an individual shareholder) and the taxation of the income (corporate tax on company profits). The Court, held
that it was therefore irrelevant that companies established in the Netherlands are subject to
corporation tax in the Netherlands and that companies established in another Member State
are not.
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Terra and Wattel (2001)964 observe that from Verkooijen and Baars it can be concluded that
Member States cannot argue that fiscal cohesion justifies them refusing imputation credit for
foreign dividends on the grounds that foreign dividends are paid out of profits which have
not borne domestic corporation tax. Member States must recognize foreign corporation tax
as just as creditable as domestic corporation tax on the profits out of which the dividends
were paid and must recognize foreign dividends as equivalent to domestic dividends.
Advocate General Fennelly notes in its opinion in Metallgesellschaft that for the coherence
defence to succeed ‘… there must be a direct and, from the point of view of the application
of the particular tax in question, fundamental organic link between the application of that tax
and the exemption or relief therefrom, which, though made available to the resident taxpayer, is denied to his non-resident counterpart.’965 He argued that such a strict correlation
was lacking in the Metallgesellschaft case. The case concerned the UK group income election scheme. The United Kingdom Government argued that the refusal to grant resident subsidiaries of non-resident parent companies the right to make a group income election was
justified by the need to preserve the cohesion of the United Kingdom's tax system. The Government contended that the principle on which the United Kingdom's tax system was based
was that companies should be liable to tax in respect of their profits and that their members
should at the same time be liable to tax in respect of their share of those profits which the
companies, in certain cases, pay out in the form of dividends. In order to mitigate that double
taxation in economic terms, corporate shareholders resident in the United Kingdom were
exempt from corporation tax on the dividends which they receive from their resident subsidiaries, as that exemption was offset by the advance corporate tax charge on the payment of
dividends by subsidiaries to their parent companies.966 The ECJ, however, was not convinced
and ruled that there is no direct link in the Metallgesellschaft case between, on the one hand,
the refusal to exempt subsidiaries in the United Kingdom of non-resident parent companies
from payment of the advance corporate tax under a group income election and, on the other,
the fact that parent companies having their seat in another Member State and receiving dividends from their subsidiaries in the United Kingdom are not liable to corporation tax in the
United Kingdom.967
Advocate General Fennelly notes in its opinion in Metallgesellschaft that it is clear that a
mere diminution in the tax revenues of the host Member State cannot justify a refusal to extend a particular benefit to non-resident companies. He adds that Member State must take
account of the liability of such non-residents to pay comparable taxes in their Member State
of residence. He argues, ‘… it would seem that the true scope for fiscal cohesion as a justification for the differential treatment of non-residents would concern only situations in which
there is a real and substantial risk that extending equal treatment in respect of a particular
benefit would potentially facilitate tax evasion in both the host Member State and the Member State of residence of the claimant non-resident taxpayer.’968
In the Danner case969, the Finnish and Danish Governments submitted that the Finnish tax
rules which preclude or restrict the deductibility of voluntary pension insurance contributions
paid to foreign pension insurance institutions could be justified by the need to preserve the
coherence of the Finnish tax system.970 971 The Advocate General argued that the Finnish tax
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rules in the Danner case could not be justified on the same grounds as in the Bachmann case
since there was no direct link between deductibility of contributions and the taxation of pensions, and that the rules in issue in any event infringed the principle of proportionality. The
Advocate General noted that under the Finnish tax system the pensions payable by foreign
insurance undertakings to residents in Finland would be taxed, independently of whether the
contributions paid to those undertakings were deductible. If Mr Danner stays in Finland, the
pensions which he will receive from the two German schemes will be subject to Finnish income tax despite the fact that he is not allowed to deduct the contributions paid to those
schemes. The Advocate General also noted, referring to the Wielockx case, that fiscal coherence was secured by a bilateral convention concluded with Germany.972
The ECJ followed the Opinion of the Advocate General and stipulated that Finnish tax rules
could not be justified on the same grounds as in the Bachmann case since there is no direct
connection between the deductibility of insurance contributions and the taxation of sums
payable by insurers.973 The ECJ noted that under the Finnish tax system, pensions payable by
foreign institutions to Finnish residents were taxed, irrespective of whether the insurance
contributions paid to build up such pensions were or were not deducted from the taxable income of their recipients. The ECJ stressed that if Mr Danner continued to live in Finland, the
pensions which he would receive from the German insurers would be subject to income tax
in Finland, despite the fact that he has not been entitled to deduct the contributions paid to
those schemes.974
The justification based on the need to preserve the cohesion of a Member State's tax system
has been argued before the ECJ on a number of occasions but accepted only in Commission v
Belgium975 and Bachmann v Belgium976. In its subsequent case law the ECJ has not allowed
Member States to rely on the fiscal coherence defence.977
4.2.3.2

Lack of harmonization of income tax legislation

In Avoir Fiscal, the ECJ held that the absence of harmonization does not release Member
States from their obligation to apply their national tax legislation in a non-discriminatory
way. The French Government argued that since the legislation at issue has not been harmonized, different treatment of residents of various Member States is necessary in order to take
account of the differences between the tax systems and tax treaties. The ECJ responded that
the fact that the laws of the Member States on corporation tax have not been harmonized
cannot justify the difference of treatment. The ECJ added that although it is true that in the
971
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absence of such harmonization, a company’s tax position depends on the national law applied to it, Article 52 (now Article 43) of the Treaty prohibits Member States from laying
down in their laws conditions for the pursuit of activities by persons exercising their right of
establishment which differ from those laid down for its own nationals.
In its Daily Mail decision, the ECJ in its decision978 also was based on a lack of harmonization. The ECJ noted that Article 293 of the Treaty provided for the conclusion, so far as is
necessary, of agreements between Member States with a view to securing inter alia the retention of legal personality in the event of transfer of the registered office of companies from
one country to another. No convention in this area has yet come into force.979 Thus, the ECJ
allowed derogation from directly applicable Community law on the free movement, on the
basis of a lack of harmonization.
4.2.3.3

Necessity to prevent a reduction of tax revenue

In Saint Gobain980, the German Government argued that the refusal to allow non-resident
companies having a permanent establishment in Germany certain tax concessions granted to
resident companies was justified by the need to prevent a reduction in tax revenue given the
impossibility for the German tax authorities to compensate for the reduction in revenue
brought about by the grant of the tax concessions in question by taxing dividends distributed
by non-resident companies. The ECJ, however, stated in response to that argument that a
reduction of revenue was not one of the grounds listed in Article 56 of the EC Treaty (now
Article 46 EC) and could not be regarded as a matter of overriding general interest which
might be relied upon in order to justify unequal treatment that is in principle incompatible
with Article 52 (now 43) of the Treaty.981
In ICI,982 the Government of the United Kingdom argued that the pre-condition for tax relief
- that most of the subsidiaries controlled by the holding company must be resident in the UK
– was justified by the objective to prevent a reduction in revenue, since the Inland Revenue
could not tax profits made by subsidiaries located outside the United Kingdom in order to
offset the revenue lost through the granting of relief on losses incurred by resident subsidiaries.983 The ECJ did not accept this justification.984
In Verkooijen,985 the Netherlands Government argued that the tax levied on company profits
by the tax authorities of a State other than the Netherlands cannot be offset by granting an
exemption in respect of dividends to persons residing in the Netherlands who are shareholders of such companies since that would automatically entail a loss of revenue for the Netherlands tax authorities in that they would not receive any tax on the profits of the companies
distributing dividends.986 However, the ECJ held that reduction in such tax revenue cannot
be regarded as an overriding reason in the public interest which may be relied on to justify a
measure which is in principle contrary to a fundamental freedom.987
In Metallgesellschaft,988 the Court held again that as regards the loss of revenue for the
United Kingdom tax authorities which would have resulted from affording resident subsidiaries of non-resident parent companies the possibility of making a group income election and
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to be exempted from paying advance corporation tax, diminution of tax revenue could not be
regarded as a matter of overriding general interest which may be relied upon in order to justify a measure which is contrary to a fundamental freedom.989
4.2.3.4

Result in abuse of the situation, tax evasion and tax avoidance

Although prevention of abuse has been accepted as a justification for national legislation that
violates Community law in several non-tax cases990 and has also been recognized in abstracto in tax cases, it has not actually been able to save restrictive national tax measures
brought before the ECJ.991
In Daily Mail, the Advocate General argued in his Opinion, that EU law cannot be relied on
if "objective factors" show that a particular activity was carried out "in order to circumvent"
national legislation992. Although the ECJ did not base its refusal of a tax-free emigration on
the argument that it was necessary to tackle tax avoidance but on the argument that the
Treaty did not confer the company of a Member State a right to transfer its central management and control and their central administration to another Member State993, tax avoidance
was mentioned in the ruling as a principal reason of the emigration994.
In ICI995, the United Kingdom argued that the restrictive tax provision was designed to reduce the risk of tax avoidance and abuse.996 The ECJ, however, did not accept this reasoning
and held that the tax legislation at issue did not have the only purpose of preventing wholly
artificial arrangements, but applied generally to all situations in which the group companies
were established outside the United Kingdom. The ECJ, furthermore, stated that the fact that
a company is having its seat in another Member State does not, of itself, necessarily entail
tax avoidance, since that company will in any event be subject to the tax legislation of the
other Member State.997
It may be inferred from the ICI decision that the ECJ may in principle accept restrictive antiabuse measures but only if the tax measure at issue has the specific purpose of preventing
wholly artificial arrangements.998
In Metallgesellschaft,999 the Court held as it did in ICI, that the establishment of a company
outside the United Kingdom does not, of itself, necessarily entail tax avoidance, since that
company will in any event be subject to the tax legislation of the State of establishment.1000
In Lankhorst-Hohorst1001, the ECJ confirmed its judicature in the ICI decision,1002 according
to which a provision that does not have the specific purpose of preventing wholly artificial
arrangements, set up to circumvent a Member State’s tax legislation but applies generally to
989
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certain situations cannot be justified as a rule preventing tax avoidance. German thin capitalization provision at issue in Lankhorst-Hohorst did not have the only purpose of preventing purely artificial constructions which aimed at escaping German corporation tax but rather
applied in general to any situation in which the parent was having its seat abroad. The ECJ
argued that such a situation does not, of itself, entail a risk of tax evasion, since such a company will in any event be subject to the tax legislation of the State in which it is established.1003 The ECJ concluded in Lankhorst-Hohorst that the risk of tax evasion offers no
excuse for a tax measure which would, therefore, also apply to a situation which, of itself,
does not entail a risk of tax evasion.1004 The provision’s scope was too wide to justify the
restriction on freedom of establishment.1005
In X and Y1006, the ECJ, referring to the Centros case1007, stated that the national courts may,
case by case, take account – on the basis of objective evidence – of abuse or fraudulent conduct in order to deny them the benefit of the provisions of Community law, but they must
nevertheless assess such conduct in the light of the objectives pursued by those provisions.1008 The ECJ, however, held that the Swedish provision at issue, insofar as it excludes
categorically and generally any share transfer from the tax benefit, does not allow the national courts to make such a case-by-case analysis.1009 Furthermore, the ECJ, referring to the
Centros case1010, stated that the criterion on the basis of which the Swedish provision excluded certain types of share transfers from the tax advantage – namely the fact that the
transfer is to a company established in another Member State or a branch set up in Sweden
by such a company – relates to the exercise of the freedom of establishment guaranteed by
the Treaty and cannot, therefore, in itself, constitute an abuse of the right of establishment.1011 Furthermore, in X and Y1012 the ECJ held that the Swedish tax provision was not
specifically designed to exclude from a tax advantage purely artificial schemes designed to
circumvent tax law, but concerned, generally, any situation in which, for whatever reason,
the transfer at undervalue was to a company established in another Member State. The ECJ
concluded that tax evasion or fraud cannot be inferred generally from the fact that the transferee company or its parent is established in another Member State and cannot justify a fiscal
measure which compromises the exercise of a fundamental freedom guaranteed by the
Treaty.1013
4.2.3.5

Offsetting advantages

In Avoir fiscal1014, the ECJ expressly excluded that a differential treatment could be compensated by advantages. The ECJ held that the difference in treatment could not be justified by
any advantages which, according to the French Government, balanced out the disadvantages
resulting from the failure to grant the benefit of imputation credits.
In Commerzbank, the United Kingdom Government justified the national provision at issue
(the denial of repayment supplement) by offsetting advantages. The UK argued that far from
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suffering discrimination under the United Kingdom tax rules, non-resident companies which
were in Commerzbank' s situation enjoyed privileged treatment, enjoying exemptions from
tax normally payable by resident companies.1015 The ECJ was not convinced. It stated that
the fact that the exemption from tax which gave rise to the refund was available only to nonresident companies could not justify a rule of a general nature withholding the benefit.1016
The fact that non-resident enjoyed an advantage in one respect could not justify disadvantageous treatment in other respects such as repayment supplement entitlement.1017
In Asscher1018, the ECJ noted with regard to the tax rate for foreign taxpayers that a higher
rate for foreigners could not be argued by an appeal to the absence of a social security contribution and the – potential – progressive advantage as a result of the method of prevention
used in the Netherlands. A less favourable rate of taxation for non-residents could not be justified by pointing to the fact that social security contributions were not levied in the Netherlands, which was not necessarily the case in other Member States. The Court held that there
was no direct link between the application of a higher rate to the income of certain nonresidents who receive less than 90% of their worldwide income in the Netherlands and the
fact that no social security contributions were levied on the income of such non-residents
from sources in the Netherlands.1019
In Saint Gobain1020, the ECJ held that the difference in tax treatment between resident companies and branches could not be justified by other advantages which branches enjoyed in
comparison with resident companies and which would compensate for the disadvantages of
not being allowed the tax advantages in question. The ECJ stated that even if such advantages existed, they could not justify breach of the obligation laid down in Article 52 (now 43)
of the Treaty to accord the same domestic treatment concerning the tax advantages in question.
In Verkooijen, the Netherlands Government argued that to apply the dividend exemption to
taxpayers who were shareholders in companies with their seat in other Member States would
enable such taxpayers to secure a twofold advantage since they could enjoy tax reliefs both
in the Member State in which the dividend was paid and in the Member State where it was
received, namely the Netherlands.1021 The ECJ, however, held that it was clear from settled
case-law that unfavourable tax treatment contrary to a fundamental freedom could not be
justified by the existence of other tax advantages, even supposing that such advantages exist.1022
In Eurowings, the national court wondered whether it was necessary to take into consideration the fact that the Irish lessor payed no tax comparable to the German trade tax and enjoyed low corporation tax at 10%. German tax authorities argued that that difference of treatment could be justified by the fact that the lessor established in another Member State was
there subject to lower taxation. The ECJ, however, held that any tax advantage resulting for
providers of services from the low taxation to which they were subject in the Member State
in which they were established could not be used by another Member State to justify less
favourable treatment in tax matters given to recipients of services established in the latter
State.
However, in Bachmann, the ECJ implicitly accepted the compensation defence in the form
of cohesion. In Bachmann, the Belgian Government submitted that, with respect to the insur1015
1016
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ance contracts, the non-deductibility of the premiums is compensated by the non-taxation of
the subsequent income, so that the financial effect is not less favourable for non-nationals.
The Commission noted, however, that only taxpayers who have retained their fiscal domicile
in Belgium would be able to benefit from this. Advocate General Mischo observed that the
disadvantages of non-deductibility of premiums could not be compensated by the advantages
of non-taxation in Belgium of subsequent payments in all cases. The Advocate General argued that the likelihood was that it would be primarily Belgian nationals who falled into that
category, rather than nationals of other Member States. Furthermore, the Advocate General
observed that whereas a taxpayer paying his contributions in Belgium might choose between
the deduction of the contributions and the exemption from tax of the capital created, the
same choice was not available to a taxpayer who paid his contributions to an insurance company established outside Belgium, because he did not enjoy the benefit of deductibility. The
Court did not explicitly reject the Belgian argument that the non-deductibility of premiums
was compensated by the non-taxation of subsequent income; but, it implicitly accepted that
argument in the form of coherence of the tax system i.e. the coherence between the nondeductibility of the premiums and the non-taxation of the subsequent income received by
Mr. Bachmann from the insurance company. The ECJ observed that a connection existed
between the deductibility of premiums and the taxation of subsequent income, because in
Belgium the income was not taxed if the premiums were not deducted. In such a system the
revenue loss resulting from the deductibility of premiums was compensated by the taxation
of subsequent income. The ECJ reintroduced the concept of compensation; not from the perspective of a worker, who as a beneficiary of the directly applicable right of free movement
was refused the right to deduct, but from the perspective of the Member State’s revenue position.1023
4.2.3.6

Effectiveness of fiscal supervision and difficulty to obtain the necessary information

In Futura, the ECJ recalled that the Court has repeatedly held that the effectiveness of fiscal
supervision constitutes an overriding requirement of general interest capable of justifying a
restriction on the exercise of fundamental freedoms guaranteed by the Treaty1024. The ECJ
considered justified the Luxembourg requirement of separate accounting to safeguard that a
loss to be offset against domestic profits was economically connected to its territory.1025
However, the ECJ did not accept the rule that such loss could only be carried over if it was
demonstrated on the basis of separate accounting.1026
The ECJ has in several cases denied accepting the justification that discriminatory tax measure is necessary for effective fiscal supervision. In Bachmann, the ECJ stated that refusing
deduction is a disproportionate measure to safeguard the effectiveness of fiscal supervision.
In Vestergaard, the ECJ held that the need for effective fiscal supervision could not justify
the Member State making the tax deduction subject to different conditions according to
whether the courses took place in that State or in another Member State.1027
The ECJ has also ruled that certain legal measures can no longer be justified ever since the
possibility for tax authorities to exchange information was introduced by the Mutual Assistance Directive (77/799/EEC of 19 December 1977).
1023

See Van Thiel (2001a), pp. 231-248.
The ECJ referred to the judgment in Case 120/78 (Cassis de Dijon), paragraph 8. See paragraph
31 of the ECJ judgment in Futura.
1025
The ECJ stated in paragraph 31 of its judgment: ‘A Member State may therefore apply measures
which enable the amount of both the income taxable in that State and of the losses which can be carried forward there to be ascertained clearly and precisely.’
1026
See Terra and Wattel (2001), pp. 76-77.
1027
See paragraph 25 of the judgment.
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In Halliburton, the Netherlands Government contended that the tax authorities were unable
to check whether the legal forms of entities constituted in other Member States were equivalent to those of public and private limited companies within the meaning of the relevant national legislation. The Court ruled that information pertaining to the characteristics of the
forms in which companies might be constituted in other Member States could be obtained
under the arrangements provided for in Mutual Assistance Directive.
In Schumacker, the ECJ ruled that there was no administrative obstacle to account being
taken of a non-resident's personal and family circumstances in his State of employment because under the Mutual Assistance Directive there were ways of obtaining the necessary information comparable to those existing between tax authorities at national level.
In Bachmann, the Belgian, Netherlands and Danish governments contended that tax measures were necessary, given the difficulty of checking certificates relating to the payment of
contributions in other Member States. The ECJ, with reference to the Mutual Assistance Directive, rejected that justification. The Belgian Government pointed out that certain Member
States had no legal basis for requiring insurers to provide the information needed to monitor
payments made within their territory. The ECJ noted in that regard that although Article 8(1)
of the Mutual Assistance Directive imposed no obligation on the tax authorities of the Member States to collaborate where their laws or administrative practices prevent the competent
authorities from carrying out enquiries or from collecting or using information for those
States' own purposes, the inability to request such collaboration could not justify the nondeductibility of insurance contributions. There was nothing to prevent the tax authorities
concerned from demanding from the person involved such proof as they consider necessary
and, where appropriate, from refusing to allow deduction where such proof was not forthcoming.1028
In Danner, the Finnish and Danish Governments submitted that the non-deductibility of contributions paid to pension schemes operated by foreign insurance institutions was justified by
the need to ensure the effectiveness of fiscal controls and to prevent tax evasion.1029 The ECJ
upheld that justification. It recalled that the Mutual Assistance Directive might be relied on
by a Member State in order to obtain from the competent authorities of another Member
State all the information enabling it to ascertain the correct amount of income tax1030 or all
the information it considers necessary to ascertain the correct amount of income tax payable
by a taxpayer according to the legislation which it applies1031. In addition, the ECJ noted as
regards the effectiveness of the supervision of the taxation of pensions paid to Finnish residents, it might be ensured by measures which restrict freedom to provide services to a lesser
degree than a national measure such as that at issue in Danner. Furthermore, the ECJ pointed
out that, before receiving a pension from a foreign institution, the taxpayer would normally
have applied for deduction of the contributions relating thereto, and the application for deduction and the documentary evidence provided by taxpayers at the time such applications
were made would constitute a valuable source of information about the pensions which
would be paid to taxpayers at a later stage.1032
In Lankhorst-Hohorst1033, the ECJ refused to accept the justification based on the concern to
ensure the effectiveness of fiscal supervision, on the ground ‘… that no argument has been
put to the Court to show how the classification rules contained in Paragraph 8a(1), Head 2,
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of the KStG are of such a nature as to enable the German tax authorities to supervise the
amount of taxable income.’1034
4.2.3.7

The disadvantageous effect of contested tax measure is easily avoidable

In Bachmann, the Belgian Government contended that the tax measures at issue were easily
avoidable as a Community national wishing to accept a job in Belgium could easily bring his
contract to an end and conclude a new contract with a mutual insurance company recognized
by Belgium, with a view to gaining the benefit of deductibility. The ECJ rejected this justification on the ground that the termination of the contract in the home state and the conclusion
of new contracts in the host state would constitute, by reason of the arrangements and expense involved, a restriction on freedom of movement.1035
4.2.3.8

Consumer protection

In Bachmann, it was argued that discriminatory provision was necessary in order to protect
consumers because Belgium was unable to check the reliability of foreign companies with no
branch in Belgium. The Court did not accept that argument.1036
4.2.3.9

Justifications accepted by the ECJ

From the settled case law of the ECJ it can be concluded that the need to safeguard the cohesion of a tax system,1037 the effectiveness of fiscal supervision1038, and the prevention of tax
avoidance1039 constitute overriding requirements of general interest capable of justifying a
restriction on the fundamental freedoms guaranteed by the Treaty. The justification that a tax
measure is necessary for protecting the cohesion of a Member State’s national tax system
was accepted by the ECJ only in the cases Commission v Belgium1040 and Bachmann v Belgium1041. The effectiveness of fiscal supervision only constituted a justification accepted by
the ECJ in the Futura case1042. Prevention of abuse has not actually been able to save restrictive national tax measures brought before the ECJ but has been recognized in abstracto in
ICI1043 and Lankorst-Hohorst1044. It may be inferred from those judgments by the ECJ that
the Court may in principle accept anti-abuse measures that infringe EU law but only if the
legislation at issue has the specific purpose of preventing wholly artificial arrangements designed to circumvent domestic tax rules.1045

4.3

Legislative acts in the field of corporate taxation

Legal basis of secondary Community tax legislation
No explicit reference to the harmonization of direct taxes is provided in the founding Treaties. The main legal bases for the harmonization of direct taxes are the general harmonization
1034

Ibid, paragraph 44.
See paragraphs 12 and 13 of the judgment.
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See Terra and Wattel (2001), p. 64.
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Case C-204/90 (Bachmann), paragraphs 21-28, Case C-300/90 (Commission v Kingdom of Belgium) and Case C-136/00 (Danner), paragraph 36.
1038
Case C-250/95 (Futura) (paragraph 31) and Case C-254/97 (Baxter and Others), paragraph 18.
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Case C-264/96 (ICI), paragraph 26, Case C-324/00 (Lankhorst-Hohorst), paragraph 37, C-410/98
(Metallgesellschaft), paragraph 57, and Case C-436/00 (X and Y), paragraphs 42-43 and 61-62.
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provisions (Articles 94 and 95) and the complementary provision of Article 308, which allows appropriate measures to be adopted ‘… if action by the Community should prove necessary to attain, in the course of the operation of the common market, one of the objectives
of the Community and the Treaty has not provided the necessary powers’1046. Article 94 of
the EC Treaty provides for the ‘approximation’ of those laws and regulations that ‘directly
affect the establishment or functioning of the common market’.1047 Article 94 provides the
main legal basis for harmonization of direct taxes by adoption of directives which are the
most important legal instruments dealing with corporate taxes. However, to date only four
Directives have been adopted. The Regulation is a quite exceptional instrument for harmonising direct tax laws of the Member States to one another. Some provisions dealing with
direct tax issues are included in regulations, however, they constitute only accessory provisions among the non-tax rules.1048
Direct taxation is referred to in only few other provisions. Second indent of Article 293 of
the EC Treaty recommends that Member States shall, so far as is necessary, enter into negotiations with each other with a view to securing for the benefit of their nationals the abolition
of double taxation within the Community.1049 In Gilly1050, the national court raised the question of the direct applicability of this provision. The Advocate General argued that the wording of this provision is not sufficiently clear and unconditional for direct effect to be attributed to it and that it cannot give rise to rights in favour of individuals which the national
courts must safeguard. The ECJ held in its judgment that the second indent of Article 293
does not have direct effect.1051
The legal obligation Article 293 imposes on Member States to reach the requested result is
rather weak.1052 It is only stated that Member States shall ‘… enter into negotiations’. No
right of initiative is provided either for the Commission or for any of the other EU institutions. The Advocate General argued in Gilly1053 that the second indent of Article 293 imposes on Member States an obligation to act, namely to enter into negotiations so far as is
necessary, but not an obligation to achieve a specific result.1054 The Advocate General, furthermore, argued that the provision, as worded, does not lay down an absolute obligation but
leaves Member States a wide discretion to decide whether to enter into negotiations with
each other.1055
1046

Article 308 is the legal basis of the EC Regulation on the European Economic Interest Grouping,
which contains tax provisions.
1047
Article 94 of the EC Treaty states that the Council shall issue directives for the approximation of
such laws, regulations or administrative provisions of the Member States as directly affect the establishment or functioning of the common market provided that the Council takes decisions by unanimity
voting on a proposal from the Commission.
1048
Article 40 of Regulation No. 2137/85 of 25 July 1985 establishing the fiscal transparency of
EEIGs. Regulation No. 257 of 15 October 1968 establishes that an employee who is a citizen of one
Member State must enjoy the same social and fiscal advantages in the state where he or she is employed as the employee who is a citizen of that state. See Hinnekens (1997), p. 31.
1049
From a purely international law perspective, based on a strict interpretation of Article 293, one
could argue that it is for Member States to enter into negotiations with each other with a view to securing the elimination of double taxation within the EU. However, according to the case law of the
ECJ (see Case C-336/96 (Gilly) and Case C-307/97 (Saint-Gobain)), it is clear that such reservation of
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The Arbitration Convention has been adopted in 1990 on the basis of Article 293 (see section
4.3.3.).
Article 163(2) mentions the need for the removal of legal and fiscal obstacles to co-operation
between undertakings in the field of research and technological development to enable them
to exploit the internal market potential to the full. Article 175(2) mentions ‘provisions primarily of a fiscal nature’ in the context of environmental policy. Article 58 allows to apply
the tax provisions which distinguish between taxpayers who are not in the same situation
with regard to their place of residence or with regard to the place where their capital is invested, introducing the derogation to Article 56 (the free movement of capital)1056.
Article 95 was introduced by Single European Act amending the EC Treaty. Article 95 seeks
to ensure the adoption of all kinds of measures aimed at achieving the establishment of the
internal market1057 by derogation from Article 94. This derogation allows adoption of these
measures by a qualified majority, whereas Article 94 requires unanimous votes at the Council. Moreover, Article 95 refers to ‘measures’, including all kind of EC action provided by
EC Treaty whereas Article 94 allows only the issuing of directives. However, Article 95(2)
contains an important restriction by stipulating that qualified majority decisions shall not
apply to fiscal provisions.
Another provision that can potentially serve as a basis for EU tax measure is Article 96 of
the EC Treaty. Article 96 of the Treaty provides a legal basis for the Commission to take
action to deal with distortions of the conditions of competition in the Internal Market, including proposing directives, which may be adopted by qualified majority. Article 96 empowers
the Commission to act where legal or administrative rules of a Member State distort conditions of competition in the common market, and this distortion needs to be eliminated.1058
This provision has never yet been used.
Legislative acts adopted and proposed in the field of corporate taxation
As the first concrete step in the field of direct taxation, the Council of Ministers adopted in
1977 the Directive on mutual assistance by tax administrations of the Member States.1059
This directive as well as two directives adopted in 1990 and one adopted in 2003 are based
on Article 94 of the EC Treaty. One of the directives adopted in 1990 aims at elimination of
double taxation of dividends in the case of parent companies and subsidiaries of different
Member States, and is hereafter referred to as the Parent-Subsidiary Directive.1060 The other
directive, provides for any capital gains arising from a merger, or a similar operation, to be
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However, Article 58(3) specifies that these tax provisions shall not constitute a means of arbitrary discrimination or a disguised restriction on the free movement of capital and payments as defined in Article 56.
1057
The objective to establish the internal market is set out in Article 14, which states that the Community shall adopt measures with the aim of progressively establishing the internal market in which
the free movement of goods, persons, services and capital is ensured.
1058
Article 96 stipulates that where the Commission finds that a difference between the provisions
laid down by law, regulation or administrative action in Member States is distorting the conditions of
competition in the common market and that the resultant distortion needs to be eliminated, it shall
consult Member States concerned. If such consultation does not result in an agreement eliminating the
distortion in question, the Council shall, on a proposal from the Commission, acting by a qualified
majority, issue the necessary directives. The Commission and the Council may also take any other
appropriate measures provided for in the EC Treaty.
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Council Directive 77/799/EEC of 19 December 1977 concerning mutual assistance by the competent authorities of the Member States in the field of direct taxation, OJ L 336, 27/12/1977, pp. 15 –
20.
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Council Directive 90/435/EEC of 23 July 1990 on the common system of taxation applicable in
the case of parent companies and subsidiaries of different Member States, OJ L 225, 20/08/1990, p.6.
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taxed only upon realisation, and is hereafter referred to as the Merger Directive.1061 In addition, the multinational convention, designed to eliminate the double taxation in connection
with the transfer pricing of associated enterprises was adopted in 1990, hereafter referred to
as the Arbitration Convention.1062
Furthermore, after the adoption of three legislative acts in 1990 (hereafter referred to as ‘tax
package of 1990’), the Commission has proposed several corporate tax directives. One proposal was adopted in June 2003 and is due to take effect from 1 January 2004. This directive
provides for on a common system of taxation applicable to interest and royalty payments
made between associated companies of different Member States, and is hereafter referred to
as the Interest and Royalties Directive.1063 One important proposal on the cross-border offsetting of losses1064 is still pending.

4.3.1

The Parent-Subsidiary Directive

The first proposal for Parent-Subsidiary Directive dates back as far as the year 1969. The
proposal was finally adopted in 1990.
4.3.1.1

Background

In the cases of cross-border investments international groups of companies often face the
problem that profit distributions are often taxed twice: in the country of the subsidiary as
well as in the country of the parent company. Importance of withholding taxes on profit distribution by multinational companies was underlined in the Ruding Report. According to the
research done by the Ruding Committee, economic double taxation arising from withholding
taxes levied by source countries on cross-border dividend payments between related companies was one of the major causes for bias against inward or outward investment. Therefore,
the removal of such taxes was considered necessary.
Additional problems for the companies are the differences in the tax provisions that govern
the relations between parent companies and subsidiaries of different Member States. In addition, these provisions are generally less advantageous than those applicable to parent companies and subsidiaries of the same Member State. These problems can pose barriers to investments and grouping together of companies. Therefore, the introduction of a common system
has a major impact to the transfrontier co-operation.
4.3.1.2

Purpose of the Directive

According to the preamble of the Directive its aim is to eliminate the disadvantage caused by
the differences in tax provisions which pose the impediments to the co-operation between
companies of different Member States and to facilitate the cross-border grouping together of
companies within the EU in order to create within the Community conditions analogous to
1061

Council Directive 90/434/EEC of 23 July 1990 on the common system of taxation applicable to
mergers, divisions, transfers of assets and exchanges of shares concerning companies of different
Member States, OJ L 225, 20/08/1990, p. 1.
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Convention 90/436 on the elimination of double taxation in connection with the adjustment of
profits of associated enterprises, OJ L 225, 20/08/1990, p. 10 – 24. The convention entered into force
on 1 January 1995 but its application is currently suspended as its prolongation beyond 2000 still
awaits ratification in several Member States.
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Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable to
interest and royalty payments made between associated companies of different Member States, OJ L
157, 26.6.2003, p. 49.
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Proposal for a Council Directive concerning arrangements for the taking into account by enterprises of the losses of their permanent establishments and subsidiaries situated in other Member
States, COM (90) 595 final of 6 December 1990, OJ C 53 of 28 February 1991, p. 30.
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those of an internal market and in order to ensure the establishment and effective functioning
of the common market. The Directive aims to make the taxation of cross-border situations as
advantageous as in domestic relations: to eliminate double taxation with respect to crossborder dividend payments within European groups of companies to the same extent as is the
case with respect to similar domestic payments. In accordance with the recitals to the Directive, the overall objective of the Directive is to introduce with respect to grouping together of
companies of different Member States, tax rules which are neutral from the point of view of
competition, in order to allow enterprises to adapt to the requirements of the internal market.
More specifically, the main objective of the Directive is to abolish both juridical and economic double taxation with respect to profit distributions from a subsidiary in one Member
State to its parent in another Member State. The Directive permits tax-free distribution of
profits if all the requirements of the Directive are met. The Directive aims to increase neutrality within the single market by eliminating double taxation of intra-group dividends.
4.3.1.3

Scope

The Directive exclusively refers to distributions of profits paid by subsidiaries of one Member State to parent companies of other Member State (Article 1(1)). Hence, it applies to the
cross-border situations. The domestic distributions of profit fall outside of the scope of the
Directive.
4.3.1.4

Main features

The Directive stipulates that intra-group cross-border profit distributions must be free of
withholding tax at source as well as of double corporate tax in the Member State of the parent company. The Member State of the subsidiary has to abolish any withholding tax and the
Member State of the parent company has to exempt the distributed profits or impute the tax
already paid in the Member State where the subsidiary has its seat.
Article 4 requires Member States to refrain from taxing distributed profits received by a parent company from its subsidiary (exemption method), or to tax such profits while authorising
the parent company to deduct from the amount of tax due that fraction of the corporation tax
paid by the subsidiary which relates to those profits, and if appropriate, the amount of withholding tax levied by the Member State in which the subsidiary is resident, up to the limit of
the corresponding domestic tax (ordinary credit method). Member States applying the ordinary credit method are obliged also to give relief for the underlying corporate income tax
paid by the subsidiary on profits out of which the distribution is made. However, the Directive does not explicitly address the situations in which dividends are redistributed through
groups of companies which have multiple tiers. Current interpretation is that Member States
using the credit method are required to take into account only the tax paid by first-tier subsidiaries, they are not required to give relief for tax paid by the lower tier EC subsidiaries.1065
1066

Article 5 of the Directive provides for relief from withholding tax at source with respect to
profit distributions. It requires that profits which a subsidiary distributes to its parent company shall, at least where the latter holds a minimum of 25% of the capital of the subsidiary,
be exempt from withholding tax in the state of residence of the subsidiary. The wording
‘shall be […] exempt’ indicates that exemption at source is mandatory: Member States are
not allowed to levy a dividend withholding tax at the time of distribution and refund it to the
parent company only after it applies for a refund and proves that it is a qualifying company.
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See Farmer and Lyal (1994), p. 269.
However, according to the amended directive the taxes paid by any lower tier subsidiaries are
covered. See section 4.3.1.12.
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Member States are permitted to levy tax only during the minimum holding period of two
years and refund it after that condition has been met.1067
4.3.1.5

Qualifying companies

Articles 2-5 of the Directive stipulate the requirements that the companies have to fulfil in
order to qualify for the tax-free distribution of their profits. The Directive applies to payments made between companies, which take one of the forms listed in the Annex to the Directive. In line with the general principle of EU law, directives only ever express minimum
standard. Member States are free to extend the tax-free treatment of profit distributions to the
entities other than those included in the list. In fact, some frequently used types of companies
are excluded from the list. The EC Commission Communication to the Council and the
European Parliament1068 recommends that the scope of the Directive should be extended to
all enterprises subject to corporation tax whatever their legal form, and successively to all
entities subject to income tax.
In addition, the distributing and recipient companies have to be considered residents in different Member States for tax purposes.1069 This provision excludes the domestic parentsubsidiary relations from the scope of the Directive. The Directive also stipulates the condition that the company may not, under the terms of a tax treaty concluded with a non-EU
country, to be considered resident for tax purposes outside the Community. This provision
aims to ensure that only EU resident corporations benefit from the Directive. Article 2 also
specifies that the companies must be subject to one of the national corporation taxes listed in
Article 2, without the possibility of any option or of being exempt. Exempted companies do
not qualify because there is no reason to avoid double taxation if there is no double taxation
due to the exemption. The exclusion of the companies that have an option refers to the possibility offered by some European national tax systems for a company to opt for corporate income tax liability or fiscal transparency. A taxpayer has different choices for tax liability:
taxation of the company or of the partners.1070 1071 However, this provision does not exclude
companies which are subject to tax in principle but which benefit from a relief related to certain categories of income.1072
Article 3(1) stipulates the additional requirement that in order to qualify as a parent, a company of a Member State has to have a minimum holding of 25 % in the capital of a company
of another Member State (the subsidiary). In accordance to the first indent of Article 3(2),
Member States have the option to bilaterally agree to replace the criterion of a holding in the
capital by that of a holding of voting rights. In respect of the minimum participation requirement, it is important to bear in mind that Directive only specifies minimum standard,
1067

According to the ECJ’s ruling in joined cases C-283/94, C-291/94, and C-292/94 (Denkavit,
Vitic and Vormeer) it is not necessary that a period of time during which the parent company must
have a holding in the subsidiary should have come to an end at the time when the Directive benefits
are granted. Although Member States have the option of not applying the Directive if the minimum
holding has been maintained for less than two years on the date of payment of the dividends, they
must apply it retroactively if the holding is still maintained when the two-year period expires (the ECJ
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also section Minimum holding period for more elaborate examination of the Denkavit-VITICVoormeer case.
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Member States may also give the benefits of the Directive if the holding is less than 25%.1073
The profit distribution must be made by virtue of the companies’ association with each other,
for reasons other than a liquidation of the subsidiary.1074
4.3.1.6

Anti-abuse provisions

Minimum holding period
Article 3(2) provides derogation to a minimum participation requirement of Article 3(1).
Namely, it contains an anti-abuse provision, which states that in order to qualify as a parent,
company must hold the shares for an uninterrupted period of at least two years.1075 Article
3(2) gives Member States the option of withholding the application of the Directive in cases
where the parent companies do not maintain for the minimum period the required percentage
of the subsidiary’s capital. Thus, in situations where a company purchases and then, shortly
after a distribution, alienates shares, which constitute the required participation, Directive
benefits may be denied.1076 The purpose of this anti-abuse provision is to prevent what might
be referred to as ‘directive shopping’.1077
Most of the Member States have taken advantage of this provision that allows them to deny
tax-free distribution of profits if companies are using artificial arrangements with no other
purpose than to enjoy benefits of the Directive that the company would not enjoy in the absence of such arrangements. In respect of the minimum holding period, some Member States
(i.e. Denmark, France and Spain) have opted for the two-year holding period. The others
(like Belgium, Germany, Italy and the Netherlands) have opted for a holding period of at
least one year. The shorter holding period is not specifically provided for in the Directive,
but it has been justified on the basis that EC Directives only ever specify minimum standards.1078
It is unclear from the wording of Article 3(2) whether the minimum holding period must be
completed before the companies concerned are entitled to the benefits of the Directive. Majority of the Member States took the view that since Article 3(2) of the Directive is silent on
the matter, Member States retain a discretion. This opinion was shared, on the whole, by the
Governments of Germany, Belgium, Greece, Italy and the Netherlands. According to those
Governments, the minimum holding period should be completed before dividend distribution
and withdrew the Directive benefits in the case of distributions within the minimum holding
period although in retrospect the company held the shares longer than holding period required. This interpretation was argued to be the only one which allows authorities to counter
abuse. Subsequent checks as to whether the holding period has in fact been complied with
was argued to give rise to many practical and technical difficulties, particularly in the case of
cross-border payment of dividends.1079 However, the ECJ argued in its Denkavit-VITIC1073
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Voormeer judgement1080 that it follows from the wording of Article 3(2), and in particular
from the use of the present tense (‘maintain’) in all language versions except the Danish,
that, in order to receive the tax advantage, the parent company must have a holding in the
subsidiary during a certain period of time, without it being necessary that this period should
have come to an end at the time when the tax advantage is granted. The ECJ stated that according to the preamble of the Directive it seeks, by the introduction of a common tax system, to eliminate any disadvantage to cooperation between companies of different Member
States as compared with cooperation between companies of the same Member State and
thereby to facilitate cross-border cooperation. Thus, with a view to avoiding double taxation,
Article 5(1) of the Directive provides for exemption in the State of the subsidiary from withholding tax upon distribution of profits. The ECJ highlighted that it follows from the purpose of the Directive that Member States cannot unilaterally introduce restrictive requirement that a holding period must already have been completed when the profits in respect of
which the Directive benefits apply are distributed.
The main issue in Denkavit-VITIC-Voormeer joined cases was whether the Directive permits
a Member State to apply a rule under which withholding tax must be deducted by a subsidiary company from distributions which it makes to its parent company within the minimum
holding period, so that the parent company is denied the exemption from withholding tax for
the minimum holding period even where it ultimately maintains its holding beyond that period.
The ECJ ruled in its Denkavit-VITIC-Voormeer judgement1081 that it is not necessary that a
period of time during which the parent company must have a holding in the subsidiary
should have come to an end at the time when the Directive benefits are granted. The ECJ
also stipulated that Member States are free to draw up rules for ensuring compliance with the
minimum period. The ECJ stated that the Directive does not require a Member State to grant
the exemption from the beginning of this period without being certain of being able to obtain
payment of the tax later, in the event that the parent company fails to observe the minimum
holding period which the Member State has laid down. Likewise, it does not follow from the
Directive that a Member State is obliged to grant the tax exemption immediately if the parent
company undertakes unilaterally to observe the minimum holding period. Thus, Member
States are not obliged to grant the advantage immediately and may provisionally apply withholding tax on dividends which should be refunded after the minimum withholding period is
completed.
4.3.1.7

General anti-abuse provision

In Article 1(2) of the Directive a general anti-abuse provision is set out, which permits
Member States to include domestic or agreement-based provisions required for the prevention of fraud or abuse in their national legislation.1082 It provides Member States possibility
to withhold the benefit which is provided by the Directive when it is considered a matter of
abuse under domestic or bilateral anti-abuse provisions. The directive does not define precisely what encompasses transactions constituting ‘fraud or abuse’.1083 The reference to the
agreement-based provisions means that existing treaty-based prohibitions will continue to
apply. The question has been raised whether anti-abuse concepts based on case law are included in this definition. According to the literal reading of the text it is not so.1084
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Thus, Member States have left discretionary power to deny the benefits of the Directive in
cases of abuse. Most Member States have relied on anti-abuse provision of Article 1(2) to
ensure that solely bona fide business structures benefit from the Directive.1085 Belgium requires, for its participation exemption to apply, that the foreign subsidiary may not be located in a low tax jurisdiction and may not benefit from a special (favourable) tax regime in
its country of residence (anti-tax haven regulation).1086 Some Member States (i.e. France and
Spain) introduced specific legislation with anti-abuse measures after the Directive became
effective.1087 Spanish law denies the benefits of the directive where the parent company or
the subsidiary is resident in a specified list of tax havens.1088 This list includes locations such
as Luxembourg (specifically companies covered by the holding company regime), Gibraltar,
Liechtenstein, the Channel Islands and most of the Caribbean tax havens.
From the judgement by the ECJ in the Denkavit-VITIC-Voormeer case1089 it may be inferred
that a general anti-abuse provision may not be relied on by Member States to widen the
scope of the specific anti-abuse provision if the abuse in question is already regulated by a
specific anti-abuse provision. In addition, from the judgements of the ECJ in the Leur
Bloem1090 case it follows that the ECJ does not allow disproportionate measures in national
anti-abuse provisions.1091 The ECJ ruled in its Leur Bloem judgment that Member States
have to apply anti-abuse provisions in accordance with the proportionality principle: the national anti-abuse measures should serve their purpose but have no effects beyond that purpose1092. This can be concluded from the text of the Directive (the national anti-abuse provisions are allowed when they ‘are required for the prevention of fraud and abuse’) and from
the case law of the ECJ1093.
4.3.1.8

The concept of profit distribution

It is not stated explicitly in the Directive what is meant by the profit distribution (under the
Directive). The Directive does not mention that the domestic law or tax treaty provisions
should be referred to for the definition of the distribution of profits. It is argued that, probably, the drafters of the Directive did not want the meaning of the term of the profit distributions to be dependent too much on national tax law and therefore, it must be given an
autonomous meaning independent of domestic law definitions or tax treaty definitions.1094
Terra and Wattel (1997) argue that the concept of profit distributions is a Community concept, to be interpreted autonomously by the ECJ and national courts.1095
The Directive uses the term `distribution of profits` not the term `dividends`. The concept of
profit distribution is generally understood to be somewhat wider than that of dividend. According to Helminen (2000)1096 one reason why the concept of profit distribution should be
given broad meaning with respect to the Directive is that the term ‘dividend’ could have
been used if it had been intended for the meaning to be narrow. A broad meaning is also in
line with the aims of the Directive.
1085
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Because the Directive does not define the concept of profit distribution, it is not totally clear
what income items are included in the concept.1097 The concept of profit distribution covers
any payment by the subsidiary to the parent company, on grounds of the shareholder relationship between the companies. According to Articles 3 and 4 of the Directive, this concept
covers profit distributions made by virtue of association between the companies based on a
holding in the equity capital of a subsidiary. Article 4 does not clarify what ‘association’ exactly means. In general, the distribution of profits to shareholders includes such transactions
between a company and its shareholders, by which the assets of the company are decreased
and the assets of the shareholder increased. The distribution of profits includes, in addition to
dividend, other gratuitous transfers to shareholders based on a shareholder relationship.1098
Constructive dividends1099 also must be covered by the Directive even though the text of the
Directive does not expressly state so. There is no reason why income from debt should not
qualify under the Directive.1100
Article 4(1) excludes profit distributions in situations where the subsidiary is liquidated.
Thus, distributions upon liquidation of the subsidiary are expressly not covered at the parent
level and the Directive does not hinder the State of the parent company to tax liquidation
distributions received from a subsidiary when the subsidiary is liquidated. Because Article
4(1) uses the wording ‘except when the subsidiary is liquidated …’, it is not clear whether
this exception also covers situations of the partial liquidation of the subsidiary.1101 Helminen
(2000) argues that the objective of the Directive, as expressed in the preamble of the Directive, is to make the taxation of cross-border situations as advantageous as in domestic relations, not to make it more advantageous, and therefore, the benefits of Article 4(1) should
also not be required to be granted with respect to liquidation distributions in connection with
partial liquidations, if the state of residence of the parent company would not eliminate double taxation with respect to similar distributions in purely domestic relations. Article 5 does
not contain any reference to liquidation distributions, therefore, there is no reason why liquidation distributions should be treated differently from other profit distributions.1102 Thus, it
seems that the Directive grants an exemption of withholding tax at the subsidiary level for
liquidation distributions because they are expressly excluded under Article 4 but not under
Article 5. It is argued that this asymmetry in tax treatment of liquidation distributions between the parent level and the subsidiary level is not justified.1103
In practice, there is no consensus on the issue whether liquidation distributions are covered
by the Directive and if it is so, which kinds of liquidation distributions were intended to be
covered by the Directive.
4.3.1.9

The concept of withholding tax

The concept of withholding tax has not been explicitly provided in the Directive.1104 The
ECJ has held that the nature of a tax, duty or charge must be determined by the ECJ, under
Community law, according to the objective characteristics by which it is levied, irrespective
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of its classification under national law.1105 In Opinion of Advocate General in Epson1106 it
was also stated that it is for the ECJ to determine, irrespective of classifications under national law, to what extent a withholding tax established by a Member State constitutes a tax
within the meaning of the Directive and is therefore prohibited under Article 5(1) of the Directive. In other words, Advocate General considered that Community law concepts such as
`withholding tax on profits distributed' should not be interpreted using semantic distinctions
or theories of national law. Moreover, Advocate General argued that that is what the principle of the primacy of Community law over national law requires. If that were not so, it would
be possible to determine the scope of Community rules on the basis of distinctions, and
therefore provisions, of national law, contrary to the intention of the Community legislature.1107
The ECJ has specified the concept of withholding taxes in its judgments in Epson1108 and
Athinaïki Zithopiia1109. Epson concerned Portuguese tax and in Athinaïki Zithopiia Greek tax
was at issue.
In Epson a succession and donation tax in respect of transfers of shares in companies (imposto sobre as sucessões e doacões, hereafter `ISD') was at issue. ISD was provided for by
the Portuguese Corporation Tax Code and it was levied, whenever profits are distributed, on
the dividends paid by companies which have their seat in Portugal. Epson Europe BV (hereafter Epson) argued that that ISD falls within the scope of the Directive, while the Portuguese Government and the Portuguese tax authority took the opposite view. Specifically,
Epson argued that the Directive, and Article 5(4) in particular, cover all taxation, however
described, which acts as a withholding tax on dividends distributed by a subsidiary to its parent company in another Member State. The Portuguese Government and the Portuguese tax
authority contended that the derogation under Article 5(4) of the Directive does not apply to
ISD, since that tax is levied not on income but on the value of securities, reflecting the extent
to which the dividends are capitalised. Thus, the Portuguese Government and the Portuguese
tax authority argued that the tax at issue establishes a tax on transfers of assets and is therefore not subject to the prohibition under Article 5(4) of the Directive.
In Advocate General’s Opinion in Epson it was argued that from the wording alone of the
exemption introduced by Article 5(4) of the Directive it can be noted that the Community
legislature refers to `profits' and `withholding tax', not income tax, tax on profits or corporation tax, nor does it use any other similar expression which would lead to a strict interpretation of that provision. In Advocate General’s view, this means that all withholding taxes are
subject to the prohibition laid down in the Directive, whatever the name or nature of the tax
levied on distributed profits. In other words, `withholding tax' cannot be interpreted as being
confined to the taxes listed by name in Article 2, since it applies to all taxes levied in the
Member State of the subsidiary on distributed profits (dividends). Advocate General took the
view that the objectives of the Directive would be undermined if the Portuguese Republic
had the freedom to retain taxes which, although in practice constituting a withholding tax,
were given a different name in order to bypass the prohibitions under the Directive or had
borne a different name under a provision of national law predating the Directive, which leads
essentially to the same result.
In its judgment in Epson1110, the ECJ agreed with the Advocate General’s Opinion and held
that it is clear that ISD is a withholding tax for which the chargeable event is the payment of
dividends or of any other income from shares, that the taxable amount is the income from the
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shares and that the taxable person is the holder of the shares. ISD thus has the same effect as
a tax on income. It is immaterial in that respect that it is called succession and donation tax
and that it is levied in parallel with corporation tax. In those circumstances, the objective of
the Directive to ensure that cooperation between companies of different Member States is
not penalised as compared with cooperation between companies in the same Member State
and thereby to facilitate the grouping together of companies at Community level, would be
undermined if Member States were permitted deliberately to deprive companies in other
Member States of the benefit of the Directive by subjecting them to taxes having the same
effect as a tax on income, even if the name given to the latter places them in the category of
tax on assets. Thus, the ECJ held that the term withholding tax contained in it is not limited
to certain specific types of national taxation and it cannot be inferred from Article 2(c) of the
Directive that other taxes having the same effect as mentioned in this provision are authorised, particularly since the final part of Article 2 refers expressly to any other tax which may
be substituted for any of the above taxes.
Another imortant case in which the ECJ specified the concept of the withholding tax in the
context of the Parent Subsidiary Directive is Athinaïki Zithopiia1111. The facts of the case are
the following. The Dutch company Amstel International holds 92.17 per cent of the share
capital of Athinaïki Zithopiia AE, a Greek public limited company. The Greek legislation
provides that where a Greek public limited company, whose gross income includes nontaxable income or income subject to reduced taxation, distributes profits, those profits are
deemed to arise ratably from that income. As a consequence, in order to determine the basic
taxable income, nontaxable income and income subject to reduced taxation are first converted into gross amounts and then added back into the taxable basis pro tanto.1112 Dividends
distributed by Athinaïki Zithopiia AE bear the tax on the distributed profits including income
which has been subject to reduced taxation entailing extinction of tax liability and also nontaxable income. The Greek Administrative Court of First Instance referred to the ECJ for a
preliminary ruling a question whether the taxation at issue qualifies as a withholding tax
within the meaning of Article 5(1) of the Parent Subsidiary Directive.
Article 5(1) of the Directive stipulates that profits which a subsidiary distributes to its parent
company shall, at least where the latter holds a minimum of 25 per cent of the capital of the
subsidiary, be exempt from withholding tax. Article 7(1) specifies the scope of the term
`withholding tax' as follows: `The term "withholding tax" as used in this Directive shall not
cover an advance payment or prepayment (précompte) of corporation tax to the Member
State of the subsidiary which is made in connection with a distribution of profits to its parent
company.' Advocate General Alber argues in its Opinion1113 delivered on 10 May 2001 that
the exception in Article 7(1) of the Directive is not applicable in the case of Greek tax in
question, since it is not an advance payment or prepayment but definitive taxation that is at
issue.
Advocate General Alber argues that from the ECJ’s judgment in Epson1114 it follows that the
application of Article 5(1) of the Directive depends not on how the domestic tax provision is
described or on the tax regime it forms part of, but exclusively on its effect. The Directive is
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supposed to create fiscal neutrality, in order to reduce the tax burden on cross-border cooperation and thereby to promote the freedom of establishment and the free movement of capital. Advocate General Alber argues that under the broad interpretation required by the Court,
the concept of withholding tax includes every tax provision that has the effect of taxing distributions of profits by a resident subsidiary company to a non-resident parent company. The
specific designation or the structure of the tax is immaterial. Advocate General argues that
the Greek national tax provisions leads to special taxation where profits are distributed.
Moreover, it is because of the distributions that tax is levied. Thus, although the taxation
falls within the framework of income tax payable by the undertaking making the distribution,
it involves a withholding tax.
On the other hand, Advocate General stresses that taxation of the activity of the resident subsidiary company must be distinguished from withholding tax. In principle, the former is not
affected by the Directive. However, a Member State is unable in that context to enact provisions which are in practice equivalent to a withholding tax. Thus, within the field of application of the Directive, tax legislation that links particular fiscal charges to a distribution of
profits is prohibited if in the absence of the distribution those fiscal charges would not arise.
In practice, the distribution of profits is thereby equated to their retention.1115
Advocate General concludes that in the Athinaïki Zithopiia case the tax burden increases
only because the applicant distributes its profits and the provisions which lead to the increase
in tax burden are to be equated to a withholding tax and are incompatible with Article 5 of
the Directive.
The ECJ in its judgment1116 agreed with the Advocate General’s Opinion and held that there
is a withholding tax, within the meaning of Article 5(1) of the Directive, where national legislation provides that, in the event of profit distribution by a subsidiary to its parent company, in order to determine the taxable profits of the subsidiary, its total net profits, must be
reincorporated into the basic taxable amount, when income falling within those two categories would not be taxable on the basis of the national legislation if they remained with the
subsidiary and were not distributed to the parent company.
Although Article 10(2) of the tax treaty between the Hellenic Republic and the Kingdom of
the Netherlands permits Greece to tax dividends paid by a company established in Greece to
a shareholder resident in the Netherlands at a rate of 35 per cent at a maximum, the ECJ held
that the rights conferred on economic operators by Article 5(1) of the Directive are unconditional and a Member State cannot make their observance subject to an agreement concluded
with another Member State.
4.3.1.10 Problems
The Parent-Subsidiary Directive does not cover all types of profit distributions. The Directive covers profit distributions paid between associated companies where the parent company
has a holding of 25% in the subsidiary located in another Member State.1117 The Directive
does not specifically state whether the holding of 25% must be held directly in order to qualify or whether indirect holdings through an intermediary holding company controlled by the
ultimate shareholder company also qualify. In the absence of any express provision, the
Commission takes the view that the Directive only has binding effects in cases of direct
ownership. This requirement creates cross-border problems, particularly in the case of restructuring, because indirect holdings are not taken into account to calculate the Directive’s
threshold, which can have undesirable implications for the internal organisation of groups of
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companies and hamper restructuring operations.1118 According to the amended directive indirect holdings in any lower tier subsidiaries are also covered. In addition, the threshold requirement will be gradually lowered from 25% to 10% by a year 2009.
Additional problems may arise when a company possesses a permanent establishment
through which it holds shares in other companies. It may happen that holdings in the capital
of the other companies and profits derived therefrom will be attributed for tax purposes to
the permanent establishment of a company. This is likely to happen in particular when the
permanent establishment and the company whose shares are held are situated in the same
State, although it may also happen when they are situated in different States. If the State or
States concerned are Member States of the EC, the question arises as to whether a parent/subsidiary relationship as defined by the Directive can be constituted by means of a
shareholding held through a permanent establishment. The situations where a parent company and its subsidiary are in the different Member States are covered in the Directive
2003/123/EC of 22 December 2003, which states that the payment of profit distributions to,
and their receipt by, a permanent establishment of a parent company should give rise to the
same treatment as that applying between a subsidiary and its parent. It is stated in the preambula of the Directive that the situations where a parent company and its subsidiary are in the
same Member State should be dealt with on the basis of national legislation by the Member
State concerned.
The Directive currently applies only to operations between companies liable to corporation
tax who do not enjoy the right to opt to be so liable and who take one of the legal forms set
out in the list attached to the Directive. Consequently the Directive does not cover some
dividend distributions even where the companies concerned are wholly liable to corporation
tax and pay or receive dividends. Partnerships which in some Member States are liable to or
may opt to be liable to corporation tax are excluded from the scope of the Directive even
where national legislation and bilateral double taxation treaties treat profits distributed by
such companies to their associate companies as dividends. To overcome this problem the
Commission presented a proposal for a directive to extend it to all companies subject to corporation tax irrespective of their legal form. The proposed provision was included in the
amended text of the Directive.1119
The problems above have been dealt with in the directive 2003/123/EC of 22 December
2003. However, several problems are still not dealt with by the directive 2003/123/EC.
For example, the Directive only sets out the basic rules for the abolition of double taxation.
Member States are left to choose by themselves the method of the avoidance of double taxation. The interpretations adopted by each of the Member States’ implementation laws differ
significantly from each other. This is particularly true as far as the credit method under the
Directive is concerned.1120 The Directive does not provide detailed rules on the computation
and operation for tax credit. The Directive also lacks precision of defining important concepts of the Directive. Member States are free to draw up their own detailed provisions in the
light of their domestic law and existing bilateral tax treaties. However, resulting differences
in national interpretations set limits to the effective elimination of double taxation on crossborder intra-group profit distributions that is the purpose of the Directive.
Some other terms have not been defined precisely by the Directive.1121 For example, Article
3(1) contains the requirement that qualifying company (the parent) has to have a minimum
holding of 25 % in the capital of a company of another Member State (the subsidiary). This
wording has been criticised for its vagueness. It is not clarified in the Directive what is meant
by ‘holding’. In addition, it is not clear what is meant by ‘capital’. The definition of capital
1118
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may include equity capital, share capital carrying a right to fixed dividends, loan capital and
other borrowings.1122 The voting right requirement has also raised questions: whether it refers to the number of voting rights in general or the number of voting shares. Some more
issues are unclear with respect to the voting right criterion, for example, whether the person
holding the voting rights should also be a shareholder.1123
The general anti-abuse provision of Article 1(2) has been criticised for not providing workable definition of transactions constituting ‘abuse’. The Directive does not give any guidance
as to what precisely is intended to be included within the concept of ‘the prevention of fraud
or abuse’. Member States have left discretion to introduce their own anti-abuse provisions
when implementing the Directive into national law. There is enormous scope for differences
of approach in implementing the directive which contradicts one of the principles in the jurisdiction of the ECJ, that Community law must be applied uniformly among Member
States.1124 It has been argued that lack of precise definitions for general anti-abuse provision
undermines the harmonization attempts of the Directive.1125
The vague wording of Article 1(2) has raised some doubts whether Directive is precise
enough to have direct effect. However, the terms of Article 5 dealing with the removal of
withholding taxes on profit distributions are precise enough to meet the criterion of clarity.1126
Furthermore, the subject-to-tax requirement of the Directive has been criticised for its ambiguous wording. It is not clear whether the income of the company has to be subject to tax
in order to qualify for the benefits of the Directive or is it enough if the receiving company is
subject to tax.1127
4.3.1.11 Obstacles relating to the imputation systems
The Directive does not deal with the distortionary effects of discriminatory imputation systems of the Member States. According to Article 7 of the Directive, the term ‘withholding
tax' does not apply to an advance payment or prepayment of corporate taxes and thus the Directive does not affect imputation systems such as those in force in France, Italy, Spain, Portugal, Finland, and the UK.
Under these imputation systems the domestic recipient of a dividend may credit the tax paid
by the company on the distributed profits against his own tax liability. The tax credit for the
corporation tax available to domestic shareholders is not available to non-resident shareholders. Under some tax treaties a partial repayment of this credit is made to non-resident investors, usually subject to a withholding tax.1128 However, in the absence of the treaty provision
this will not be done. In result, domestic investors are in more favourable position than investors from Member States to which this system of credits is not extended; moreover, investors from different Member States obtain different returns from an investment in the same
Member State. This distortion may affect post-tax returns and cause switches of investment
all over Europe. These imputation systems contain a considerable bias towards domestic investment.
Under the shareholder relief system dividends are included in the taxable profits and no tax
credit is granted. There are, however, ways of mitigating double taxation such as taxing dividends at a lower rate than that normally applying or granting other forms of tax relief on
dividend payments – so called ‘shareholder relief’. However, such preferential tax arrange1122
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ments sometimes apply only to domestic shareholdings and not to dividends from foreign
shares. Where this is the case, such discrimination usually concerns individuals but may also
apply to company dividend payments. As confirmed by the European Court of Justice in its
judgement in Case C-35/98 (Verkooijen) these arrangements are not compatible with the free
movement of capital.1129
Thus, it follows from Article 7 of the Directive that Member States may continue application
of imputation systems as well as shareholder relief systems. Several commentators have expressed the opinion that the objectives of the Directive cannot be achieved without dealing
with the matter of imputation credits and shareholder reliefs.1130
4.3.1.12 The amendments to the Directive
The Commission presented a proposal for amendment of the Parent-Subsidiary Directive
suggesting that its scope should be broadened. The Commission proposed that the Directive
should cover both direct and indirect shareholdings. In addition, a lower minimum holding
threshold was proposed. Furthermore, the Commission proposed to extend the Directive to
all companies subject to corporation tax irrespective of their legal form.
The proposal was adopted as a directive 2003/123/EC on 22 December 2003 and the Member States must harmonize their legislation with its requirements by 1 January 2005 at the
latest.1131
According to the amended directive, a minimum holding threshold will be gradually lowered
from 25% to 10%. As from 1 January 2005, the required holding will be decreased to 20%.
The threshold is decreased to 15% as from 1 January 2007 and to 10% as from 1 January
2009.
Furthermore, the amended directive provides that the payments made by any lower tier subsidiaries are covered by the directive. It follows that the new directive also covers indirect
holdings which meet the minimum threshold requirement.
The current Directive contains a list of companies to which the Directive applies. The
amended Directive extends the scope of its benefits to other entities which carry out crossborder activities in the EC and which meet all the conditions laid down in the Directive.
The scope of the amended Directive also includes the companies which are run under the
European Company Statute, including the European Company (SE) and the European Cooperative Society (SCE).

4.3.2 The Merger Directive
4.3.2.1

Background

The first proposal for the Merger Directive was made already in 1969. Council Directive
90/434/EEC on the common system of taxation applicable to mergers, divisions, transfers of

1129

Dutch legislation exempted income tax on the first NLG 1 000 of dividends paid by Dutch companies (NLG 2 000 for married couples). This relief did not apply to dividends paid by companies
from other Member States. The ECJ ruled that such a provision was a restriction on the free movement of capital. See section 4.1 for more elaborate examination of the Verkooijen case.
1130
See Raby (1992), pp. 219-220, Terra and Wattel (1997), pp. 231-253 and Commission (2001c).
1131
The Council Directive of December 22, 2003 (2003/123/EC) amending Directive 90/435/EEC of
23 July 1990 on the common system of taxation applicable in the case of parent companies and subsidiaries of different Member States, published in L 7/41.
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assets and exchanges of shares concerning companies of different Member States1132 was
finally adopted in 1990. The aim of the Directive is to decrease the tax costs in cross-frontier
mergers.
The discrimination against cross-border mergers in comparison to domestic ones creates barriers to the free movement within the Internal Market. The underlying objective of the
Merger Directive is to eliminate the barriers that exist in setting up transnational companies
and groups. The Directive aims to remove the tax obstacles to the mergers concerning companies of different Member States. According to the preamble to the Merger Directive differences between the systems of Member States tend to produce distortions, and, therefore, it
is necessary to introduce common rules.
4.3.2.2

Scope

The Directive applies to mergers, divisions, transfers of assets and exchanges of shares in
which companies from two or more Member States are involved (Article 1). The scope of
the Directive is quite limited and its impact upon national tax revenues rather modest.1133
Directive merely provides temporary deferral of taxation of the capital gains related to crossborder mergers.
4.3.2.3

Qualifying companies

In order to qualify for the benefits of the Merger Directive companies from different Member States must be involved in the restructuring operations. The companies qualify for the
benefits if the following conditions are met:
•
they are subject to corporation tax;
•
according to the tax laws of a Member State are considered to be resident in that
State for tax purposes and, under the terms of a tax treaty concluded with a third
State, are not considered to be resident for tax purposes outside the Community;
•
take one of the forms listed in the Annex to the Directive.
4.3.2.4

Restructuring operations covered

Restructuring operations concerned are defined in Article 2(a) – (d). The Directive covers
the following operations:
a)
mergers of companies, which is defined as an operation whereby
•
one or more companies, on being dissolved without going into liquidation, transfer
all their assets and liabilities to another existing company in exchange for the issue
to their shareholders of securities representing the capital of that other company,
and, if applicable, a cash payment not exceeding 10 per cent of the nominal value,
or, in the absence of a nominal value, of the accounting par value of those securities,
•
two or more companies, on being dissolved without going into liquidation, transfer
all their assets and liabilities to a company that they form, in exchange for the issue
to their shareholders of securities representing the capital of that new company, and,
if applicable, a cash payment not exceeding 10 per cent of the nominal value, or in
the absence of a nominal value, of the accounting par value of those securities,
•
a company, on being dissolved without going into liquidation, transfers all its assets
and liabilities to the company holding all the securities representing its capital;
1132

Council Directive 90/434/EEC of 23 July 1990 on the common system of taxation applicable to
mergers, divisions, transfers of assets and exchanges of shares concerning companies of different
Member States, OJ L 225, 20/08/1990, p.1.
1133
Easson (1993), p. 195.
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b)

divisions of companies, which is defined as an operation whereby a company, on
being dissolved without going into liquidation, transfers all its assets and liabilities to
two or more existing or new companies, in exchange for the pro rata issue to its
shareholders of securities representing the capital of the companies receiving the assets and liabilities, and, if applicable, a cash payment not exceeding 10 % of the
nominal value or, in the absence of a nominal value, of the accounting par value of
those securities;

c)

transfers of assets whereby a company transfers one or more branches of its activity
to another company in exchange for the transfer of securities representing the capital
of the company receiving the transfer;

d)

exchange of shares whereby a company acquires a majority of the voting rights in a
company in exchange for the issue to the shareholders of the company acquired of
securities representing the capital of that company in exchange for their securities.

In the case of mergers and divisions assets and liabilities must remain connected with the
permanent establishment of the receiving company in the Member State of the transferring
company.
4.3.2.5

Main features

The Directive provides the system of deferral of the taxation of the capital gains relating to
the assets transferred until their actual disposal, permits exemption from taxation of the corresponding capital gains, while at the same time ensuring their ultimate taxation by the State
of the transferring company at the date of their disposal.
4.3.2.6

Tax rules under the Directive

Article 4 provides that a merger or division shall not give rise to any taxation of capital gains
calculated by reference to the difference between the real values of the assets and liabilities
transferred and their values for tax purposes. This is achieved by connecting the transferred
assets and liabilities with a permanent establishment of the receiving company in the Member State of the transferring company. Technically the values for tax purposes at which the
transferring company carried the assets in its accounts should be maintained in the accounts
of the permanent establishment resulting from the merger. Tax will be imposed later on the
difference between the disposal price and the old tax value when the receiving company disposes of the assets transferred.
The receiving company must compute depreciation and capital gains according to the rules
that would have applied to the transferring company if the merger, division or transfer of
assets had not taken place. Special rules apply to triangular operations (mergers, divisions or
transfer of assets by a company with a permanent establishment in another Member State).
Tax-exempt provisions or reserves are not taxed at the time a merger, division or transfer of
assets takes place. However, the receiving company must assume the rights and obligations
of the transferring company as regards the restatement of these provisions or reserves in its
taxable profit.
Member States must ensure that cross-border operations covered by the Directive are subject
to the same national rules relating to the transfer of losses from the transferring company to
the receiving company that they apply to domestic mergers, divisions or transfers of assets.
No tax is charged at the time shares are exchanged but Member States may tax the profit
generated by the subsequent disposal of shares received in exchange in the same way as they
would tax the profit from the disposal of the shares exchanged.
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4.3.2.7

Anti-abuse provisions

Member States have the option of not applying the Directive or excluding profit if the
merger, division, transfer of assets or exchange of shares has as its principal or one of its
principal objectives tax evasion or tax avoidance, or if the operation is intended to prevent
employees from being represented on the company’s management bodies. The anti-abuse
clause contained in Article 11(1)(a) of the Merger Directive further clarifies that the fact that
one of the operations referred to in Article 1 is not carried out for valid commercial reasons
such as the restructuring or rationalisation of the activities of the companies participating in
the operation may constitute a presumption that the operation has tax evasion or tax avoidance as its principal objective or as one of its principal objectives.
According to the ECJ the anti-abuse clause has to be applied individually and proportionally.
The principle of proportionality requires that national provisions should not go further than is
necessary to eliminate the unjustified entitlement of the Directive benefits. The benefits of
the Directive should not be withheld in cases of genuine cross-border co-operation.1134 The
ECJ ruled in its Leur Bloem1135 judgement that the legal principles of proportionality and
effective judicial review have to be followed when applying the anti-abuse provision.1136 In
Leur Bloem, the ECJ considered that in order to determine whether the principal or one of its
principal objectives of a merger operation was tax evasion or tax avoidance ‘… the competent national authorities cannot confine themselves to apply predetermined general criteria
but must subject each particular case to a general examination. According to established case
law, such an examination must be open to judicial review.’1137 The ECJ explicitly provided
that the proportionality principle has to be observed by Member States when applying the
anti-abuse clause of the Directive.1138 The ECJ considered that ‘… the laying down of general rule automatically excluding certain categories of operations from the tax advantage’ on
the basis of predetermined criteria ‘… whether or not there is actually tax evasion or tax
avoidance, would go further than is necessary for preventing such tax evasion or tax avoidance and would undermine the aim pursued by the Directive. This would also be the case if a
rule of this kind were to be made subject to the mere possibility of the grant of a derogation,
at the discretion of the administrative authority.’1139
4.3.2.8

Independent business as interpreted by the ECJ

The ECJ has in its decisions formulated some principles related to tax-neutral transfers of
assets under the Merger Directive. In the Anderesen & Jensen ApS case1140 the ECJ gave the
judgment on two basic questions in relation to the interpretation of the Directive.
Firstly, the ECJ was asked whether there is a conflict with the requirement of independence
if a transferring company (the parent company) provides a security or a guarantee for a receiving company (the subsidiary) to which a branch of activity is transferred? The ECJ stipulated that it is for the national court to determine whether a transfer of assets involves an independent business, but the security or guarantee is not automatically in conflict with the
requirement of independence.
Secondly, the ECJ was asked whether there is a conflict with the concept of “company” or
“branch” if the proceeds of a loan are separated from the debt liability and the proceeds are
1134

See Farmer and Lyal (1994), p. 292.
Case C-28/95.
1136
See Albregtse and Kogels (1999), pp. 27-29. See also Hoenjet (1997) and Thömmes (1997)
about Leur Bloem case.
1137
Case C-28/95 (Leur Bloem), paragraph 41.
1138
Ibid, paragraph 43.
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Ibid, paragraph 44.
1140
Case C-43/00.
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permitted to remain in the transferring company? The ECJ replied that in the case above,
there is a conflict with the concept of “company” or “branch” and that such separation of
theloan proceeds and the obligations arising from the loan are excluded by the Directive´s
definition of an independent branch of activity.
4.3.2.9

Problems

The Directive only addresses the short-term problems of the realisation of capital gains in the
course of a merger. However, it does not concern with long-term tax obstacles to crossborder mergers coming from the differences between Member States’ systems of taxation of
distributed company profits, and the differences in tax treatment between a foreign subsidiary and a foreign branch. Harmonising national tax systems is politically unattainable for the
time being.1141 Furthermore, the effectiveness of the Merger Directive and the ParentSubsidiary Directive is reduced by the fact that they do not cover all companies subject to
corporation tax and apply solely to direct holdings of 25% or more.
4.3.2.10 The latest study by the Commission about the Merger Directive
The Commission in its latest study1142 realises that although the Merger Directive has improved the situation, it is not wholly satisfactory and does not enable companies to undertake
cross-border restructuring operations in the way they would wish. Despite the Directive,
cross-border restructuring operations can still involve significant tax costs. Although tax arrangements applying to cross-border restructuring operations covered by the Directive have
existed since 1990, the Directive on company law which is intended to permit and regulate
cross-border company mergers has still not been adopted1143, due to difficulties concerning
the issue of worker involvement. Consequently cross-frontier mergers and divisions are still
hampered by the fact that some national legislation does not allow companies to be absorbed
or divided by foreign companies. If cross-border mergers or divisions of companies are not
legally possible, extra costs for companies who are unable to improve their organisation are
created. Currently only cross-border transfers of assets or exchange of shares can be undertaken in all Member States.
The Commission believes that effectiveness of the Merger Directive is reduced by the fact
that it does not cover all types of operation which may be involved in restructuring. At present the Merger Directive does not cover certain company restructuring operations even
though the companies in question may be wholly subject to corporation tax. The Commission presented a proposal for a Directive1144 to remedy this situation. It would amend the
1990 Merger Directive to extend it to all businesses subject to corporation tax irrespective of
their legal form.
The Directive does not cover partnerships if they are not subject to corporation tax but their
profits are taxed at partner level. Cross-border restructuring of such businesses could involve
an extremely large tax burden for their associates. Moreover, transfers of assets by natural
persons who own a business which is not operated as a company and who wish to transfer it
to a company in consideration for shares of that company are not covered by the Directive.
There are doubts about whether the ‘subsidiarisation’ of companies’ branches is covered by
the Merger Directive. This involves the transfer by means of a transfer of assets within the
1141

See Terra and Wattel (1997), pp. 255-273.
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Tenth proposal for a Council directive on cross-border mergers on public limited companies
(COM (84) 727 final of 8 January 1985.
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Proposal for a Council Directive amending Directive 90/434/EEC of 23 July 1990 on the common system of taxation applicable to mergers, divisions, transfers of assets and exchanges of shares
concerning companies of different Member States, COM (1993) 293 final.
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meaning of the Directive of a permanent establishment located in a Member State to a new
company established in the same Member State. Article 4 of the Directive makes the deferral
of capital gains tax conditional on the assets continuing to be effectively connected with a
permanent establishment situated in the Member State of the transferring company. The
Commission takes the view that, given the Directive’s purpose, Article 4, which was designed to cover mergers and divisions of companies, cannot be intended to exclude the conversion of permanent establishments into subsidiaries from the Directive’s scope. The conversion of a branch into a subsidiary does not affect the taxation right of the State where the
former permanent establishment was located and cannot be interpreted as excluding it from
the Directive’s tax neutrality principle.
Generally, the objective of the Merger Directive is to guarantee the tax neutrality of restructuring operations covered by the Directive and, at the same time, safeguard Member States’
financial interests. Consequently - for mergers, divisions or transfers of assets - the assets
transferred by the receiving, divided or transferring company must remain effectively connected with a permanent establishment of the receiving company located in the Member
State of the acquired, divided or transferring company. The Directive does not apply when
there is no permanent establishment.
The mergers and divisions of holding companies which do not result in the creation of a
permanent establishment in the Member State of the company concerned are equally not
covered by the Directive. Similarly, the transfer of cash between companies of a same group
but situated in different Member States often cannot benefit from the exemption of capital
gains taxation whereas it is common that in the framework of group taxation schemes within
Member States such transfers do not give rise to capital gains taxation.
The Commission intends to examine to which extent specific transfer taxes arising on crossborder restructuring operations (notably on immovable property) could be taken into account. In this context, the Commission proposes that specific transfer taxes arising on crossborder restructuring operations should be included in the Capital Duty Directive.1145
Furthermore, the Commission recognises that there are important divergences of national
measures transposing the Merger Directive. In some cases national legislation seems to have
adopted transposition measures which raise doubts concerning their compatibility with the
Directive. In others, divergent legislation has been adopted because of the Directive’s lack of
clarity on some - particularly important - points. The lack of uniformity in national legislation undermines the practical usefulness of the directive. Some national legislation makes the
application of the Merger Directive subject to conditions which are not laid down in the Directive. According to Member States concerned these are based on Article 11(1)(a) of the
Directive which allows them not to apply the Directive or to deny its benefit where the
merger, division, transfer of assets or exchange of shares has as its principal objective or as
one of its principal objectives tax evasion or tax avoidance (‘anti-abuse-clause’). The case
most often cited is where a number of the Member States require that shares received under a
transfer of assets or an exchange of shares be kept for a certain period which varies from
three to seven years. The rapid disposal of shares received as a result of a transfer of assets or
exchange of shares could be an abuse within the meaning of Article 11 of the Directive.
However, in its judgement in Leur Bloem case, the European Court of Justice ruled that such
abuse had to be assessed on a case-by-case basis. A blanket refusal to apply the Directive
where shares received are disposed of before a particular deadline without giving taxpayers
an opportunity to prove that such disposals are not of an abusive nature is therefore unlikely
to be consistent with the Directive. Moreover, minimum holding periods that are particularly
long - up to five or seven years after the initial operation - appear to be difficult to justify on
the grounds of preventing abuse.

1145

69/335/EEC and 85/303/EEC.

229

Harmonization in the field of income taxes

Article 8(1) of the Merger Directive provides that the exchange of shares within the meaning
of the Directive may not give rise to taxation of the associate company relinquishing its
shares for exchange. However, Article 8(2) states that Member States may subsequently tax
the gain arising out of the subsequent disposal of shares received in the same way as the gain
arising out of the transfer of shares existing before the acquisition. In some Member States
shareholders exchanging shares in the acquired company for shares in the acquiring company are taxed before disposing of the shares received in the acquiring company, especially
if shares in the acquired company are transferred by the acquiring company before shareholders dispose of shares in the acquiring company. The Commission argues that such an
approach does not seem to be fully in line with Article 8 of the Merger Directive which does
not provide for any form of taxation before a shareholder sells shares in the acquiring company received in exchange for shares in the acquired company.
The Commission realises that the Merger Directive could be clarified to make it clear that
instances of economic double taxation should be avoided. One example for this could be to
prescribe that capital gains arising on the sale of shares received in exchange for shares or
assets are calculated on the basis of the market value at the time of the exchange, thus resolving previously accumulated ‘hidden reserves’ without immediate tax consequences. A more
radical change to the Directive would be to extend its scope so as to defer the triggering of
tax charges where assets are moved to another Member State while preserving Member
States’ tax claims.
4.3.2.11 The Commission’s proposal concerning the Directive
In 1993, the Commission presented proposal for amendment of the Merger Directive suggesting that its scope be extended to cover other entities subject to company taxation. On 20
October 2003, the Commission made amendments to the existing proposals for the Merger
Directive with a view to broadening the scope and the coverage of both individual taxes and
types of transactions.1146 The modified directive would apply to a larger range of entities,
including the European Company (SE) and the European Cooperative Society (SCE). The
proposal intends to ensure a tax neutral transfer of registered office of a SE or a SCE between Member States. Furthermore, the proposed directive would apply to new type of business reorganisation, including the partial division or split-off. The modified directive would
make the deferral regime – as provided for in the Merger Directive – applicable to the conversions of branches into subsidiaries. The Member States would have to implement the new
Directive into thei nationallaw by 1 January 2005 at the latest.

4.3.3 The Arbitration Convention
The Arbitration Convention is based upon Article 293 of the EC Treaty. The Convention is
not a legal act in the framework of the Community institutions but exists directly among
Member States and is essentially a multilateral agreement under international law. Therefore,
the principles of case law developed by the ECJ (like direct effect, supremacy of Community
law) are not applicable for the Convention. EU institutions have no similar rights in respect
to the Convention as they have in respect of the EU legal acts and the national courts not EU
institutions have the right for enforcement jurisdiction concerning the Convention. The ECJ
has no jurisdiction to give preliminary rulings concerning the validity and interpretation of
the Convention as it has in the case of the Community acts. The Commission has no right to
initiate the infringement procedure if it considers that a Member State has failed to fulfil its
obligations, as it has in the case of Community acts.

1146
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4.3.3.1

Background

If during the fiscal audit of a multinational enterprise, a disagreement regarding the intercompany prices should ensue between the respective national tax administrations there may
be a risk that the tax administration of one Member State will not or not fully recognise the
price paid by the subsidiary in that Member State to its parent company situated in another
Member State. Consequently the tax administration of that State may then increase the
amount of the subsidiary’s profit without this being matched up by a corresponding adjustment of the parent’s profit by the tax administration in another Member State.1147 Most of the
bilateral treaties for the avoidance of double taxation, based on OECD Model Convention,
contain the provision concerning transfer pricing. The convention provides that the competent authorities of the states concerned have to resolve the complaints of the enterprises affected by profit adjustment by mutual agreement procedure, but there is no guarantee that
double taxation will be eliminated if no agreement is reached. Procedure under bilateral tax
treaties is also very time-consuming and it can take years before the agreement is reached.
4.3.3.2

Aims of the Convention

The Arbitration Convention aims to eliminate double taxation in connection with the adjustment of transfers of profits between associated enterprises by providing for a new Community-wide arbitration procedure. The Convention requires the tax administrations of the
Member States within a certain period to come to a binding solution concerning a given matter with a view inter alia to securing the abolition of double taxation for the benefit of their
nationals. The adoption of the Arbitration Convention was expected to be particularly beneficial to small and medium sized enterprises wishing to operate in the Single Market, for
whom the cost and time-consuming transfer pricing procedure was most discouraging.
4.3.3.3

Main features

The main features of the Arbitration Convention can be summarised as following1148:
•
the contractual obligation for Member States to settle the dispute definitely;
•
the establishing of a neutral authority equipped with powers to finally determine the
required decision as to how to avoid double taxation;
•
in the long term, the development of common substantive standards on transfer pricing questions.
The Arbitration Convention contains two main principles: the arm’s length principle and the
obligation to eliminate double taxation.
4.3.3.4

The scope

The Convention concerns only with double taxation resulting from adjustment of profits of
associated enterprises, and not with the elimination of double taxation generally. Article 1
provides that the Convention applies where, for the purposes of taxation, profits which are
included in the profits of an enterprise of a Contracting State are also included or are also
likely to be included in the profits of an enterprise of another Contracting State as a result of
an adjustment made by the competent authorities of one of those states.
4.3.3.5

Rules and procedures of the Convention

The Arbitration Convention provides that if the competent authorities do not reach agreement within two years of the date on which the case was first submitted to one of the compe1147
1148

See Thömmes (1990a), p. 212.
See Thömmes (1990b), p. 464.

231

Harmonization in the field of income taxes

tent authorities, the complaint will be submitted to an advisory commission. The advisory
commission consists Chairman, equal number of representatives from each competent authority concerned and an even number of independent persons. The commission makes its
decisions by a simple majority vote. The advisory commission shall deliver its opinion not
more than six months from the date on which the matter was referred to it. The competent
authorities acting by common consent have to take a decision that will eliminate the double
taxation within six months of the date on which the advisory commission delivered its opinion. The competent authorities may take a decision that deviates from the advisory commission's opinion. If they fail to reach agreement, they shall be obliged to act in accordance with
that opinion. For the purposes of this Convention, the double taxation of profits shall be regarded as eliminated if either the profits are included in the computation of taxable profits in
one State only or the tax chargeable on those profits in one State is reduced by an amount
equal to the tax chargeable on them in the other.
4.3.3.6

Problems

The Arbitration Convention entered into force on 1 January 1995. However, the application
of the convention is currently suspended as its prolongation beyond 2000 still awaits ratification in three Member States.1149 The self-imposed limitation on a duration of the Arbitration
Convention contains its weakness: Article 20 of the EC Arbitration Convention states that
the convention will be in force for a period of five years. In order to extend its duration a
decision favouring an extension must be made by all EC Member States. This decision must
be unanimously taken. Any one Member State's refusal to extend the application of the Convention will therefore terminate its application, after its initial period of five years have come
to an end.
It has been pointed out that some Member States intend to interpret the Convention in a way
which either lengthens the procedure considerably or will even exclude the taxpayer from
using it after it has first gone through the national appeal procedures. This is contrary to the
intent of the Convention.1150
4.3.3.7

The latest Commission’s initiatives

The Communication by the Commission1151 finds that the Arbitration Convention, which
seeks to provide a binding dispute resolution procedure in transfer pricing, is rarely used and
that certain of its provisions may act as a deterrent for taxpayers to make use of it. The
Commission recognises the improvement of the Arbitration Convention as a priority issue.
The Commission expresses the view that the shortcomings of the convention must be removed and its provisions should be made subject to interpretation by the ECJ, preferably by
turning it into an instrument of Community law. Moreover, subject to safeguards to prevent
aggressive tax planning, a framework should be established for prior agreement between the
tax administrations involved or at least consultation before tax administrations enforce transfer-pricing adjustments. The Commission intends to examine necessary improvements to the
Arbitration Convention with a view to presenting a formal proposal for a Directive.

1149

It is expected that all the countries will agree with the extension of the convention beyond the
next five-year period, so that it can enter into force on 1 January 2005.
1150
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4.3.4 Interest and Royalties Directive
Not only the differences in taxation of cross-border dividend payments1152, but also the differences in cross-border interest and royalty payments within group of companies can pose
impediments to the investment flows between Member States and the grouping together of
companies. In most Member States domestic interest and royalty payments are exempts from
withholding tax. Cross-border payments, however, often suffer double taxation through the
levying of withholding tax in the state of payment and an income tax in the state of reception, even though double tax treaties mitigate such double taxation.
On 6 December 1990, the Commission submitted a Proposal for a Directive on the abolition
of withholding taxes on cross-border payments of interest and royalties within group of
companies.1153 The Council was not able to reach an agreement upon the Directive and it was
withdrawn in 1994. However, it was reintroduced by the Commission during Verona meeting of the ECOFIN Ministers in 1996. ECOFIN Council on 1 December 1997 agreed on the
tax package of three measures to tackle harmful tax competition proposed by the Commission.1154 The package included a Proposal for the Interest and Royalties Directive. On 6
March 1998 the European Commission, at the request of the ECOFIN Council, resubmitted
the draft directive.1155 The Council adopted the tax package including the Interest and Royalties Directive1156 (hereafter: the Directive) in June 2003.1157 In comparison with the Proposal,
the scope of the Directive was narrowed: the Proposal applied to direct or indirect holdings
of 25 per cent or more, the Council decided to limit the scope of the directive to direct holdings.1158 In addition, the Directive only applies to companies that take one of the forms listed
in the Annex to the Directive.1159 Furthermore, the Council narrowed the scope of definitions
of interest and royalty.1160
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Taxation of cross-border dividend payments within groups of companies is regulated by the Parent-Subsidiary Directive (see section 4.2.1).
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4.3.4.1

Background

Withholding taxes on royalty and interest income are usually eliminated or significantly reduced under bilateral tax treaties. However, even when tax treaties apply for the cross-border
interest and royalty payments, the tax credit for the withholding tax paid in the State of the
debtor company is limited to that part of domestic tax which is attributable to the foreign
source income in question.1161 Therefore, in cases where the domestic tax is lower than the
foreign tax, the latter will constitute a higher tax burden. Furthermore, bilateral agreements
vary considerably in their manner by which they abolish double taxation of royalty and interest income and they do not always ensure that double taxation is completely eliminated. In
addition, the application of tax treaties entails burdensome administrative formalities and the
refunding of the overpaid tax often takes time. The crediting of the foreign withholding tax
also is a time-consuming matter. This gives rise to the cash-flow problems and opportunity
cost for the companies concerned. This cumbersome application procedure under the bilateral treaties is especially discouraging for small and medium-sized companies. In addition,
the differences in national tax provisions of the Member States applicable to interest and
royalty payments, pose the barrier to the free movement of capital.
4.3.4.2

Purpose of the Directive

As formulated in the preamble of the Directive, its objective is to eliminate the abovementioned distortions of the Common Market. The Directive aims to put an end to the disadvantageous tax treatment of cross-border interest and royalty payments in comparison with
taxation of these payments between companies of the same Member State and to ensure that
interest and royalty payments are subject to tax only once in a Member State.
4.3.4.3

Scope

The Directive applies exclusively to payments between associated companies. Payments
made by a company or a permanent establishment in a Member State to a company or a permanent establishment in another Member State fall into the scope of the Directive (Article
1(1) of the Directive). Thus, it only applies to the cross-border situations and the domestic
transactions fall outside of the scope of the Directive. The application of the Directive is restricted to the arm´s length amount.
4.3.4.4

Main features

The Directive addresses the area of interest and royalties paid between associated companies
within the EU. In the source state, the Directive provides for exemption from tax on such
payments. Member State must exempt interest and royalty payments made between parent
companies and subsidiaries in different member states from liability to any taxes levied on
such income in that Member State.1162 Thus, the Directive deviates from an important rule of
international taxation allowing source countries to subject within certain limits interest and
royalties paid to non-residents to withholding taxes. In principle, all cross-border payments
of interests and royalties between associated companies are fully exempt from any taxation
in the source state and are taxable exclusively in the recipient state.
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Thömmes (1990b), p. 476.
Article 1(1) of the Directive provides that interest and royalty payments arising in a Member
State must be exempt from any taxes imposed on those payments in that State, whether by deduction
at source or by assessment, provided that the beneficial owner of the interest or royalties is a company
of another Member State or a permanent establishment situated in another Member State of a company of a Member State.
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4.3.4.5

Definitions

The definitions of interest and royalty stipulated in Article 2 of the Directive largely follow
those of the OECD Model Double Taxation Convention.1163
Interest is defined as income from debt-claims of every kind, whether or not secured by
mortgage and whether or not carrying a right to participate in the debtor’s profits, and in particular, income from securities and income from bonds or debentures, including premiums
and prizes attaching to such securities, bonds or debentures. Penalty charges for late payments are not regarded as interest.1164
Royalties means payments of any kind received as a consideration for the use of, or the right
to use, any copyright of literary, artistic or scientific work, including cinematograph films
and software, any patent, trade mark, design or model, plan, secret formula or process, or for
information concerning industrial, commercial or scientific experience; payments for the use
of, or the right to use, industrial, commercial or scientific equipment.1165 The major difference as compared to the OECD model definition of royalties is that the definition of the Directive includes payments for the use of software.
4.3.4.6

Qualifying companies

Article 3 of the Directive stipulates the criteria that the companies have to meet in order to
qualify for the benefits of the Directive. The Directive applies to companies, which take one
of the forms listed in the Annex to the Directive.1166 The company has to be considered resident in a Member State according to the tax laws of that Member State and may not, within
the meaning of a tax treaty concluded with a third country, to be considered resident for tax
purposes outside the Community. This tax residence requirement is intended to avoid abuse
of the Directive through use of dual residence.1167 In addition, the company or the permanent
establishment to which the payment is made has to be the beneficial owner of the income
from the payment. Article 3(a)(iii) of the Directive specifies that the companies must be subject to one of the national corporation taxes listed in the same Article, without being exempt.1168
Article 3(b) stipulates the additional requirement that in order to qualify for the benefits of
the Directive, a company of a Member State has to have a direct minimum holding of 25 %
in the capital of a company of another Member State. However, Member States have the option of replacing the criterion of a minimum holding in the capital with that of a minimum
holding of voting rights.1169
1163

Article 4(1) contains the derogation to the definition of interest and royalty under Article 2 of the
Directive. It provides that the Member State where interest arises may exclude the application of the
Directive in certain situations. See section 4.2.4.8.
1164
Article 2(a) of the Directive.
1165
Article 2(b) of the Directive.
1166
In line with the general principle of EC law, directives only ever express minimum standard.
Thus, the Member States are free to extend the benefits of the Directive to the entities other than those
included in the list.
1167
See Weber (2000), p. 20.
1168
Both the Parent-Subsidiary Directive and Merger Directive contain the subject-to-tax requirement. However, the Interest and Royalties Directive does not contain the requirement that the qualifying company must be subject to tax without the possibility of an option contained in the ParentSubsidiary Directive and Merger Directive.
1169
The Parent-Subsidiary Directive and the Merger Directive also contain the option of replacing
the criterion of a minimum holding in the capital with that of a minimum holding of voting rights.
However, the Interest and Royalties Directive does not contain the requirement that Member States
can only replace the criterion of a minimum holding in the capital with that of a minimum holding of
voting rights if a bilateral agreement is achieved.
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Article 1(10) provides a derogation to a minimum participation requirement of Article 3(b).
Namely, it contains an anti-abuse provision, which states that Member States have the option
of not applying the Directive in circumstances where the conditions set out in Article 3(b)
have not been maintained for an uninterrupted period of at least two years.
4.3.4.7

Permanent establishments

Unlike the Merger Directive, the Directive also applies to payments to and from permanent
establishments. In accordance with Article 3(c) permanent establishment means ‘a fixed
place of business situated in a Member State through which the business of a company of
another Member State is wholly or partly carried on’. This definition is almost identical to
the OECD Model definition (stipulated in Article 5 of the OECD Model Treaty).
4.3.4.8

Exclusion of payments as interest or royalties

Article 4(1) contains the derogation to the definition of interest and royalties under Article 2
of the Directive. It provides that source State is not obliged to ensure the benefits of the Directive in the following cases:
•
payments which are treated as a distribution of profits or as a repayment of capital
under the law of the source State;
•
payments from debt-claims which carry a right to participate in the debtor's profits;
•
payments from debt-claims which entitle the creditor to exchange his right to interest
for a right to participate in the debtor's profits;
•
payments from debt-claims which contain no provision for repayment of the principal amount or where the repayment is due more than 50 years after the date of issue.
4.3.4.9

Anti-abuse provisions

In addition to specific anti-abuse provisions already mentioned, the Directive also contains
other anti-abuse provisions.
Article 4(2) contains a special relationship provision: the Directive will only be applicable to
the amount of interest and royalty payments between the various parties that are effectuated
at arm’s length. Article 4(2) stipulates that where by reason of a special relationship between
the payer and the beneficial owner, the amount of payments exceeds the amount which
would have been agreed in the absence of such a relationship, the Directive applies only to
the latter amount.
Article 5 contains general anti-abuse provisions. Article 5(1) allows a Member State to apply
domestic or agreement based provisions required for the prevention of fraud or abuse. Article 5(2) also provides that a Member State may withdraw the benefit of or refuse to apply the
Directive in the case of transactions for which the principal motive or one of the principal
motives is tax evasion, tax avoidance or abuse.
4.3.4.10 Problems
The Directive only applies to transactions between associated companies. This can cause
adverse effects on competition between associated and independent companies. In addition,
small companies can be disadvantaged by the Directive, given that they are less likely to enter into intra-group financing arrangements than large companies and, hence more likely to
attract external capital and purchase technology from third parties.1170

1170
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Like the Parent-Subsidiary Directive and the Merger Directive, the Directive has been criticised for not defining the important concepts clearly enough. Some of these concepts are
identical to those used in the Parent-Subsidiary Directive and the Merger Directive and are
dealt under sections 4.3.1. and 4.3.2. For example, the concepts such as ‘a holding’, ‘capital’,
as well as the voting right requirement.
Furthermore, the usefulness of the Directive will be undermined by its relatively narrow
scope: the Directive, as adopted, will not apply either in case of indirect shareholdings or in
case of non-EU companies holding 25% or more in the capital or voting rights of the paying
or receiving company.

4.4

Draft directive on the cross-border offsetting of losses

The Commission has put forward several proposals for directives. In 1975, following the
Neumark Report of 1962 and the Tempel Report of 1970 several initiatives aimed to achieve
a limited degree of harmonization of the corporate tax system, tax base and rates. In 1984
and 1985, the directives on loss-compensation were proposed. These were later withdrawn.
A draft proposal of 1988 for the harmonization of the tax base was never tabled, due to the
lack of agreement in Member States. There are currently five Commission proposals for Directives in the direct taxation area on the Council’s table, one of them is in the corporate
taxation domain. This proposal is dealt with in this section: a draft directive on cross-border
offsetting of losses.

4.4.1 Background
Another impediment to cross-border investments and the grouping together of companies is
the restricted possibility of the taking into account of incurred cross-border losses of a foreign branch or subsidiary or permanent establishment. Whereas losses incurred by a branch
of activity on the domestic level do not raise any problems since loss-compensation is generally available domestically, the situation is less favourable if the losses are incurred abroad.
Even when cross-border loss compensation is available, the general conditions (timing,
availability of profits etc.) are more generous in the domestic context. Furthermore, the range
of different domestic provisions on loss compensation (concerning both losses resulting from
domestic activities and foreign investment) is considered detrimental to the good functioning
of the Internal Market and may work as an obstacle to cross-border economic activity.
For Member States using credit method for avoidance of double taxation the problem of
double taxation of profits realised abroad is in many cases already solved. States who apply
this method, in general, take also into account losses from abroad. However, this is not always the case. Sometimes the compensation of the losses with the profits of the other
branches situating abroad is subject to certain restrictive criteria. Moreover, in those Member
States using exemption method on foreign profits from other permanent establishments, the
loss compensation is even more restricted. The countries using exemption method, except
for some more or less restricted unilateral agreements, do not take into consideration a domestic enterprise’s foreign losses.1171
Since European cross-border investment is often based on the foundation of a subsidiary the
risk of incurring losses in this subsidiary, which are not going to be taken into account for
taxation on the parent company’s level, discourages investors. In the absence of cross-border
relief, investments in a location with an existing tax base, mostly in bigger Member States,
will tend to be favoured. Moreover, the present arrangements put foreign investment at a disadvantageous position compared to domestic investment.

1171

See Thömmes (1990), p. 474 and Thömmes(1990a), p. 214.
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In December 1990, the Commission submitted a proposal for a directive on the cross-border
offsetting of losses between headquarters and their branches.

4.4.2 The tax rules
In respect of losses of permanent establishments situated in another Member State, the home
State of the enterprise must choose one of the two methods, the credit method defined in Article 6, or the method of deducting losses and reincorporating subsequent profits, as defined
in Article 7. The credit method involves taxation of world-wide income of the enterprise,
including foreign losses and the crediting of foreign tax paid. The method of deducting
losses and reincorporating subsequent profits involves the deduction from the enterprise’s
taxable profits for a given tax period of the loss incurred in the same tax period by the enterprise’s permanent establishments situated in other Member States, followed by the incorporation of subsequent profits of such permanent establishments into the enterprise’s taxable
income to the extent of the loss subsequently deducted.

4.4.3 The latest findings by the Commission’s study on company taxation
The study1172 has identified loss-compensation in general and the difficulties encountered by
businesses with loss offset as a key element in the analysis of tax obstacles to cross-border
economic activity in the Internal Market. The study has identified the absence of crossborder loss-relief or full consolidation at EU level as one of the major obstacles that requires
action as a matter of priority.
According to information provided by various members of the panel assisting the Commission with the study, EU-based multinationals could have made considerable savings if they
had been allowed to offset losses incurred by subsidiaries in other EU Member States with
the profits of the parent company (or even within the group as a whole). The savings resulting from such an arrangement would be primarily in terms of financing cost, as a consequence of advancing loss-compensation compared to the current situation. There is clear evidence of numerous EU-based groups paying substantial amounts of corporate taxes in specific Member States while the overall EU group result was negative.
The study examined two different targeted measures which would lead to the following results:
•
An amended version of the existing proposal. This would allow parent companies to
take into account the losses incurred by both permanent establishments and subsidiaries situated in another Member State.
•
A more complete scheme for the consolidation of group income along the lines of
the Danish system of ‘joint taxation’ under which a group of companies with a Danish parent company is taxed as if it were organised as a branch structure so that
Denmark taxes the consolidated result of the group. The Danish system enables parent companies and their branches and foreign subsidiaries to be taxed jointly in
home country, thereby enabling the parent to take into account losses incurred by
foreign subsidiaries (and branches). The Commission believes that the advantage of
this system over the existing proposal lies in the greater symmetry between the taxation of profits and the offset of losses.
The Commission withdrew its old proposal for a directive on the cross-border offsetting of
losses and consults Member States on these issues to find comprehensive solutions.

1172
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5

Tax competition and harmonization - analysis of economic
effects

This chapter analyses the economic effects of tax competition as well as the impact of taxation on economic growth. In addition, the potential positive and negative effects of tax harmonization will be considered.

5.1

Why is tax competition harmful?

It has been argued that tax competition between the states to attract investments and capital
might lead to inefficient allocation of resources. Tax competition may force governments to
decrease taxes and consequently public services to the sub-optimal level, namely to the level,
which is lower than is preferred by electorate. It is argued that tax competition leads to the
situation that tax revenues are only enough to cover the costs for necessary infrastructure and
state services but not for the redistribution of income. Wolfgang Schön suggests that the
funding of those public goods that are less significant for economically powerful taxpayers
would be endangered by tax competition.1173 H.W. Sinn points out that the losers of tax
competition will be those who cannot escape high taxation (e.g. immobile part of labour
force and landowners) and those who benefit from a large government sector. Also, the poor
will lose because government will no longer be able to maintain their current scales of redistribution.1174 He argues that tax competition may erode the welfare states of the European
Union. Sinn (1990) argues that the tax competition will not bring the required level of tax
harmonization via a process of iterative adjustment and therefore centrally planned European
level tax harmonization is needed to avoid distortions. In his opinion, the most practicable
option is simply to harmonize tax rates via collective agreements between the European governments or, more or less equivalently, to allocate all redistributive activities to a central
European government. On the other hand, Klaver and Timmermans question the argument
that tax competition will damage the European welfare states. They point out that those who
oppose structural adjustments of European welfare states sometimes use this argumentation.1175
Several writers have questioned the assumption that voters can fully express their preferences about size and composition of public sector. Modern public finance theory, above all
the ‘public choice’ school doubts that the political structures within a closed governmental
system are able to achieve efficient allocation of resources and optimal supply of public services. Tax competition that leads to the lowering of tax level can even bring a gain in the
total welfare if a substantial share of public spending is wasteful or unproductive and the
lowering of tax rates reduces that expenditure.1176 Tanzi and Schuknecht have expressed the
view that total expenditure could be reduced to less than 30% of GDP without sacrificing
much in terms of social or economic objectives. 1177
According to the Tiebout’s idea of voting with feet: people and companies can choose the
location, which provides the most preferred mix of taxes and public services. The countries
with higher taxes are usually able to provide better public service. Countries with lower taxes
are generally able to provide less public service. Of course, there also exists the problem of
‘free riding’, namely it is possible to consume public services in one country and pay taxes in
another jurisdiction. Furthermore, there is usually no direct connection between taxes paid
and public benefits received.
1173
1174
1175
1176
1177

Schön (2000), p.94.
Sinn (1990), pp. 489-504.
Klaver and Timmermans (1999), p. 187.
Tanzi and Zee (1998a), p.31.
Tanzi and Schuknecht (1996) as referred to in OECD (1997), p.10.
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Erosion of tax bases
If capital moves from the countries with higher taxes to those with lower taxes, it might decrease the total tax revenue available for public spending. Lowering of the tax level might be
in the domestic interests of one country who gains tax revenue by attracting investment and
mobile capital, however, it might be inefficient from an international point of view, because
the total amount of tax revenue could drop. In addition, it is argued that it might be unfair
from the point of international equity, because one country gains in the expense of the others
who lose part of their tax base if capital moves out from these countries. Fairness becomes a
problem if some distributions of tax revenue resulting from the greater mobility of factors
and tax bases are politically unacceptable to certain EU Member States.1178
Undesired change in tax structure
It has also been argued that tax competition forces the countries to have different tax structure that they would otherwise prefer to have. If countries compete for mobile tax base it
may lead to ‘tax race to the bottom’, which could result even in total disappearance of tax on
capital.1179 On the other hand tax burden might fall to the less mobile sources of income,
which are easier to tax. In this way tax competition can lead inequality in tax treatment between mobile and less mobile factors. Also, the fairness and acceptability of the tax laws of
the Member States could be jeopardised because the capacity of the Member States to tax
income from capital on the basis of recipients’ ability to pay is undermined.1180
In overall, tax competition has not led to smaller tax burden (see also Chapter 6 about trends
in taxation). In fact, tax burden has increased 50% since 1965 (total tax revenue as percentage of GDP as increased from 27.8 in 1965 to 41.6 in 1999). From figure 6 is apparent that
the share of taxes in GDP within the EU increased considerably between 1980 and 2000 (by
5.9 percentage points).
Figure 6. Change in average tax burden, the EU15 in 1980 - 2000
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Source: OECD (2002).

Tax level is much higher in the EU than in the US, Japan, and also in the other OECD countries (see figure 7). Tax burden as a percentage of GDP was 29.6 per cent in the US and 27.1
per cent in Japan in 2000 while the EU average for 2000 was 41.6 per cent.
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Figure 7. Comparison of total tax revenue as percentage of GDP in
the EU, OECD, US and Japan
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Source: OECD (2002).

Tax burden has been rising more quickly in the EU than in the US and Japan (see figure 8).
Total tax revenue as percentage of GDP increased 5.9% within the EU between 1980 and
1999 while the increase was only 1.9% in the US and 0.5% in Japan during the same period.
Since 1990 total tax burden has increased 2.4% within the EU and 2.2% within the US. In
Japan, however, total tax burden has even decreased by 4.5% during the same period.
Figure 8. Comparison of total tax revenue as percentage of
GDP, 1980 - 1999
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However, the Commission draws the attention to the fact that if we look at the comparative
changes of tax burdens on different factors, we can see that average effective tax rate on
capital has fallen from 45% to less than 35% in the last fifteen years, and implicit tax rate on
labour has risen from 35% to 42% in the same period. The capital movements have been liberalised in Europe and, consequently, capital (especially financial capital) is very mobile. In
contrast, labour is far less mobile in Europe (because of language and cultural barriers, and
also, differences in benefit systems as well as taxation with regard to pensions and annui-
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ties1181, labour regulations, etc). Because some factors of production are much more mobile
than the others, tax burden of these factors decreases in the expense of the less mobile factors
and the tax burden falls more to the less mobile factors, that is to labour, consumption, land,
and real estate. It is argued that rising effective tax rates on labour income indicate that governments have in fact tried to shift the tax burden towards the more immobile factor of production. Furthermore, it has been argued that high taxes on labour have negative impact on
employment and heavy tax burden on labour is one of the causes of high unemployment.
According to the study by the Commission taxation has an enormous bearing on employment.1182 The Commission draws conclusions on some economic research, which shows that
about four out of ten and a half percentage points of unemployment in Europe are due to the
overburdening of labour in terms of taxation.1183
At the same time, the Commission realises that the shift in the tax burden towards relatively
immobile factors within the EU is not wholly attributable to tax competition, but is partly the
result of the ageing of the EU population, the evolution of tax rates and the fact that employment income is a relatively stable and easily taxable base.1184 Some commentators question the reasoning by the Commission that tax competition shifts the tax burden from mobile
factors to less mobile factors. One example of declining tax burden on labour is the Netherlands, where it has declined since 1985 while the burden on capital has stayed more or less
the same.1185 Klaver and Timmermans argue that the fact that the tax burden on labour has
increased in other countries has more to do with their failure to make structural adjustments
in the public sector and their traditionally low tax burden on capital than with an excessive
tax competition.1186 Tax competition tends to keep tax burdens lower, and lower tax burdens
encourage wage cost moderation and foster a more attractive business climate.1187 In addition, if low mobility of labour is one reason of over-taxation of labour and high level of unemployment, one solution might be the implementation of policies that will increase labour
mobility.
Simple theoretical models predict that tax competition between governments will result in
diminution of source-based corporation tax towards zero.1188 Gordon (1986) and Razin and
Sadka (1991) projected that capital income taxes will vanish altogether in small open
economies faced with perfect capital mobility, given that residence countries cannot enforce
taxes on foreign source capital income.1189 Frenkel, Razin and Sadka (1991) show that zero
taxation of capital is optimal, given the set of available tax instruments, when two small
countries can co-ordinate their tax policies but capital can flow without costs to tax havens in
the rest of the world and escape residence taxation. Economic models show that it is actually
better not to tax capital at all since it simply leads to capital flight. It is especially relevant in
case of taxation of highly mobile capital. According to the Ramsey rule, it is recommended
to tax immobile factors more heavily, and mobile factors less heavily because taxes imposed
on the most mobile factors are the most distortionary.

1181

The systems of the Member States are similar in some respects, however, very different in others. There are barriers to transferring provisions for old age from one Member State to the other. Although taxation of pensions and annuities is regulated by bilateral treaties between Member States,
there still exist many cases of double taxation or the double non-taxation of benefits. This results in
problems for free movement of workers.
1182
Commission (1996c).
1183
Tabellini and Daveri (1997) as referred to in Sommerhalder (1999), p.247.
1184
Commission (1996c), p.4.
1185
Klaver and Timmermans (1999), p. 186.
1186
Ibid, pp. 186-187.
1187
Ibid, p. 190.
1188
Commission (1992a), pp. 143-151.
1189
See Sørensen (2000).
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With integrated international financial markets lower capital income taxes should not lead to
an increase in domestic investment, although domestic savings may increase, because if the
prospective returns are higher internationally, domestic savings may be invested abroad. On
the other hand, reductions in effective tax rates on investment could raise domestic investment and might attract foreign savings, depending on returns at world market.1190
Distortion in the allocation of resources
In case of neutral tax systems the consumption decisions would be taken on the basis of pretax prices; likewise investments decisions would be taken on the basis of pre-tax rates of return. Impact of the tax systems to the economic decisions implies an inefficient allocation of
resources because the resources are not allocated in the most profitable way in the absence of
taxes. If economic decisions are determined mostly by tax differences, then the economic
activity is not performed at a lowest possible pre-tax cost, which leads to welfare loss and
sub-optimal allocation of resources.
Tax competition can lead to the situations, in which the resources are allocated according to
the principle of tax minimisation rather than comparative economic advantage. If firms
choose their location mostly based on tax rate differences rather than considerations of real
economic factors, it will lead to welfare loss. It is argued that tax differences may cause distortions of resource allocation in the capital market because capital moves to the country
with a lowest effective tax rate instead of the most efficient use. In addition, differing tax
rates may lead to trade diversion and consequent welfare loss.
Differences in consumption tax rates1191 may cause the cross border purchase by residents of
high tax countries in neighbouring states, which have lower consumption taxes. As a result,
investment decisions are affected in favour of the low tax countries. Cross-border shopping
might contribute to inefficient allocation of resources, and also erode the tax base of countries with high consumption taxes. Cross border shopping can also create welfare loss caused
by the transaction costs related to the shopping from another state (e.g. transportation costs
and loss of time). Purchases across frontiers will become more widespread with a development of phone and mail order purchases, and also, of new technologies and electronic commerce. It is argued that VAT rate harmonization is necessary because otherwise tax competition can cause inefficiently low tax rates.
However, Bracewell-Milnes criticises the opinion that tax difference can cause inefficiencies
if they affect the location of economic activities. He draws the analogy with a supermarket
who competes with its rivals on price or otherwise, and tries to attract geographically mobile
customers and to affect the location of their activities. The promotion activities of this store
might also be accompanied by the dead-weight loss, which is considered to be normal part of
its business.1192
With the introduction of the EMU, which removes some more impediments from the free
movement of capital (like exchange risks and transaction costs), taxes will become even
more important factor in determining the allocation of resources. If Member States have no
independent monetary policy they have fewer options for domestic policy measures to pursue aims of growth, stabilisation, structural adjustment, or regional development and they
might have incentives to use taxes to achieve competitive advantages for their producers.1193
1190

OECD (1997, p.11.
And also income tax rates because these taxes are also included in the prices of goods and services in the hidden form.
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Bracewell-Milnes (1999), p.87.
1193
On the other hand, the autonomy in tax policy making can be necessary for EU Member States to
pursue these aims if states have lost ability to use independent monetary policy and important constraints are imposed to fiscal policy by Stability and Growth Pact.
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It has been argued that it can intensify tax competition, create additional economic distortions and cause the erosion of tax revenues. According to the Commission, the launch of the
euro has changed the position of several Member States who see the necessity for more tax
co-ordination in the field of direct taxes.1194

5.2

Why is tax competition beneficial?

The proponents of tax competition say that it is a good disciplinary mechanism to avoid that
government sector will expand to the size, which is bigger than desired by the electorate.
Competition from other tax jurisdictions puts pressure to governments to reduce tax level
and raise the efficiency of public sector. The tax competition forces the governments to provide better public service for less tax revenue and to decrease the share of inefficient public
sector. The governments must improve their tax systems by adapting them to changing competitive situation.
However, it is argued that tax competition will not lead to lower taxes but governments just
shift the tax burden from mobile factors to less mobile factors (labour, consumption, real
estate) which are more easy to tax. However, shifting of tax burden has some social and political limits because from certain level it can be considered unacceptable for electorate. Increasing tax burden on labour can increase unemployment and increasing consumption taxes
may raise prices.

5.3

The impact of taxation to the economic growth

Many economists agree that the link exists between taxation and economic growth. One way
that taxation may influence economic growth is by lowering savings and investment. Taxation may affect these aggregates mainly through its impact on the net rates of return to these
activities.1195
The overall effect from lower tax level can be positive and tax revenue may even rise if
economy is situating in the point of Dupuit (Laffer) curve where lower taxes would be accompanied with higher revenue. Lower taxes may contribute to economic growth through
stimulating effects what lower taxes may have to economy (e.g. through increased work effort, saving and investment, which can increase growth potential). At the same time, too high
taxes may decrease saving and investment and, consequently, reduce economic growth. Too
high taxes that significantly distort economic choices create an excess burden resulting in
economic inefficiency.
Several studies have attempted to assess the impact of taxation on economic performance at
the macro level. Some empirical evidence shows a significant negative relationship between
the level of the tax/GDP ratio and the rate of economic growth. According to Keith Marsden:
‘Analysis of data for two groups of countries, covering a twenty-year period, shows that incomes rose more rapidly in countries that chose to compete by extracting less tax revenue
from their enterprises and citizens. Lower taxes were associated with higher rates of growth
of investment, productivity and private consumption. Countries that chose big government,
and more public services financed by higher taxes, experienced slower economic
growth.’1196 Many economists have related the lower rates of economic growth and higher
levels of unemployment in OECD countries since 1970s to the general increase in the tax
burden and to specific characters of the tax systems, particularly the extent to which they
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interfere with incentives to save, invest and work.1197 The cross-country study by OECD
suggests that the increase in the average (weighted) tax rate of about 10 percentage points
over the past 35 years may have reduced OECD annual growth rates by about ½ percentage
points.1198
The other authors find that there is no clear evidence that lower taxes stimulate an economic
growth. If lower taxes cause rise of government deficit, it may cause the worsening of macroeconomic environment, the decline in saving and investment and, slow down of growth. In
addition, tax expenditure also has beneficial effects, even if the taxes distort the economic
activity. Consequently, higher tax burden can enhance the economic growth if the combined
effect of distortionary taxes and beneficial government expenditures yields a net improvement for the economic performance.1199 Taxation may be beneficial for the economy if it
provides the financial basis for the provision of public goods that improve living standard
and social welfare. More and better public goods and services may also increase the productivity of private fixed and human capital and hence increase economic growth.1200 The overall effect of particular tax measure depends on the type of spending financed by it. The problem is that taxes are not always spent for the purposes, which stimulate economic growth,
either because of political ‘inefficiencies’ or because of redistributional policies that may
yield benefits for society but will not be immediately reflected in economic growth.1201

5.4

Corporate tax harmonization and economic efficiency

Currently companies are confronted with a single market in which 15 different company tax
systems apply. There are clearly several tax obstacles to cross-border business activities: imputation systems as applied by some Member States, lack of cross-border loss compensation,
and double taxation of cross-border income payments. Under the imputations systems the
tax credits available to domestic shareholders may not be available to non-resident shareholders. In addition, whereas loss-compensation is generally available domestically, the
situation is less favourable if the losses are incurred abroad. Furthermore, withholding
charges may be charged on cross-border dividend and interest payments. This causes losses
of economic efficiency, generates specific compliance costs, and contributes to a lack of
transparency.1202
Neutrality issues
Impact of the tax systems to the investment decisions may imply absence of neutrality and
can constitute a waste of resources.1203 A purely tax-induced decision to invest in one country rather than another implies inefficient allocation of resources because the resources are
not invested into the most profitable uses in the absence of taxes. If tax system favours one
type of investment over another, or one producer over another, then goods may be produced
at a higher pre-tax cost. Thus, the economic activity is not performed at a lowest possible
pre-tax cost, which implies welfare loss.
Under capital export neutrality (CEN) a tax system does not affect the decision by any specific company as to in which country to invest. The domestic/foreign composition of the investment income does not influence the world-wide tax thereon. CEN could be achieved if
income were taxed only in the investors’ country of residence and if there were no discrimi1197
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nation between domestic and foreign-source income in the capital-exporting country. This
could be achieved if all countries applied the "world-wide" or "residence" principle, that is,
levied taxes on the income accruing to their residents regardless of the source of that income.
A pure credit system with no limitation on the foreign tax credit and no deferral of domestic
taxes on profits retained abroad would ensure capital export neutrality. Under such a regime,
the free mobility of capital would tend to equate the effective tax burden across borders, because each investor would then also obtain the same after-tax rate of return on domestic and
foreign investments. A cross-country equalisation of the rates of return before tax implies
that no output gain can be made by reallocating capital from one country to another.1204
A tax system achieves capital import neutrality (hereafter CIN) when all investors, both domestic and from foreign countries, investing in any one national economy face the same after-tax rate of return on similar investments. This implies that the cost of capital and the tax
rate for any inbound investment must not depend on the home country, that is the country of
residence of the investor. In fact, the application of the residence principle can lead to cases
where a domestic company investing in a given country is placed at a competitive disadvantage compared to a similar foreign company investing in the same country – because the tax
rates applied in their home countries are different. Therefore, in order to avoid distortions of
competition and to achieve capital import neutrality, income should be taxed according to
the source principle. According to this principle, a government should tax all income originating within its jurisdiction at the same rate, regardless of the origin of the beneficiary of
the income.
Several authors argue that achieving CEN is more important than achieving CIN in the context of the single market, because the advantages of investing in one location rather than another are greater than the differences in efficiency between competing firms.1205 Thus a harmonised tax system should be in favour of a residence-based structure.1206
In the context of the EU integration, if similar investments face markedly different effective
levels of corporate taxation in different Member States, it provides an incentive for companies to choose the most tax-favoured locations for their investment, which may not be the
most favourable location in the absence of taxes. This may imply welfare costs because economic activity may not take place in the lowest (pre-tax) cost location by the lowest cost
producers. The Commission’s latest study on effective tax rates shows that there are considerable differences among the effective tax rates of the various EU countries (see section
2.6.1. Policy Document on Taxation). These differences may imply an inefficient allocation
of resources and, thus, welfare costs. According to the Commission’s study on company
taxation1207 the range of variations of the effective tax burdens of subsidiaries located in different host countries can reach more than 30 percentage points regardless of the method of
financing of the subsidiary. Similarly, the level of the effective tax burdens that subsidiaries
operating in a given country face depends heavily on where their parent company is located.
Similarly, the range of variations of the effective tax burdens can rise above 30 points. Thus,
the principles of both CEN and CIN are violated. These differences in effective tax rates can
be an incentive for companies to alter their behaviour to minimise their global tax burden,
which implies the potential distortions in the allocation of resources of transnational investments.
Moreover, if companies are free to choose the most tax-favoured form of finance, then the
international tax system works such that foreign multinationals operating in a host country
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are likely to face a lower effective tax burden than domestic companies. This implies the violation of neutrality principle on the home market.
The Commission concludes that current situation is not optimal with regard to the proper
functioning of the Internal Market. Indeed, the absence of capital export neutrality may lead
to distortions in the international allocation of investment as investments may take place not
in the lowest cost locations but in the lowest tax locations. This in turn potentially limits
growth in productivity and employment in the EU.
It is argued that further harmonization of tax systems and tax rates is necessary in order to
neutralise the effects of tax differentials on efficient functioning of the single market. The
proponents of further tax harmonization argue that it would contribute to economic welfare
by decreasing tax-induced distortions and reducing the complexity of corporate taxes for
companies operating within the Internal Market.
The results of economic modelling of corporate tax harmonization
In case of tax harmonization the harmonization of tax base (co-ordination of tax systems)
and harmonization of tax rates should be distinguished.1208 Tax co-ordination includes the
reforms in the tax systems in order to make them more neutral for investment decisions. The
effects of the co-ordination of tax systems are very difficult to quantify, however, some research has been conducted by the Commission. Some other authors have conducted research
about corporate tax rate harmonization, the results of which are summarised below.
Results of the Commission’s study
The Commission examined how the measures of effective tax rates would be different in the
event of various hypothetical tax policy scenarios. Fifteen hypothetical policy scenarios were
considered. After considering a range of different investments the Commission provided following conclusions on the effect of hypothetical scenarios.
Economic modelling by the Commission’s study shows that introducing a common statutory
tax rate in the EU would have a major impact by decreasing the dispersion of effective tax
rates. Introducing a common statutory tax rate in the EU would have a significant impact by
decreasing the dispersion of effective tax rates across Member States. There is a significant
fall in the average dispersion of both the cost of capital and the effective average tax rates
facing parent companies between alternative Member States. There is also a fall in the dispersion between subsidiaries located in a given Member State which are owned by parents
located in other Member States. To the extent that taxation matters, such scenario would be
likely to go some way in reducing locational inefficiencies within the EU.
No other policy scenario has such a significant impact on the dispersion of effective tax
rates. Scenarios implying a common tax base or a system consisting in applying the definition of the home country tax base to the EU-wide profits of a multinational tend to increase
the dispersion in effective tax rates if overall nominal tax rates are kept constant. Furthermore, since withholding taxes on dividends between subsidiaries and their parents have been
abolished within the EU, the international features of corporation taxes do not play a significant role in increasing distortions. Introducing a common means of taxing foreign source
income, for example, has little impact on the dispersion of effective tax rates. Similarly, introducing a common form of integration of corporate and personal taxes in each Member
State does not tend to reduce the dispersion of effective tax rates between Member States.
Results of other studies
Fuente and Gardner (1990), and Sørensen (2000) run computer simulations with applied
general equilibrium models that capture the interdependence of the main variables featuring
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in the discussion on tax competition and tax coordination.1209 Fuente and Gardner conclude
that complete harmonization of EU tax rates increases GDP by 2.1%. The main reason behind this result is that Fuente and Gardner assume that the EU will harmonise the tax rate at
a relatively low level. This would lead to a net inflow of capital from the rest of the world.
Accordingly, the welfare gain experienced by the EU comes at the expense of welfare losses
in the US and Japan. Fuente and Gardner emphasise that the level around which the effective
corporate tax rates are harmonized is crucial for the magnitude and even the sign of the gains
from tax harmonization. They also conclude that the gains from tax coordination accrue particularly to the large countries in the EU. Indeed, the five largest EU countries (France, Germany, Italy, UK and Spain) experience a welfare gain of 2.2%, on average. Some smaller
countries, such as Luxembourg and Ireland, even lose under a regime of tax coordination,
relative to tax competition. On average, the welfare gain for the seven smaller EU counties
(Belgium, Denmark, Greece, Ireland, Luxembourg, the Netherlands and Portugal) is a modest 0.4%.
Sørensen (2000) has conducted a systematic quantitative study of the impact of a potential
harmonization of capital income taxes.1210 He presented an applied general equilibrium
model (TAXCOM) describing the allocation and distribution effects of tax competition and
tax co-ordination within a unified framework. The model intends to offer a rough estimate of
the likely magnitude and distribution of the gains from tax co-ordination. The analysis focused on the effects of EU tax coordination that takes the form of an international agreement
on a binding minimum tax on capital income, levied at source and chosen so as to maximize
the population-weighted average of national welfare levels for the co-ordinating countries,
accounting for the fact that national governments will set the remaining fiscal instruments to
maximize their own welfare. The welfare gain from co-ordination is estimated to be roughly
0.2% of GDP for the average EU country.
The welfare gain for the EU is much smaller in the analysis conducted by Sørensen than that
conducted by Fuente and Gardner. One important reason is that, whereas the effective tax
rate in Fuente and Gardner declines under a regime of tax harmonization, the tax rate rises in
the TAXCOM model.1211 Accordingly, tax harmonization in TAXCOM causes an outflow of
capital from Europe to the rest of the world. Despite of this outflow of capital, Sørensen reports a welfare gain. This is due to the positive welfare implications of a more equitable income distribution.
There is slight fall in economic activity in the TAXCOM model since co-ordination leads to
a substantial increase in the level of capital taxation in the EU. Despite the slightly lower
labour income tax rate and the rise in infrastructure spending, the higher capital tax rate suffices to finance an increase in redistributive transfers in the EU. In particular, the increase in
the corporate income tax rate in all EU countries by around 5 percentage points on average,
allows for higher transfers to the poor and thus a more equitable income distribution. More
specifically, the gains from tax harmonization accrue to residents who are relatively worse
off: the poorest quintile of the residents of the representative country will profit as much as
7.6% whereas the richest quintile loses 1.9%.
The welfare gain is limited by the fact that countries use infrastructure spending and labour
taxes more aggressively to attract mobile capital when capital tax competition is neutralized
through co-ordination. The gain for the EU is further limited by the fact that higher capital
taxes drive capital out of the EU, thus benefiting the rest of the world. A sensitivity analysis
reveals that the welfare gain from regional tax co-ordination within the EU could be larger
than 0.2% of GDP, especially if the interest elasticity of capital supply is very low, as is of1209
1210
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250

See Gorter and de Mooij (2001).
See Sørensen (2000).
See Gorter and de Mooij (2001).

Why is tax harmonization harmful?

ten assumed. However, even under assumptions most favourable to tax co-ordination, the
gains from regional co-ordination are likely to remain below 1% of GDP, according to
TAXCOM model. The model also suggests that the gains from tax co-ordination would be
unevenly distributed across Member States, due to asymmetries in economic structures and
preferences. For example, the analysis indicated that the Nordic countries would gain disproportionately more from tax co-ordination, assuming that the high level of taxation in the
Nordic countries reflects a relatively strong social preference for redistribution. Furthermore,
the model indicates that even if the median’s voter’s gain from regional tax co-ordination
may be modest, the poorer sections of society deriving a large part of their incomes from
public transfers are likely to gain significantly. TAXCOM model indicates that tax harmonization allows for a large increase in transfers of the order of 11-15%.
If tax co-ordination involves the US as well, the TAXCOM model suggests that the welfare
gain for the EU increases to more than 0.3% of GDP, since the rise in the US capital tax will
limit the outflow of capital from the EU. However, the analysis suggests that the US would
not be motivated to engage in tax co-ordination, since the harmonized level of capital income
taxation would be too high from the American perspective, given that US has a lower social
preference for redistribution than Europe.
In sum, simulations with applied general equilibrium models suggest that the gain of EU tax
coordination is between virtually zero and 2% of GDP. These welfare gains are, however,
unequally distributed. First, large and high-tax countries typically gain more than small and
low-tax countries. Second, the gains from tax coordination are likely to be unequally distributed over poor and rich residents within countries. For instance, in the TAXCOM model, the
poor gain while the rich are worse off.
Thus, the results of analysis show that the gains from the harmonization are rather small. According to Sørensen (2000) the implication of tax harmonization is increase in tax level, a
decline in output and the private capital stock as well as substantial increase in redistribution.
Because tax harmonization causes a drop in the GDP in the EU, the desirability of harmonization depends from social preference for redistribution. Furthermore, analysis assumes that
all additional government revenue is spent unwastefully. However, the government could
also spend the additional revenue in a wasteful way. This threat of wasteful government
spending is especially relevant in the context of enlargement. According to the different estimates the corruption is much higher in the accession countries than in the current Member
States. In the East-European countries the efficient control systems for revenue spending are
not in place yet. If tax co-ordination leads to higher tax level and government spending, it
can cause increased welfare loss.

5.5

Why is tax harmonization harmful?

Political efficiency versus economic efficiency
There is trade-off between economic efficiency and political efficiency. Tax competition
may reduce political distortions, however, to create economic inefficiencies, and tax harmonization can reduce economic distortions, however to create some political inefficiencies.1212
The major problems that arise with tax harmonization are, first, that in the absence of tax
competition governments are more likely to act against best interests of their electorates, because tax competition from other jurisdictions puts pressure to governments to respond to the
wishes of the constituency.1213 Second, usually harmonization leads to higher than the initial
tax burden, and third, it might be impossible to reach uniform tax level (and tax structure),
which will be in the best interest of all countries.
1212
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According to the Leviathan approach formulated by Geoffrey Brennan and James Buchanan
the bureaucrats and politicians are interested to see a public sector larger than desired by
their constituents, and to redistribute income towards themselves.1214 They criticise the assumption made by standard normative public finance approach that politicians holding
power will exercise that power in the public interest (however exactly defined).1215 Also, that
standard normative approach does not take into account political feasibility of proposed policies. According to Leviathan theory the government who possesses monopoly power to tax
acts analogically to the rational monopolist and implements the tax policy, which maximises
its revenues.1216 Leviathan model also proposes that if to make it easier for government to
raise revenue, government will tend to raise more.1217 Thus expanding the power to tax expands the reach of the government’s fiscal monopoly and is likely to expand the total tax
take.1218 Beyond some point, the value to citizens of any expansion of taxation will be less
than the cost to them in the extra taxes for which they are liable.1219 Taken into account that
total tax level is already comparatively high in the EU, the further expansion of taxation may
not be desirable. As the size and composition of public sector depends on the preferences of
the electorate of the Member State concerned, there are no grounds for far-reaching harmonization of the tax policy throughout the EU.1220
Frey and Eichenberger stress that tax harmonization may cause significant political distortions because it weakens the incentives for politicians and bureaucrats to take into account of
their constituents’ preferences.1221 One important mechanism to ensure that politicians respect electorates’ preferences is so-called exit possibility, namely the option to vote with
one’s feet and leave the country, which does not provide an efficient combination of taxes
and public services. Harmonization narrows these exit options because taxes are equalised.1222 Frey and Eichenberger conclude that harmonization is an effective means to raise
the tax level and therefore to cement the importance and power of the politicians’ cartel.
Keen and Edwards have shown that the problem whether tax competition is harmful boils
down to the ideological issue that depends very much on whether one believes that the government is a benevolent maximiser of its citizens’ welfare (if so, then tax co-ordination is
beneficial). If one believes that the government is untrustworthy revenue maximiser, then tax
competition is beneficial.1223 In second model competition is constructive and implies a
transparent and efficient tax policy, where the tax burden is the price to be paid for public
goods and services. In this model, inefficient public sectors are unable to compete.
In case of harmonization of corporate tax rates, the minimum rates should not be fixed at the
level of the Member States having the high tax levels. The practice of tax harmonization in
the EU demonstrates that tax rates are rather corrected upwards than downwards (examples
are the establishment of minimum VAT rates, minimum excise rates for tobacco products,
alcohol beverages and mineral oils, also several proposals to establish minimum rates for
corporate taxes by Commission (e.g. Ruding Report)). No maximum levels of taxation have
been established in the European Union so far. Although the Commission states in its work
program (1996) that common VAT rate should be lower than the present EU average rate, it
might be politically difficult to attain such an agreement. One reason is that it is always diffi1214
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cult to decrease public expenditures from existing level to lower level. In addition, a Stability
and Growth Pact sets strict limits for budget deficit and consequently restricts the government’s fiscal policy choices. Therefore, harmonization at lower tax level might be politically
not feasible. At the same time, tax harmonization at too high levels could result in the flight
of mobile factors and the tax base to countries outside the EU.1224
Diversity between the states
An additional aspect of tax harmonization is the difficulty to co-ordinate while maintaining
the adequate level of diversity between the states. Diversity follows not only because national preferences toward redistribution vary, but it also reflects differences in factor productivities, in population size and composition, in capital composition, and in mobility of various types of capital.1225 Diversity between Member States will further increase after
enlargement of the EU.
Small versus large states
Theoretically, small countries should be less motivated to co-ordinate capital taxes than larger countries if it leads to higher tax level, because small countries face a higher elasticity of
capital supply from the world capital market. Results of research show that small countries
set relatively low effective tax rates, compared to large countries.1226 More specifically, the
five largest EU members, Germany, France, Italy, UK and Spain, have an effective tax rate
that is, on average over the sample period, 11.2% higher than in the smaller member states.
The mean effective tax rate, calculated over the years between 1990 and 1999, of small
countries is 24.6%, while the mean effective tax rate of large countries is no less than 35.8%.
The difference between small and large countries has declined, however, over the last ten
years from 10.8% in 1990 to 8.5% in 1999.1227
Model simulations suggest that the welfare effects from tax harmonization will be unequally
distributed, both over countries and over interest groups within countries. For example, large
countries tend to benefit more from tax coordination than small countries, if the latter gain at
all. In addition, it is argued that it is optimal for smaller countries to have lower taxes and for
bigger countries to have higher taxes because the large countries have fiscal advantage over
the small ones, namely the size of their domestic markets.1228 Larger countries inevitably
have some fiscal economies of scale.1229 Therefore, companies acting in a larger country
have less necessity to go cross-border when expanding their activities than companies in a
small country.1230 Companies operating in a small country are facing higher tax costs than
they face in a big country. For instance, as long as profits and losses cannot be consolidated
across borders within the EU, companies operating in a small country have less opportunity
for loss compensation and depreciation relief than companies operating in a larger country.
Companies based in a small country but operating on a pan-European scale will tend to be
1224
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confronted with higher tax costs in connection with mergers, transfer-pricing, withholding
taxes on interest and royalty payments, the international double taxation, etc.1231 Because big
countries have these advantages over small ones, they can impose higher taxes and still remain competitive. Also, different taxes might be optimal for the countries with a different
economic structure or development level.
It is questionable why should countries with low tax level agree to tax harmonization if they
will lose from it. Thus, it seems to be impossible for Member States to agree about tax level
that would be in the best interests of all of the countries. If a unanimous agreement is required for tax harmonization than the harmonization can be achieved only if compensation is
provided for the countries that lose from the harmonization. However, harmonization can
lead to less efficient allocation of resources and welfare loss, if the harmonization is accomplished at too high level, so that the efficiency gain of winning countries is smaller than the
costs of countries who lose from harmonization.
Jullien1232 argues that given that compensatory transfers are difficult to implement, one
would rather see a global negotiation allowing for the adjustment of taxes to local conditions
than the imposition of some minimal standard. Taking into account national specificities will
be extremely difficult for capital taxes, much more than for VAT. Moreover, monitoring the
behaviour of states with complex tax schemes will require costly centralization and will limit
the ability to use differential taxation as a national policy instrument.1233
In sum, major problem with harmonization in the EU is that it might lead to higher tax level
and consequently to the loss of growth potential. Also, it might lead to the strengthened position of inefficient governments and public sectors, which can find tax harmonization as a
good way to protect their high-tax regimes from tax competition from the other EU jurisdictions. This may lead to the loss of competitiveness vis-à-vis the other countries (e.g. US, Japan, other OECD countries).
The increased mobility of capital throughout the world means that if taxes in the Community
were harmonised at relatively high levels, it could result in the flight of capital and tax base
to the countries outside the Community. Hence tax harmonization should not lead to too high
tax level compared to the EU’s main trading partners. Furthermore, any harmonization
achieved at the Community level should be sufficiently flexible to enable the EC to take appropriate action in response to major tax changes in non-member countries.1234
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Trends of taxation in the EU

6.1

Tax burden and tax structure developments

6.1.1 Total tax burden
One method of calculating tax burden is based upon comparison of tax revenues to GDP.
The OECD tax revenue statistics and national accounts allow calculation of these ratios up to
2000. From figures 9 and 10 is apparent that total tax burden has increased by approximately
14 percentage points since 1965, by 5.9 percentage points since 1980 and by 2.1 percentage
points since 1990.
Figure 9. Average tax burden in the EU, 1965 - 2000
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Figure 10. Average tax burden in the EU, 1990 - 2000
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6.1.2 Developments in tax structure
From figure 11 one can see developments in tax structure. It can be observed that tax structure has remained quite stable. Comparing the tax structures of 1965 and 1999, it can be concluded that share of taxes on goods and services has decreased (by 7.8 percentage points)
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and share of taxes on social security contributions as well as corporate income has increased
(by 4.5 percentage points and by 2 percentage points respectively). Since 1980 no major
changes have taken place in average tax structure of the Member States. The biggest change
has taken place in relative share of taxes on personal income which has decreased by 3.4
percentage points (from 29% in 1980 to 25.6% in 1999) and in share of taxes on corporate
income which has increased by 2.9 percentage points (from 5.8% in 1980 to 8.7% in 1999).

Figure 11. Tax structure in the EU15
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Thus, statistical data about developments in tax structure do not provide evidence of tax
competition for mobile tax basis which should lead to a decrease in relative share of corporate taxes and an increase in share of taxes on personal income and of taxes on goods and
services in order to preserve overall tax revenues. In fact, opposite developments have occurred: share of taxes on personal income and on goods and services has decreased and of
taxes on corporate income has increased.

6.2

VAT

6.2.1 Developments in tax system
The extent of harmonization in the field of VAT
The adoption of the European VAT system diminishes tax autonomy of the Member States.
Harmonization of turnover tax in the EU intends to achieve uniformity by the adoption of
Directives, most notably the Sixth VAT Directive. The VAT Directives constrain the room
for design of national policies in the field of general consumption tax. A common structure
for turnover tax is established by the introduction of VAT, which is the only tax system that
Member States are allowed to use. Not only have been the rules determining the tax base
harmonised to a large extent, but also the procedures for collection and administration (VAT
Information Exchange System (VIES), VAT identification numbers, multiple registration of
companies for VAT purposes, VAT representatives). However, Member States are still free
to determine their VAT rates. This freedom is restricted by the Sixth Directive which has
established the statutory minimum rates (15 percent) and some more restrictions for rate setting by Member States. The maximum rates have not been established, however, Member
States’ freedom to set maximum rates is restricted by competition from other tax jurisdic-
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tions. Tax rates still vary, although the band of divergence has been narrowing (see section
6.4.2. on convergence of VAT rates).
Although much progress has been achieved in the tax base harmonization, there are still major differences in the tax base from one Member State to another. Differences in tax base
come from various derogations and exemptions to the application of the Sixth Directive, applied by Member States. Certain supplies of goods or services may be exempt in one country
but taxable in another; the threshold below which small businesses are exempt from tax, or
enjoy special privileges, varies from country to country, as does the treatment of farmers;
and some countries, most notably the UK, make substantial use of zero-rating.1235 Divergence of tax base also comes from the fact that VAT is collected by national tax administrations, which have different practices and compliance ratios.
The implementation of the definitive system
Current VAT system applied in the EU is called transitional system. It is accepted that the
current transitional arrangements have a number of shortcomings, because they are complicated, susceptible to fraud and out of date. The Commission proposed a work programme
involving a stage-by-stage movement to the definitive clearing-house system. However, the
implementation of the proposed definitive system to replace the transitional system is not
likely to take place in the near future. Mr. Frits Bolkestein, member of the EU Commission
responsible for the Internal Market and Taxation, realises that it has become very clear over
the past few years that Member States are currently unwilling to accept the changes that
would be needed for a definitive system to be implemented.1236 The governments of fifteen
Member States have to reach an agreement on approximation of VAT rates and legislation as
well as on a compensation mechanism to ensure that revenues continue to accrue to the
countries in which consumption takes place. However, the move to the definitive system is
inconsistent with subsidiarity principle in the EU: the right of the Member States to choose
their level of taxation and public spending – as it requires virtually identical VAT rates.1237
Member States are not able to reach a unanimous agreement upon unified system of taxation
and this means that it is unlikely that any significant progress towards definitive system will
be made in the immediate future.

6.2.2 Developments in tax level
6.2.2.1

Statutory tax rates

Table 2 contains the overview of statutory VAT rates in 1990 and 2004. It can be seen that
means of reduced rates and standard rates have increased by 2.66 percentage points (from
7.54 in 1999 to 10.2 in 2004) and by 1.5 percentage points (from 18.1 in 1999 to 19.6 in
2004) respectively.
Table 2. Domestic VAT rates in the EU, 1990 and 2004
1990
Austria
Belgium

0

1

6

Denmark

2004

10

20

32

17

19

25

0

22

Germany

1235
1236
1237

2.1

5.5

13

18.6

7

14

10

16

20

6

12

21
25

Finland
France

33

22

8

17

22

2.1

5.5

19.6

7

16

Easson (1993), p. 8.
Bolkestein (2000), p. 403.
See McLure (2001), p. 8.
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Greece
Ireland

0

Italy

4

8

18

2.3

10

12.5

21

4

9

12

19

Luxembourg

3

Netherlands
Portugal

0

Spain

6

12

6

18.5

36
38
3

4

8

18

4.4

13.5

21

4

10

20

6

12

15

6

19

8

17

30

5

12

19

6

12

33

4

7

16

Sweden

0

25

12

25

United Kingdom

0

17.5

5

17.5

EU average

7.54

18.1

10.2

19.6

5.18

3.61

4.34

3.08

17

10

Standard Deviation

1238

6

1239

Range
17
13
Source: European Tax Handbook, KPMG, European Tax Center.

6.2.2.2

VAT revenue ratios

Statutory tax rate that can be derived from the tax laws do not measure the real tax burden. In
order to analyse developments in real tax level, the effective tax rates should be compared.
They are the result of the statutory tax rate applied to the taxable amount. Effective tax rates
differ considerably from legal or statutory tax rates. Effective tax rate is usually considerably
lower because of different kind of derogations and exemptions that erode the taxable
amount.
One method of calculating effective tax burden is based upon comparison of tax revenues to
GDP. We can see from figure 12 that average effective VAT burden has also increased in the
EU, however, the growth of VAT revenue ratios has slowed down after 1990: VAT revenue
as percentage of GDP has only increased by 0.3 percentage points between 1990 and 2000
(from 7.1 % to 7.5%).
Figure 12. VAT revenue ratios in the EU15, 1965 - 2000
8
7
6
5
4
3
2
1
0
1965

1970

1975

1980

1985

1990

1995

2000

Taxes on general consumption as percentage of GDP
Source: OECD (2002).
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The standard deviation measures the variation of the country results from the EU average.
The range measures the difference between the maximum and minimum tax rates.
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6.3

Corporate taxation

6.3.1 Developments in tax system
The systems of corporation taxation have been harmonized much less than VAT systems.
There exist major differences in the company tax systems of the Member States. One possibility to distinguish between the company tax systems is according to the way and extent
they provide relief for double taxation. It is possible to classify company tax systems according to the extent of the integration of the corporation income tax into the corporate personal
income tax of the shareholder. According to this classification three different kind of company tax systems can be distinguished: the double taxation system (the classical system), the
double taxation reducing systems, and the double taxation avoiding systems.1240
Under double taxation system or classical system all kinds of profits are taxed fully in the
hands of the company and its shareholders. Under classical system, the corporation is taxed
entirely separately from its shareholders. Classical system does not eliminate double taxation
as shareholders receiving the dividends are neither exempt from income tax at the company
or shareholder level nor are they granted a tax credit or some other relief to offset the corporation tax already levied on the profits of which the dividends form a part.
Double taxation reducing systems only reduce the double taxation of dividends but do not
avoid it completely. Several systems of company taxation provide some form of relief for
double taxation by applying a lower rate of tax to the dividends, by taxing only a proportion
of the value of the dividends or by granting a specified imputation tax credit in the amount of
a percentage of the dividend received - so called ‘shareholder relief’. Dividend-deduction
system provides dividend relief at corporate level by allowing deduction for dividends from
taxable profits. Dual rate system also provides relief against economic double taxation at
corporate level by taxing distributed profits at lower rate than retained profits.1241 Schedular
treatment system provides dividend relief at the shareholder level by taxing distributed profits at a schedular, usually flat, personal income tax rate separate from the tax on other personal income. Under partial imputation systems the shareholder includes the dividends
she/he receives in the tax base for income or corporation tax but is granted a tax credit
equivalent to part of the corporation tax paid by the company distributing the dividend on the
profits from which the dividends derive. Under this system dividends are incorporated together with a tax credit that corresponds to the corporation tax underlying the dividends in
the individual income tax base and then progressively taxed together with the other sources
of income. However, since the tax credit is generally smaller than the underlying corporate
tax, the double taxation on dividends is only partially abolished.
Double taxation avoiding systems provide full relief for double taxation. In the case of full
tax imputation system, double taxation is completely avoided by crediting full amount of the
corporation tax paid on the personal income tax of the shareholder. Under this system, divi1240

See Baker & McKenzie (2001).
Within the EU, Austria and Italy apply dual rate system or dual income tax, which favours equity
capital against debt financing. Under this system, a share of profits that can be attributed to the increase in the equity capital of a company is deducted from the ordinary taxable income and taxed at
lower rates compared to the rest of the profits. In Austria the reduced tax rate of 25 percent instead of
the standard rate of 34 percent is levied on deemed profits that are attributed to the increase of equity
capital of an Austrian company. In Italy the reduced rate of 19 percent instead of 37 percent is applied.
This dual rate system is different from the dual income tax applied in Scandinavian countries. This
dual income tax system is known as the Nordic Model and it generally provides for a progressive tax
rate for employment income and taxes capital income separately, at a lower proportional rate.

1241
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dends are incorporated together with a tax credit in the individual income tax base.1242 If the
individual income tax exceeds the corporation tax credit, the difference has to be paid by the
shareholder. If the corporation tax credit exceeds the personal income tax, the excess corporation tax credit is refunded to the shareholder. As a result distributed profits are subject only
to the personal income tax of the shareholder. An avoidance of double taxation can also be
achieved through a dividend exemption system, which exempts dividends from personal income tax at the shareholder level. The full imputation system and the dividend exemption
system result generally in a complete avoidance of double taxation at shareholder level.
The various systems exist side by side in the EU. The following corporation tax systems can
be distinguished within the Community:1243
1)
The double taxation system or classical system is only used in Ireland, what taxes
dividends fully at both corporate and shareholder level.
2)
The double taxation reducing systems are used in ten Member States:
•
Six Member States (Austria, Belgium, Denmark, Germany, Luxembourg, Sweden)
tax dividends on a schedular basis.
•
Four countries use partial imputation system: France, Portugal, Spain and the UK
provide partial relief at shareholder level.
3)
The double taxation avoiding systems can be classified into two subgroups: full tax
imputation or dividend exemption system at the shareholder level.
•
Two Member States (Greece and The Netherlands) use dividend exemption system
at the shareholder level. Greece is the only EU Member State that provides full relief
at shareholder level in order to eliminate the economic double taxation of company
profits.1244 The Netherlands exempts dividend income at shareholder level, however
it levies a net wealth tax on shares and other assets.
•
Two Member States (Finland1245 and Italy) use the full tax imputation system at the
shareholder level.
Irrespective of the particular system used by a Member State dividends paid to shareholders
are often taxed differently depending on whether they are domestic or cross border, i.e. foreign dividends. Relief for corporation tax is in general only granted to domestic dividends.
Two examples illustrate this: first a shareholder in two companies, one domestic, one foreign, receiving dividends may receive on the domestic dividend a tax credit (imputation system) or some form of shareholder relief (modified classical system), but on the foreign dividend an unusable or only partially repayable tax credit (imputation system) or no or a reduced form of shareholder relief (modified classical system). Second, two shareholders resident in two different states who own shares in the same company may be taxed differently,
one making use of the tax credit, the other unable to and/or receiving a partial repayment
(imputation system) or one receiving shareholder relief, the other not or only a reduced form
of relief (modified classical system). In principle, these differences are considered discriminatory, and hence an obstacle to the Internal Market.1246
1242

The grossed-up amount of the individual income tax is, as a general rule, taxed progressively in
EU Member States applying imputation systems. See Baker & McKenzie (2001).
1243
This classification follows Cnossen (2001), pp. 52 – 56 and Baker & McKenzie (2001).
1244
The system that exempts dividend income from individual income taxation is applied in Greece
since 1992. The annual profit is taxed, whether retained or distributed at a rate of 35%. No withholding tax is levied upon distribution. Distributed profits are exempt from income tax in the hands of the
individual or corporate shareholder.
1245
The full imputation system used in Finland is equivalent to the dividend exemption systems in
Greece and The Netherlands. See Cnossen (2001), p. 55.
1246
See Commission (2001c).
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The denial of tax credit for foreign source dividends results in a double taxation of foreign
source dividends with foreign corporation tax and domestic personal income tax. This double
taxation evidently hampers cross-border activities. Furthermore, as far as outbound investments in other EU Member States are concerned, there is presumably a conflict with fundamental economic freedoms embodied in the EC Treaty, particularly with the freedom of establishment and the free movement of capital.1247 Under imputation system, the conflict with
EU law could be solved by extending the corporation tax credit to foreign source dividends.
However, it is very complicated to implement cross-border foreign corporation tax credits
into domestic imputation systems. Moreover, crediting foreign corporation taxes on a unilateral basis is very costly for country’s budget.1248
Recent trends in the EU
The current trend in the EU seems to be towards a partial or total switchover from the imputation system to the modified classical system or shareholder relief system. Denmark and
Belgium changed from their partial imputation systems to schedular treatment systems in
1991 and 1992 respectively. Sweden changed from a dividend exemption scheme to a shareholder relief system in 1995. Luxembourg gave up the classical system in favour of a reduced taxation of dividends at the shareholder level in 1994. The recent changes include the
abolition of full imputation system and introduction of a shareholder relief system (schedular
treatment of corporate profits) in Germany, the abolition of partial imputation systems in
favour of a classical system (in Ireland) or a shareholder relief system (in the United Kingdom)1249. The UK greatly reduced the tax credit granted to recipient of a dividend and limited dividend tax credits only to domestic residents. The Netherlands employs the exemption
system since 2001.
These developments of switchover from imputation systems to the classical system and
shareholder relief systems can be explained by the requirements of the EU law and the complexity of imputation systems in comparison with the classical system and shareholder relief
systems. The classical system and shareholder relief systems do not come into conflict with
the fundamental freedoms of the EC Treaty, since – from the perspective of a domestic investor – domestic and foreign source dividends are treated exactly the same way: dividends
are subject to taxation at the company level as well as the shareholder level.1250 Although the
classical system and shareholder relief systems do not discriminate cross-border activities
against domestic investment, they are not neutral towards economic decisions of investors.
For example, equity financing of outbound investments is generally discriminated against
debt financing, since dividend income is taxed twice and interest is taxed only once.1251
Among other reforms to be implemented between 2000 - 20051252, Germany also changed
the method of elimination of double taxation of corporate profits. The imputation method of
dividend tax relief was abolished and replaced by schedular treatment system by which only
50 per cent of shareholder’s dividend income and taxable gains on shares1253 are included in
the shareholder’s taxable personal income.
1247

See Baker & McKenzie (2001), p. 21.
See Baker & McKenzie (2001).
1249
However, in the UK, the relief is so small that the system approximates the classical system, see
Cnossen (2001), p. 54.
1250
See Baker & McKenzie (2001).
1251
Ibid.
1252
German tax reform also abandons dual rate system under which distributed profits are taxed at
lower rate than retained profits. The statutory corporate tax rates on retained and distributed corporate
income are aligned by reducing rate on retained profits from 51.8% to 38.6% and rate on distributed
profits from 43.0% to 38.6%.
1253
Only capital gains on shares representing a substantial interest (shareholding at least 1 per cent)
are included in taxable income.
1248
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One of the reasons behind tax reforms has been seen the ongoing process of international tax
competition. The trend in Member States to abolish imputation systems characterises a tax
policy that strengthens the international competitiveness of the tax systems by cutting back
advantages for the resident tax payers.1254 For example, in Germany, the abolition of the full
imputation system and the introduction of a shareholder relief system in 2001 were accompanied by a reduction of corporation tax from 40% (on retained earnings) and 30% (on distributed profits) to 25%. One of the major goals of the changes in the German tax system
was to stimulate investment and employment in Germany and to make Germany a more attractive location for international investment. The German tax reform also intended to make
its tax system more neutral towards international capital flows.1255
Altogether, we can conclude that although there exist some trends concerning switchover
from the imputation system to the modified classical system or shareholder relief system, the
tax systems of the Member States are far from being harmonised or co-ordinated.

6.3.2 Developments in tax level
6.3.2.1

Statutory tax rates

Most important tax reforms since 19981256
The dominant trend in the recent tax reforms has been a lowering of the statutory tax rates on
profits. This has been seen in eight of the fifteen Member States. Austria reduced corporation
tax rate from 34% to 25% on deemed profits that can be attributed to the increase of equity
capital (‘dual income tax’). Denmark reduced corporation tax rate from 34% to 32% and to
30%. In addition it reduced declining-balance depreciation on machinery from 30% to 25%.
France reduced corporation tax rate from 41.67% to 40%, 37.77% and to 36.43%. In addition, the coefficient of declining-balance depreciation was reduced by 0.25%. Germany reduced corporation tax rate from 45% to 40% and to 25%. In addition, reduced corporation
tax rate on distributed profits was abolished. Furthermore, Germany reduced decliningbalance depreciation on machinery from 30% to 20% and straight-line depreciation on buildings from 4% to 3%. Greece reduced corporation tax rate from 40% to 37.5% and final tax
rate on interest receipts of a corporation from 20% to 15%. Ireland reduced corporation tax
rate from 32% to 28%, 24% and to 12.5%. Portugal reduced corporation tax rate from 34%
to 32%. United Kingdom reduced corporation tax rate from 31% to 30%. In addition, first
year allowance for investment in machinery was reduced.
Only one state increased the statutory tax rate. Finland increased corporation tax rate from
28% to 29% and also increased real estate tax. At the same time Finland reduced decliningbalance depreciation on machinery from 30% to 25%.
Aggregate statutory tax rates
Table 3 provides aggregate statutory tax rates1257 on profits in 1998 and 2001. From table 3
is apparent that dominant trend has been lowering of the statutory tax rates on profits. This
has been seen in six Member States: Ireland, Denmark, the United Kingdom, Portugal,
France, and Germany have reduced the aggregate statutory tax rate on profits. The biggest
decrease has taken place in Ireland followed by the two biggest countries: Germany and
France. However, no changes in aggregate statutory tax rates during the period from 1998 to
2001 have taken place in seven countries: Sweden, Austria, the Netherlands, Spain, Luxem1254

See Baker & McKenzie (2001).
Sørensen (2001).
1256
Summary is based on Baker & McKenzie (2001).
1257
Aggregate statutory tax rates on profits include the corporation tax plus local profit taxes and
surcharges (a surcharge is a tax on corporate tax that is often imposed as a temporary measure).
1255
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bourg, Belgium, and Italy. Two countries have indeed increased the aggregate statutory tax
rates on profits: Finland and Greece.
Table 3. Aggregate statutory tax rates on profits, the EU in
1998 and 2001
Country
1998
2001
Ireland
32.00
12.501258
Sweden
28.00
28.00
Finland
28.00
29.00
Denmark
34.00
30.00
United Kingdom
31.00
30.00
Austria
34.00
34.00
Netherlands
35.00
35.00
Spain
35.00
35.00
Portugal
37.40
35.20
France
41.67
36.43
Luxembourg
37.45
37.45
Greece
35.00
37.50
Germany
56.66
39.35
Belgium
40.17
40.17
Italy
41.25
41.25
Source: Baker & McKenzie (2001).

Form figure 13 is apparent that EU average aggregate statutory tax rates have decreased in
2001 compared to 1998. EU mean aggregate statutory tax rate has declined by almost 10
percent from 36.4 in 1998 to 33.4 in 2001.

Figure 13. The change in average statutory tax rates on
profits, the EU in 1998 and 2001
40

1998

20

2001

0
Mean

Median

Mode

Source: Baker & McKenzie (2001).

Table 4 provides capital income (dividend, retained profit, and interest) tax rates of all EU
countries for 1990 and 2000. Table 4 reports the top marginal rate on corporate profits. The
graduated tax structures and the special corporate tax rates to different types of businesses
are not taken into account. In addition, the figures exclude local taxes and surcharges.
Table 4. Total tax rate on interest, dividend, and retained profit, EU 1990/2000
1258

Although the corporation tax rate of 12.5 percent will become effective from 2003 it was already
considered for the year 2001 in Baker & McKenzie (2001), since companies making investment decisions will most probably focus on this rate when establishing their business plans rather than on the
current ordinary rate in Ireland.
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Country

Interest
1990
50
25
40
30
57
53
40
50
56
50
56
60
40
56
25

Austria
Belgium
Denmark
Finland
France
Germany
Great Britain
Greece
Ireland
Italy
Luxemburg
Netherlands
Portugal
Spain
Sweden

2000
25
55
15
29
54
51
40
15
24
27
46
60
40
40
30

Dividend
1990
48
56
55
29
59
53
48
46
46
58
71
74
58
74
55

2000
51
73
59
29
54
51
48
40
59
46
46
74
48
45
50

Retained profits
1990
2000
65
34
41
39
64
32
57
50
73
69
77
71
61
58
73
67
77
39
68
65
71
62
35
35
43
39
74
61
55
50

Source: IBFD (2000) and Gorter and de Mooij (2001).

Have tax rates declined?
Figures 14 - 16 compare average tax rates on interest, dividend and retained profits in the EU
in 1990 and 2000.
Interest
From figure 14 is apparent that tax rates on interest have decreased between 1990 and 2000:
the mean, median and mode tax rates have declined.1259
Figure 14. The comparison of average tax rates on interest,
the EU in 1990 and 2000
50
40
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2000
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0

Mean
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1990

45,9

50

50

2000

36,7

40

40

Source: IBFD (2000) and Gorter and de Mooij (2001).

1259

Testing the comparison of two paired populations of means: the value of test statistic is equal to
2.07. Consequently, the decrease in mean tax rate of interest is statistically significant (at level 0.1).
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Dividend
From figure 15 is apparent that tax rates on dividend have decreased in the EU between 1990
and 2000: the mean and median have declined.1260 The mode tax rate has increased, however, from 48 in 1990 to 51 in 2000.
Figure 15. The comparison of average tax rates on dividend, the EU
in 1990 and 2000
56
54
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52
50
48

2000

46
44
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1990

55,3

55

48

2000

51,5

50

51

Source: IBFD (2000) and Gorter and de Mooij (2001).

Retained profits
From figure 16 is apparent that tax rates on retained profits have decreased between 1990
and 2000: the mean, median and mode tax rates have declined.1261

1260

However, testing the comparison of two paired populations of means gives the value for tstatistic 1.29 for dividend. Since p-value is equal to 0.22, the decrease is statistically insignificant.
1261
Testing the comparison of two paired populations of means: the value of test statistic is equal to
3.11 and p-value is equal to 0.008. Thus, the decrease in mean tax rate of retained profit is statistically
significant.
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Figure 16. The Comparison of average tax rates on retained
profits, the EU in 1990 and 2000
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Source: IBFD (2000) and Gorter and de Mooij (2001).

6.3.2.2

Effective tax rates

Effective tax rates take into account not only the statutory corporate tax rates but also other
aspects of the tax systems which determine the amount of tax effectively paid. In addition to
statutory rate the effective tax rate on business profits depends also on the rules defining the
tax base. The effective tax rate takes into account the tax base and the manner in which corporate and personal tax systems are integrated. Effective tax rates, usually - but not always refer to tax payment divided by a measure of taxable income.1262 The taxable income is the
profit expressed in accordance with tax legislation – accounting profit is often subject to series of adjustment to arrive at the taxable income. Therefore, effective corporate tax rate is
usually considerably lower because of different kind of tax provisions that erode the taxable
income. In particular, depreciation allowances for machinery and buildings, valuation of inventories, general investment reliefs, the treatment of reserves and provisions, and the tax
treatment of capital gains at the company level cause differences between the statutory and
effective tax rates.
Different methods to compute effective tax rates
In computing effective tax rates different methods can be distinguished.1263 The existing approaches to measure the effective tax burden are based on two types of analysis implying
either backward-looking concepts or, alternatively, forward-looking concepts. Backward
looking method is based on the observation of ex-post data. This method measures effective
tax rates on the basis of current data arising from aggregate macroeconomic accounts or
from accounts of companies. Forward looking methods involve computing the effective tax
burden for a hypothetical prospective investment project over the assumed life of the project
or the effective tax burden for hypothetical future model firm behaviour. In practice, it consists in defining a hypothetical investment identical in all countries and then applying to this
identical hypothetical investment the different national tax codes. The advantage of forwardlooking effective tax rates is that they measure the impact of taxes on new investment projects. Instead, backward looking methods refer to existing capital. Furthermore, forward
1262
1263
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looking methods permit international comparisons and are able to provide an indication of
the general pattern of incentives to investment that are attributable to different national tax
laws as well as to the working of the international tax regime.1264 Compared to the forward
looking methods, the backward looking methods have the advantage that they take account
of tax planning activities, complex tax provisions and discretionary administrative practices
of tax authorities.
The effective tax rates based on backward looking methods can be classified into two subgroups:
•
Macro approach. Measures for the tax burden using aggregate economic data from
national accounts are computed as a percentage of domestic corporate taxes (in general only corporate income tax) relative to various income measures, such as aggregated domestic corporate profits or the corporate operating surplus. Ratio of capital
income tax and operating surplus is computed on the basis of macro data: the sum of
the corporate income tax and personal capital income tax is divided by the total operating surplus of the economy. This approach measures the overall tax burden on capital income that is levied on the corporate and the personal level.
•
Micro approach. This method of calculating effective tax rates is based upon micro
data from the financial accounts of individual firms or consolidated returns. Approaches based on micro data generally express the effective tax burden as a percentage of the tax liability relative to the profits from companies’ annual accounts. This
method measures tax burden on corporation by computing a ratio of corporate tax liabilities and pre-tax corporate income by dividing the corporate income tax paid by
the firm by its pre tax corporate income. The median ratio in a country is then the effective tax rate.
Two additional methods of computing effective tax rates can be distinguished1265:
•
Marginal effective tax rates measure the wedge between the pre- and post tax return
on a marginal investment project that does not yield an economic rent. Hence, it
measures the incentive effects of taxes on marginal investment and/or savings decisions. Effective tax rates based on this forward-looking method are calculated on the
basis of the tax code, not on the basis of tax data. The model developed by King and
Fullerton (1984)1266 derives the marginal effective tax rate by computing the percentage wedge between the rate of return on investment of a series of hypothetical investments and a given rate of return on savings. The King-Fullerton effective tax rates
refer to the overall tax wedge between the before-tax and post-tax rate of return on a
marginal investment and measure the overall tax burden on capital income that is levied on the corporate and the personal level. The King-Fullerton approach explicitly
takes into account the fiscal details such as depreciation allowance, inventory valuation, investment incentives, and preferential savings provisions.
•
Average effective tax rates (usually referred to as ‘project-based’ analysis of effective
tax rates) measure the overall tax burden on a typical investment. It is forward looking method that measures tax burden on corporations. Devereux and Griffith (1998)
adjusted the King-Fullerton approach in order to calculate the average effective tax
rate, i.e. the average percentage wedge on a range of inframarginal investment projects on which firms earn an economic rent. Present value of corporate income tax liabilities on profits of a hypothetical investment is divided by the present value
amount of net profits.
1264
1265
1266

Commission (2001b), p. 6.
See Gorter and de Mooij (2001).
King and Fullerton (1984).
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Trends in effective tax rates
Effective tax rates based on micro approach
In analysing trends in effective tax rates Gorter and de Mooij (2001)1267 find that, unlike the
statutory tax rates, effective capital income tax rates have not declined in Europe during the
last decade. Indeed, effective tax rates computed on the basis of micro data have remained
constant during the last decade (see figure 17). This is explained by the fact that the decrease
in statutory rates has been accompanied by a broadening of the capital income tax base. The
simultaneous reduction in statutory tax rates and broadening of tax base appears to be the
recent trend in capital income taxation, and indeed of income taxation in general.1268 Many
tax reforms in the past, have shown that countries – in addition to the broadening of the tax
base – tend to reduce the relief for corporation tax in order to compensate for the revenue
loss in the event of a lowering of the tax rates.1269
Figure 17. Changes in effective tax rates, the EU in 1990 1999
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Source: Calculations by Gorter and de Mooij (2001)1270 on the basis of the Worldscope database

Effective marginal tax rates
The study by Baker & McKenzie of March 2001 presents estimates of the effective levels of
company taxation in the 15 Member States of the European Union for the years 1998-2001.
The main aim of the study was to determine effective marginal tax rates (EMTR) on domestic investment. The computation of the EMTR and the quantitative analysis was based on the
King and Fullerton approach, which was also used in earlier international tax burden comparisons by the OECD (1991) and the European Commission (the Ruding Report of 1992).
The results of the study by Baker & McKenzie are summarised in table 5. Within the EU,
seven Member States have reduced the EMTR for corporations: Austria, Denmark, France,
Germany, Greece, Ireland and Portugal. No relevant changes during the period 1998-2001
are reported for five Member States (Belgium, Italy, Luxembourg, Spain and Sweden).
Three Member States (Finland, the Netherlands and the United Kingdom) have even increased the EMTR.
We can see from figure 18 that the greatest reduction has taken place in Ireland that has
gradually reduced the corporation tax rate by more than 60 percent (from 32 percent in 1998
to 12.5 percent in 2001). Greece who has the lowest EMTR has reduced the corporation tax
1267
1268
1269
1270
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See Baker & McKenzie (2001).
See Gorter and de Mooij (2001).
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rate by 28% (from 9.37 in 1998 to 6.76 in 2001). The countries with the highest EMTRs in
1998 – France, Germany and Austria - have also reduced the corporation tax rate. As a consequence of the tax reform in Austria in 2000, its EMTR has declined by 24% (from 24.09 to
18.25). As a result of German tax reform which became effective on January 1, 2001, the
overall EMTR of German corporation decreased by 13% (from 28.81% in 1998 to 25.2% in
2001). The reduction of the EMTR in France amounts to 8%. As a result of the developments in Member States, EU average EMTR has fallen by 9% (from 19.9 in 1998 to 18.1 in
2001).
The effects of the tax reductions on the country positions from the highest to the lowest
EMTR are only minor. The countries at the top positions in the country ranking (Greece, Italy, Sweden, Finland) as well as at the bottom positions (France and Germany) remained the
same. Apart from Ireland, Austria and Portugal, no country could improve its position. From
figure 18 is apparent that most of the countries have the EMTRs close to EU average rate of
18.13%. Seven Member States have an EMTR between 18% and 19%. Apart from Ireland
and Greece, the countries with relatively low EMTRs such as Italy and Sweden did not further reduce their tax burdens. Thus, there is no evidence that a ‘race to the bottom’ is taking
place in the EU.1271
Table 5. Effective marginal tax rates 1998-2001
Country
1998
1999
2000
Greece
9.37
6.46
6.46
Ireland
20.59
18.35
16.08
Italy
13.74
13.74
13.74
Sweden
15.73
15.73
15.73
Finland
16.72
17.24
18.09
Portugal
19.15
19.15
18.15
Austria
24.09
24.09
18.25
Spain
18.30
18.30
18.30
Denmark
20.33
19.40
19.40
Belgium
18.89
18.89
18.89
Luxembourg
18.98
18.98
18.98
Netherlands
20.60
20.60
20.60
United Kingdom
20.56
20.83
20.83
Germany
28.81
28.03
28.03
France
32.83
31.90
30.65
EU average
19.91
19.45
18.81
Standard deviation 5.46
5.83
5.54
Range
23.46
25.44
24.19

2001
6.76
9.43
13.74
15.73
18.09
18.15
18.25
18.30
18.81
18.89
18.98
20.67
20.83
25.20
30.11
18.13
5.60
23.35

Source: Baker & McKenzie (2001).

1271

See Baker & McKenzie (2001).
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Figure 18. Effective marginal tax rates in the EU 1998-2001
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Tax revenue ratios
An alternative method of calculating effective tax burden is based upon comparison of tax
revenues to GDP. From figure 19 we can see that tax burden on corporate income has been
increasing since 1965. Between 1990 and 2000 tax revenue as percentage of GDP increased
from 2.6 to 3.8.

Figure 19. Tax burden on corporate income, the EU in 1965 2000
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Unweighted mean of total taxes on corporate income as percentage of GDP
Source: OECD (2002).
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Conclusions about developments in tax level
Statistical analysis does not support the idea that tax competition has led to a decrease in
statutory and effective rates of corporate tax and an increase in taxes on labour and consumption. Although the statutory tax rates have declined in Europe during the last decade, there is
no statistical evidence that the effective capital income tax rates have declined. In fact, different methods of calculating effective tax burden provide slightly different results. Gorter
and de Mooij (2001)1272 find that the effective capital income tax rates have not declined but
remained constant during the last decade. Results of the study by Baker & McKenzie of
March 2001 show that EU average effective marginal tax rate on domestic investment have
declined by 9 percent between 1998 and 2001 (from 19.9 to 18.1). However, corporate tax
revenue ratios have increased during last decade. Most of the studies on effective tax rates
conclude that on average the effective tax rates on capital have remained constant for Member States. This is explained by the fact that the recent tax reforms have combined cuts in
statutory rates with measures to broaden the capital income tax base as well as reductions in
the relief for corporation tax in order to compensate for the revenue loss accompanying the
decrease in tax rates.
The trends in taxation of income and profits as well as consumption during the last two decades are compared in figure 20. We can see that taxes on corporate income have increased as
well as taxes on all income and profits and taxes on general consumption. No major differences in these trends can be distinguished.
Altogether we can conclude about tax level in the field of corporate taxation that the dominant trend has been a lowering of the statutory tax rates on profits. However, this was combined with a broadening of the tax bases, in particular with a cut back of the depreciation
rules. Furthermore, the dominant trend away from the use of imputation systems towards
shareholder relief systems also has an overall impact of broadening of the tax base by reduction of the relief for corporation tax to domestic shareholders. Since the changes in the corporation tax systems only burden resident taxpayers, this trend clearly indicates that Member
States are trying to strengthen the international competitiveness of their tax systems.1273
Figure 20. Comparison of trends in tax level, the EU in 1980-2000
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See Gorter and de Mooij (2001).
See Baker & McKenzie (2001).
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6.4

Tax convergence

We can use measures of variation like the range and the standard deviation for analysing the
convergence of tax rates. The range measures the difference between the maximum and
minimum tax rates. The standard deviation measures how much the country rates deviate
from the EU average.

6.4.1 Total tax burden
We can see the developments in range of total tax burden in figure 22. No clear trend can be
distinguished. However, from figure 23 is apparent that some decrease in standard deviation
of total tax revenue has taken place since 1975. Average total tax burden in the EU has increased by approximately 14 percentage points since 1965, thus, total tax burdens in Member
States have converged towards higher level. Despite of some convergence, the spread between the highest and the lowest total tax burden was still 21 percentage points in 2000,
varying from 32% in Ireland to 53% in Sweden (see figure 21).

Figure 21. Total tax burden in the Member States in 2000
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Figure 22. The range of total tax burden in the EU15, 1965 2000
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The spread between the highest and the lowest total tax revenue as percentage of GDP
Source: OECD (2001a).
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Figure 23. Divergence of total tax burden in the EU15,
1965 - 2000
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Source: OECD (2001a).

Some decrease in the spread between the highest and the lowest tax burden is noticeable between 1990 and 2000 (see figure 24).

Figure 24. Changes in range of total tax revenue, the EU in
1990 - 2000
30
25
20
15
10
5
0
1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

The spread between the highest and the lowest total tax revenue as percentage of GDP

Source: OECD (2001a).

Standard deviation of total tax burden has also decreased between 1990–2000 (see figure
25).

Figure 25. Divergence of total tax burden in the EU15, 1990 2000
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Source: OECD (2001a).
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Altogether, we can conclude that some convergence of total tax burden has occurred since
1975, including last decade.

6.4.2 VAT
6.4.2.1

Statutory tax rates

From table 2 (see section 6.2.2.1.) is apparent that some convergence of statutory VAT rates
has taken place in the EU between 1990 and 2000. The number of different rates applicable
in Member States has decreased, furthermore, the spread between the highest and the lowest
standard rates has slightly decreased (from 13 in 1990 to 10 in 20001274) and standard deviation of standard as well as reduced rates has decreased. However, standard VAT rates still
vary from 15% in Luxembourg to 25% in Denmark and Sweden (see figure 26).

Figure 26. Standard VAT rates in the EU in 2004
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6.4.2.2

VAT revenue ratios

Although the divergence of VAT revenue ratios has decreased considerably since 1980 (see
figure 28), the spread between the highest and the lowest VAT revenue ratio is 3.8 in 1999,
varying from 5.9 in Italy to 9.7 in Denmark (see figure 27). Thus, in spite of VAT rate convergence, there are still considerable differences in the statutory as well as effective tax rates
among Member States.

1274

One reason why the range of standard VAT rates has decreased is that Luxembourg had to increase its standard rate to the EU minimum level (15%).
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Figure 27. VAT revenue ratios in the Member States in
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Figure 28. Divergence of total taxes on general consumption,
EU15 in 1965 - 2000
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6.4.3 Corporate taxation
6.4.3.1

Statutory tax rates

From figure 29 is apparent that aggregate statutory tax rates as from January 1, 2001, including surcharges, vary between 12.5% in Ireland and 40.17% in Belgium. The range of statutory rates is substantial, the spread between the highest and the lowest tax rate amounts to
27.67 percentage points. Ireland’s rate of 12.5% is the lowest followed by a group of the
Member States with rates around 30% (Sweden 28%, Finland 29%, Denmark 30%, United
Kingdom 30%). At the upper end there is a group with rates around 40% (Germany 39.35%,
Belgium 40.17%, Italy 41.25%).

275

Trends of taxation in the EU

Figure 29. Aggregate statutory tax rates on profits, the EU in 2001
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Figure 30 compares the range and standard deviation of aggregate statutory profit tax rates in
the EU in 1998 and 2001. We can see that the range and standard deviation have not changed
considerably, the decrease in range and standard deviation is not significant.

Figure 30. Comparison of divergence in aggregate tax rates
on profits, the EU in 1998 and 2001
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Interest
From figure 31 is apparent that the variation of statutory tax rates on interest has increased:
the range of tax rates has increased from 35 to 45 and standard deviation from 11.8 to 14.5.
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Figure 31. The comparison of measures of variation of tax
rate on interest, the EU in 1990 and 2000
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Dividend
From figure 32 is apparent that the variation of statutory tax rates on dividend has remained
approximately the same: the range of tax rates is 45 in 1990 as well as in 2000. Standard deviation has slightly decreased from 11.8 to 11.5.

Figure 32. The comparison of measures of variation of tax
rate on dividends, the EU in 1990 and 2000
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Source: IBFD (2000) and Gorter and de Mooij (2001).
Retained profits
From figure 33 is apparent that the variation of statutory tax rates on retained profits has not
changed considerably: the range of tax rates has decreased from 42 to 39 and standard deviation has increased from 13.6 to 14.1.
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Figure 33. The comparison of measures of variation of tax
rates on retained profits, the EU in 1990 and 2000
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Gorter and de Mooij (2001) have used more complicated analysis to find out whether capital
tax systems in Member States have converged. In order to verify whether EU integration in
the last decade has induced convergence, they represented systems of capital taxation by
points in the three dimensional space spanned by the tax rates on dividend, retained profits,
and interest. The set of EU systems is then a scatter of fifteen points. The mean distance
from the centre of gravity measures the degree to which capital tax systems are similar in
their mix of taxation of interest, dividend, and retained profit. If it decreases, capital tax systems converge; if it increases, capital tax systems diverge. The value of mean distance from
the centre of gravity is 18.9 in 1990 and 20.8 in 2000. Thus, capital income tax systems have
become more dissimilar in their mix of taxation of interest, dividend, and retained profit.
6.4.3.2

Effective tax rates

The Commission’s latest study about effective tax rates
The Commission services study on company taxation1275 presents estimates of effective corporate tax rates (marginal and average) on domestic and transnational investments in Member States taking into account different forms of investments in the manufacturing sector as
well as different sources of finance. The computation of effective tax rates relies on a revised
and extended methodology of the so-called King & Fullerton approach, set out by Devereux
and Griffith. This computation is supplemented by data arising from the computation of the
‘European Tax Analyser’ model which utilises the model-firm approach set out by the University of Mannheim. Effective tax rates have been calculated for a so-called ‘marginal’ investment (where the post-tax return just equals the alternative market interest rate) or for an
‘inframarginal’ or ‘average’ investment project (i.e. one that earns extra-profits). The calculations consider primarily corporation taxes in each country, but also include the effect of
personal income taxation of dividends, interest and capital gains.
According to the Commission’s study, there is large variation in the effective tax burden
faced by investors resident in the different EU Member Countries, as well as in the way each
country treats investments in or from other countries. The range of differences in domestic
effective corporate taxation rates is around 37 percentage points in the case of a marginal
investment (between -4.1% and 33.2%) and around 30 percentage points in the case of a
1275
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more profitable investment (between 10.5% and 37%)1276 (see figure 34). The Commission
notes that across the range of domestic and cross-border indicators presenting the effective
tax burden at the corporate level, there is a remarkable consistency as far as the relative position of the Member States, notably at the upper and the lower ranges of the ranking, is concerned (see figure 34). In general, Germany, and France tend to show the highest tax burdens
while Ireland, Sweden and Finland tend to be at the lower range of the ranking. Only Italy’s
ranking changes materially when the profitability of the investment changes. Due to the
working of the dual income system, marginal investments are, in fact, subsidised, whereas
more profitable investments suffer an effective tax burden which is in the middle range of
the ranking.

Figure 34. Effective Marginal and Average tax rates in the
Member States in 2001
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A study by Baker and McKenzie (2001) conducted under different hypotheses concerning
the economic context and the applied tax codes, shows that in the most similar economic
situation to that considered in this study (pre-tax rate of return of 6% as against a post-tax
rate of return of 5% considered in the Commission study), the range of variation is 32 points
in the case of a marginal investment (from 4.9% to 36.8%). When the pre-tax rate of return is
fixed at 10% (base case in the Baker and McKenzie computation), the range of variation is
23 points (from 6.8 to 30.1).
The Commission concludes that the EU wide spread observed between the effective rates of
taxation in the international analysis are the results of complex interactions between different
tax regimes and cannot be explained by just one feature of taxation. However, the analysis of
general regimes tends to show that - leaving aside preferential tax regimes - the different national nominal tax rates on profits (statutory tax rates, surcharges and local taxes) can explain
many of the differences in effective corporate tax rates between countries. Although tax regimes are designed as more or less integrated systems (in general high tax rates on profits
seem to correlate with a narrower taxable base and vice versa), tax rate differentials tend to
outweigh the differences in the tax bases. The quantitative analysis also shows that the relative weight of rates in determining the effective tax burden of companies rises when the profitability of the investment rises and that, consequently, any compensatory effects of a lower
tax base on effective tax rates tend to disappear when the profitability rises. The study con1276

The introduction of personal taxation substantially increases the effective tax burdens and the
observed differences.
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ducted by Baker and McKenzie concluded that, in general, the composition of the tax base
does not have a great impact on the effective tax burden and that the level of the tax rate is
the truly important factor for the difference in the tax burden.
Effective tax rates based on micro approach
Comparison of EU effective tax rates, which are calculated on the basis of micro data from
the financial accounts of individual firms reveals that the effective tax rates have converged
across countries over the past decade.1277 From figure 35 is apparent that the range and variation of effective tax rates have decreased: the range of tax rates has decreased from 37 in
1990 to 25 in 1999 and standard deviation from 10.6 in 1990 to 6.5 in 1999. Thus, effective
tax rates have converged in contrast with statutory tax rates which have diverged. This can
be explained by the fact that the effective tax rates take account of differences in the tax
base.1278
Figure 35. The divergence of effective tax rates, the EU in 1990 - 1999
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Source: IBFD (2000) and Gorter and de Mooij (2001).

Comparison of convergence of statutory and effective tax rates
From table 6 is apparent that divergence is smaller in the case of marginal tax rates: both the
range and the standard deviation are smaller. This again, is explained by the fact that the effective tax rates take into account the differences in tax base.
Table 6. Statutory and effective tax rates in the EU, 2001

Country
Ireland
Sweden
Finland
Denmark
United Kingdom
Austria
Netherlands
Spain
1277

Aggregate statutory tax rate
12.5
28
29
30
30
34
35
35

Effective marginal tax rate
9.43
15.73
18.09
18.81
20.83
18.25
20.67
18.3

Data about effective tax rates is based on calculations of Gorter and de Mooij (2001) on the basis
of the Worldscope database.
1278
Another reason is that the effective tax rates based on micro data refer to corporate taxes not to
capital income taxes like the statutory tax rates.
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Portugal
France
Luxembourg
Greece
Germany
Belgium
Italy
Mean
Range
Standard Deviation

35.2
36.43
37.45
37.5
39.35
40.17
41.25
33.39
28.75
7.08

18.15
30.11
18.98
6.76
25.2
18.89
13.74
18.13
23.35
5.41

Source: Baker & McKenzie (2001).

Conclusions about convergence of corporate tax rates
The divergence in the tax rates is very big: for example, the difference between the highest
and the lowest corporation tax rates amounts to 27.67 percentage points. Furthermore, there
are considerable differences between the national corporation tax bases. However, some
convergence of effective corporate tax rates has taken place during last decade. Divergence
of statutory as well as effective tax rates has decreased. The study by Baker & McKenzie
(2001) finds that the developments over the past four years show that the effective marginal
tax rates within the EU converge on a lower average, which seems to settle at a level just
below 20%, between 18% and 19%.
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Comparison of tax policy of Estonia with that of the EU

The first section of this chapter compares the tax level and tax structure of Estonia with those
of the EU. The Estonian tax burdens, tax rates and tax mix are compared with those of the
current EU Member States (EU-15). In 2004, the ten new Member States (NMS-10) will join
the EU, therefore, the most important indicators are analysed in the context of the enlarged
Union (EU-25).
The second section of this chapter compares the Estonian tax legislation with the acquis
communautaire in the fields of VAT and income tax.

7.1

Comparison of tax level and tax structure (tax burdens, tax rates,
tax mix)

7.1.1 Total tax level
This section compares the overall tax burden (measured as the total amount of taxes and
compulsory actual social contributions as a percentage of GDP) in Estonia and in the EU.
7.1.1.1

Trends in tax level

Comparing the trends in tax level reveals that the total tax burden has increased in the EU-15
between 1995 and 1999 while the trend has been decreasing in Estonia (see Figure 36). The
Estonian tax-to-GDP ratio has been rising during recent years (2000-2002). However, the
majority of EU Member States have substantially reduced their tax levels as a percentage of
GDP between 2000 and 2002. These reductions in the majority of Member States have been
partly due to reforms in tax systems, particularly through cuts in personal income tax rates
and in social contributions.
In 2002, the overall tax burden (arithmetic average of the total amount of taxes and social
security contributions) in the EU-25 stood at 38.5% of GDP. The tax-to-GDP ratio increased
from 39.1% in 1995 to 39.5% in 1999, then declined steadily from 1999 to 2002. In 2002, as
compared with 1999, the EU-25 tax-to-GDP ratio decreased by 1 percentage point.

Figure 36. Comparison of trends in tax burden as percentage
of GDP, the EU-15 and Estonia
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7.1.1.2

Tax levels in Estonia and in the EU

In 2004, ten new Member States will join the EU. Therefore, it is necessary to include the
data about new Member States when comparing the tax levels in the EU. The new Member
States have generally a lower tax-to-GDP ratio than the old Member States. In 2002, taking
the arithmetic averages, the total tax burden in relation to GDP of new Member States is 6.6
percentage points lower than the average level of the EU-15 countries.1279 However, by referring to the GDP-weighted averages the difference is much smaller. In 2002 the GDPweighted EU-15 average was 40.5% and the new Member States average was 37.3 – the difference is only around three percentage points.1280
In all ten new Member States (NMS), the tax-to-GDP ratio was lower in 2002 than the EU15
average (40.5%), ranging from 28.8% in Lithuania to 39.8% in Slovenia. The total tax burden in relation to GDP is close to EU-15 average ratio in three countries: Slovenia, Poland
and Hungary (see Figure 37). The tax-to-GDP ratio is substantially lower in the remaining
new Member States: Czech Republic, Estonia, Slovakia, Cyprus, Malta, Latvia, Lithuania.
Among EU-15 only Ireland has a ratio lower than the ratios of those seven new Member
States (see Figure 37).
Among the Member States there are substantial differences regarding the total tax burden.
Sweden recorded the highest tax-to-GDP ratio (50.6% in 2002), followed by Denmark
(48.9%), Belgium (46.6%) and Finland (45.9%). The lowest ratios are in Ireland (28.6%),
Lithuania (28.8%), Latvia and Malta (31.3% each) and Cyprus (32.5%).
The total tax level in relation to GDP is lower in Estonia (35,2%) than the arithmetic average
of the EU-15 countries (41,1%) or the arithmetic average of the EU-25 countries (38,5%).
However, tax-to-GDP ratio is higher in Estonia than the arithmetic average of new Member
States (35.2 percent in Estonia as compared to 34.5 percent in new Member States).
Figure 37. Total tax level of EU-25 as % of GDP in 2002
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1279

Tax-to-GDP ratio (arithmetic average) is 34.5 per cent in new Member States and 41.1 per cent
in EU-15
1280
Eurostat (2004).
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7.1.2 Tax rates
This section compares the tax rates (corporate and personal income tax rates as well as VAT
rates) of Estonia with those of the EU-25 countries.
7.1.2.1

Personal income tax rates

The biggest difference between Estonia and the EU is in the area of personal income tax. In
contrast to the flat rate of personal income tax (26%) used by Estonia, all EU-15 Member
States apply progressive tax rate. However, several new Member States also apply the flat
rate of personal income tax. The flat rate of personal income tax is applied in Latvia, Lithuania and Slovak Republic.
Figure 38 presents the personal income tax rates of Estonia and those of the EU-25 Member
States.1281 The Estonian tax rates are below the unweighted average rate of the EU-15 as well
as of the EU-25. The top statutory rate of personal income tax applied in Estonia (26%) is
much lower than unweighted average of EU-15 (49%) or of the EU-25 (43%). In fact, among
EU-25 only Latvia has a top statutory personal income tax rate lower than Estonia.

Figure 38. Top statutory personal income tax rates in EU-25,
2004
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7.1.2.2

Corporate income tax rates

Figure 38 presents the corporate income tax rates of Estonia and those of the EU-25 Member
States.1282 The statutory rate of Estonian corporate income tax (26%) is by 5 percentage
points lower than (unweighted) EU-15 average and by one percentage point lower than (unweighted) EU-25 average. Furthermore, the statutory rate of Estonian corporate income tax
is by 4 percentage points lower than (unweighted) average in new Member States (22%).
However, the Estonian corporate income tax rate is not directly comparable because the rate
for Estonia refers only to distributed profits; as from 2000 the tax rate on retained earnings is
zero. It means that a rate of 26% only applies in case of distributed profits and the overall
corporate tax rate of Estonia is much lower than 26%.

1281

Individual income tax rate for EU-25 countries is top statutory rate on residents without surcharges.
1282
EU-25 corporate income tax rates include the corporation tax plus local profit taxes and surchages. The rate for Italy includes 'IRAP' (rate 4.25%) a local tax levied on a tax base broader than
corporate income.
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Figure 39. Effective top statutory tax rate on corporate
income in EU-25, 2004
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7.1.2.3

VAT rates

The standard rate of VAT in Estonia is very close to EU average. The Estonian VAT rate is
1.6 percentage points below the EU-15 average level and 1.4 percentage points below the
EU-25 average level (see figure 40).
The standard VAT rates are very close in the EU-15 and in the new Member States, which is
mostly caused by the fact that the VAT rates and structures are by a large extent harmonized
in the EU-25.

Figure 40. The standard rates of VAT in EU-25, 2004
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Conclusions
The tax rates of Estonia are reasonably close to those in the EU. However, in some key aspects there are wide differences. The most significant differences are in the field of income
taxation. The EU-25 (arithmetic) average top statutory personal income tax rate in 2004 is
43%, while the personal income tax rate of Estonia is 26%, which is 17 percentage points
lower. The difference compared to the EU-15 average is even larger - 23 percentage points
(26 percent in Estonia as compared to 49 percent in the EU-15). The top statutory corporate
tax rate is very close to the EU average: the statutory corporate tax rate of Estonia (26%) is
only one percentage point lower than the EU-25 (arithmetic) average of corporate tax rate in
2004. The EU-15 (arithmetic) average of corporate tax rate in 2004 is five percentage point
higher than in Estonia (31 percent in EU-15 as compared to 26 percent in Estonia). However,
the tax rates in the field of corporate taxation are not directly comparable because Estonia
does not apply the corporate tax on reinvested income. It means that a rate of 26% only applies in case of distributed profits, the tax rate on retained earnings is zero. It can be concluded that the smallest difference is in the VAT rate, which is slightly below the EU average level in Estonia (1.6 percentage points below the EU-15 average level and 1.4 percentage points below the EU-25 average level).

7.1.3

Tax revenue ratios

Main revenue items
Figure 41 compares tax ratios (as a percentage of GDP) of main revenue items. We can see
that tax burdens are very similar in Estonia and in the EU. Major difference is in tax burdens
on corporate and personal income. Personal income tax revenue as percentage of GDP is 2.5
percentage points higher in the EU-25 than in Estonia. Corporate income tax revenue as percentage of GDP is 1.1 percentage points higher in the EU-25 than in Estonia. Tax revenue of
taxes on goods and services as percentage of GDP is 1 percentage point higher in Estonia
than in the EU-25 in 2002.

Figure 41. Comparison of tax burden of main headings (as
percentage of GDP), Estonia and the EU in 2002
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Source: Eurostat and Ministry of Finance of Estonia.

Taxes on corporate income
Figure 42 compares the revenue ratios of corporate taxes in Estonia and the EU (the revenue
ratios are practically identical in the EU-25 and EU-15, therefore, only data of EU-25 is in-

287

Comparison of tax policy of Estonia with that of the EU

cluded). Tax revenue as percentage of GDP is 0.3 percentage points higher in the EU-25 in
1995 and 1.1 percentage points higher in the EU-25 in 2002. It can be concluded that tax
burden on corporate income is considerably lower in Estonia then in the EU.

Figure 42. Comparison of revenue ratios of taxes on
corporate income, Estonia and the EU
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Source: Eurostat and Ministry of Finance of Estonia.

Taxes on personal income
From figure 43 it is apparent that tax revenue as percentage of GDP is also higher in the EU
in the case of personal taxes (the revenue ratios are practically identical in the EU-25 and
EU-15, therefore, only data of EU-25 is included). Difference is 1.2 percentage points in
1995 and 2.5 percentage points in 2002.

Figure 43. Comparison of revenue ratios of taxes on
personal income, Estonia and the EU
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Taxes on general consumption (VAT)
Figure 44 compares VAT ratios in Estonia and in the EU (the revenue ratios are practically
identical in the EU-25 and EU-15, therefore, only data of EU-25 is included). Revenue ratio
of VAT as percentage of GDP is higher in Estonia, although the difference is decreasing:
VAT ratio is 3.2 percentage points higher in 1995 (10 percent in Estonia as compared to 6.8
percent in the EU-25), however, in 2002 the difference is 2,6 percentage points (9.6 percent
in Estonia as compared to 7 percent in the EU-25).
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Figure 44. Comparison of revenue ratios of taxes on general
consumption (VAT), Estonia and the EU
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Source: Eurostat and Ministry of Finance of Estonia.

7.1.4 Tax structure
Overall tax mix
Regarding the tax structure of the tax revenues by major types of taxes, it can be concluded
that the structure of tax revenues in Estonia is similar to that in EU countries. We can see
from Figure 45 that revenue structure (as percentage of total tax revenue) of Estonia in 2002
is similar to the EU unweighted average of the same year.

Figure 45. Comparison of tax structures of EU15 and Estonia,
2000

100%
Taxes on property

80%

Corporate taxes

60%

Taxes on personal income

40%

Social security and payroll

20%

Taxes on goods and services

0%

EU 15 (average)

Estonia

Source: OECD (2002) and Ministry of Finance of Estonia.

The combined level of social security, payroll and personal income taxes is relatively high in
Estonia (57.9 percent of total tax burden as compared to 54.0 percent in the EU). The share
of taxes on goods and services is also relatively higher (37.7 percent of total tax burden
compared to EU average of 30.0 percent). The corporate income tax is the only tax the share
of which is considerably at variance with the one in the EU15. After abolition of tax on reinvested profits in the beginning of 2000, the share of corporate taxes has fallen to 3 percent of
total tax burden (EU average was 9.2 percent in 2000).
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Mix of direct and indirect taxes
Regarding the tax structure of the tax revenues by major types of taxes, it can be concluded
that Estonia has a lower share of direct taxes in relation to total tax revenues than the EU-15
(see figure 46). In 2000 the difference between the EU-15 and Estonia was about six percentage points. One of the reasons of this difference can be found in the generally lower tax
rates applied in Estonia regarding corporate tax and personal income tax (see section 7.1.2).
The share of indirect taxes is higher in Estonia than in the EU.

Figure 46. Comparison of tax revenue of direct and indirect
taxes as percentage of total taxation, the EU-15 and Estonia
in 2000
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Source: OECD (2002) and Ministry of Finance of Estonia.
Conclusions
Comparison of tax levels and tax structures in Estonia and the EU demonstrates that the tax
structures as well as tax levels are very similar. Statutory tax rates on income and profits are
lower in Estonia, however, the effective tax rate is very much the same as an EU average.
Revenue ratio of VAT as percentage of GDP is higher in Estonia. The biggest difference lies
in the effective tax rate on profits (measured as a revenue ratio of taxes on corporate income)
which is considerably lower in Estonia. However, the share of this tax in total tax burden is
very small (3 per cent in Estonia and 9 per cent in the EU in 2002).

7.2

Comparison of Estonian tax legislation with the acquis communautaire

7.2.1 VAT
7.2.1.1

The main features of the VAT system

The main principles of the Estonian VAT system1283 are in line with the system used in the
EU. Special schemes are applied for small undertakings, for second-hand goods, works of
art, collectors’ items and antiques, for travel agents and for investment gold. Title XIV of the
Sixth Directive provides for five special schemes: for small undertakings (Article 24), for
1283
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farmers (Article 25), for second-hand goods, works of art, collectors’ items and antiques (Article 26a), for travel agents (Article 26), and for investment gold (Article (26b)). In Estonia
the special scheme for farmers is not applied because it was considered too complicated to
apply such a scheme for farmers. However, it is not in breach of the EU law as Article 25 of
the Sixth Directive provides only for the possibility for Member States to apply such a
scheme for farmers.1284
7.2.1.2
7.2.1.2.1

Definition of the tax base
Scope and territorial application

Definition and scope of VAT
§ 1 of the Estonian VAT act provides that VAT is applied as tax on added value.1285 The
definition provided in the Estonian VAT act is not in breach of the EU law. However, in interpretation of the scope of VAT the Estonian tax authorities have to take into consideration
the provisions of the Sixth Directive and the rulings of the ECJ.1286 The ECJ has specified
the definition and scope of the VAT in its case law. The Court has stressed that in order to
determine whether a transaction is caught by the Sixth Directive, it is necessary to examine
the transaction in the light of the objectives and nature of the common system of VAT. According to Article 2 of the First Council Directive, VAT is a general tax on the consumption
of goods and services and the ECJ has held that a transaction falls within the scope of VAT
if it gives rise to any consumption.1287 In addition, the ECJ has held that the concept of ‘the
supply of … services effected for consideration’ presupposes the existence of a direct link
between the service provided and the consideration received.1288
The scope of the Estonian VAT is stipulated in Article 4 of the VAT act, which provides that
the VAT is applied to the taxable supply, which includes:
•
the supply of goods and services effected in Estonia;
•
the importation of goods and services into Estonia; and
•
the provision of services the place of supply of which is not Estonia and which are
considered an export of services1289.
The scope of European VAT is stipulated in Article 2 of the Sixth Directive which states that
the supply of goods or services effected for consideration within the territory of the country
is subject to VAT. However, in the Estonian VAT act it is not mentioned that the supply
should be effected for consideration. It follows that the Estonian VAT act should be changed
accordingly.
Territorial application of VAT
VAT is applied within the Republic of Estonia. It can be concluded that the Estonian VAT
system is based on the territoriality principle, as also is EC common VAT system1290.
1284

Article 25 of the Sixth Directive provides: ‘… Member States may apply to farmers a flat-rate
scheme tending to offset the value added tax charged on purchases of goods and services made by the
flat-rate farmers’.
1285
§ 1 of the Estonian VAT act stipulates: ‘Value added tax is applied as tax on added value, with
the exception of special cases arising from this Act.’
1286
The ECJ has held that the interpretation of the scope of the VAT may not be left to the discretion
of each Member State. See Case C-154/80 (Coöperatieve Aardappelenbewaarplaats), paragraph 9.
1287
See, for example, Case C-384/95 (Landboden-Agrardienste), paragraph 22, Case C-215/94
(Mohr), paragraph 19, and section 3.2.1 where these cases are discussed in greater detail.
1288
See Case C-154/80 (Coöperatieve Aardappelenbewaarplaats), Case C-102/86 (Apple and Pear
Development Council), and section 3.2.1 where these cases are discussed in greater detail.
1289
See section 1.3.2.3 for the definition of export of services.
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7.2.1.2.2

Taxable persons

Taxable person is defined in §2(1) of the Estonian VAT Act as a person, including a legal
person in public law and a state, rural municipality and city agency (hereinafter: a person),
who effects taxable supply as a result of the business thereof, including a non-resident within
the meaning of the Income Tax Act engaged in business in Estonia and a person importing
goods into Estonia. § 2 (4) of the Estonian VAT act stipulates that business is the independent economic activity of a person, as a result of which goods are transferred or services provided for a consideration or without a consideration.
Article 4 of the Sixth Directive defines Community concept of ‘taxable person’. It states that
‘taxable person’ means any person who independently carries out in any place any economic
activity (specified in paragraph 2 of the same Article), whatever the purpose or results of that
activity. Article 28a extends the concept of a taxable person to cover persons performing an
intra-Community supply of new means of transport. Estonia has to extend the concept of a
taxable person to cover persons performing an intra-Community supply of new means of
transport upon accession.
Article 4(4) of the Sixth Directive specifies that the use of the word ‘independently’ in the
definition of a taxable person intends to exclude employees from an obligation to charge
VAT on services provided to their employers. In the Estonian VAT act it is also stated that in
order to be considered a taxable person, he has to be involved in the independent economic
activity.
Economic activity is not defined in the Estonian VAT Act. The Estonian VAT act has to be
changed taking into account the definition provided by Article 4 of the Sixth Directive.1291
§ 2 of the Estonian VAT act1292 is in breach of the Sixth Directive. Firstly, according to the
Estonian VAT act the taxable person is a person who effects taxable supply. The Sixth Directive, on the other hand, does not contain such a condition. The Sixth Directive includes
everyone who performs economic activities in the definition of a taxable person. The Estonian provision does not correspond to the Sixth Directive because not only persons who effect taxable supply can be taxable persons but also persons who do not effect taxable supply
(for example if they do not effect taxable supplies themselves but they acquire the intraCommunity goods or intra-Community new means of transport). Secondly, it follows from
the wording of the Estonian VAT act that a taxable person is also a person who performs
economic activities fre e of charge. However, according to the case law of the ECJ activities
which are in all cases free of charge fall outside the scope of the VAT. The ECJ has held that
a person who makes supplies, which are in all cases free of charge, cannot be regarded as a
taxable person.1293 The ECJ, furthermore, stated that services provided free of charge are
different in character from the taxable transactions which presuppose the stipulation of a
price or consideration.1294 The ECJ referred to Article 2 of the Sixth Directive1295 which pro-

1290

Article 2 of the Sixth Directive stipulates that the value added tax is applied to the supply of
goods or services effected within the territory of the country by a taxable person acting as such and to
the importation of goods. Emphasis added by the author.
1291
Article 4(2) of the Sixth Directive stipulates that the economic activities shall comprise all activities of producers, traders and persons supplying services including mining and agricultural activities
and activities of the professions. The exploitation of tangible or intangible property for the purpose of
obtaining income therefrom on a continuing basis is also considered an economic activity.
1292
§ 2 of the Estonian VAT act stipulates that a taxable person is a person who effects taxable supply as a result of the business thereof (§ 2(1) of the Estonian VAT act) and that business is the independent economic activity of a person, as a result of which goods are transferred or services provided
for consideration or without consideration (§ 2(4) of the Estonian VAT act).
1293
Case 89/81 (Hong-Kong).
1294
See Case 89/81 (Hong-Kong), paragraph 10.
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vides that only services provided by a taxable person against payment are to be subject to
VAT.1296 The ECJ, furthermore, stated that where a person’s activity consists exclusively in
providing services for no direct consideration, there is no basis of assessment and the free
services in question are therefore not subject to VAT.1297 Moreover, in cases Coöperatieve
Aardappelenbewaarplaats1298 and Apple and Pear Development Council1299 the ECJ stated,
referring to the earlier Tolsma case1300, that for the provision of services to be taxable there
must be a direct link between the service provided and the consideration received.
Some other judgments by the ECJ have reduced the scope of the concept of economic activity and consequently the scope of VAT.1301 For example, illegal transaction, such as the importation and supply of drugs1302, and the importation of counterfeit currency notes1303, fall
outside the scope of the VAT. The ECJ has held that activities, which consist in the simple
sale of shares and other securities, such as holdings in investment funds, do not constitute
economic activities within the meaning of the Sixth Directive.1304 Moreover, the ECJ has
held that a holding company, whose sole purpose is to acquire holdings in other undertakings, without involving itself directly or indirectly in the management of those undertakings,
cannot be regarded as a taxable person.1305 However, the Court has held that it is otherwise
where the holding is accompanied by direct or indirect involvement in the management of
the companies in which the holding has been acquired.1306
Public bodies
§ 2(2) of the Estonian VAT act stipulates that public bodies are considered taxable persons in
respect of their taxable supplies, which can also be effected by non-public taxable persons.
Article 4(5) of the Sixth Directive provides that public bodies are considered taxable persons
if they engage in activities or transactions, where treatment of them as non-taxable persons
would lead to ‘significant distortions of competition’1307 vis-à-vis the private sector.1308 The
1295

Article 2 of the Sixth Directive provides as follows: ‘The following shall be subject to value
added tax: the supply of goods or services effected for consideration within the territory of the country
by a taxable person acting as such; …’ (Emphasis added.)
1296
See Case 89/81 (Hong-Kong), paragraphs 5 and 11.
1297
See paragraph 10. The ECJ stated in paragraph 11 that economic activities which are carried out
free of charge do not fall within the system of VAT, since they cannot constitute a basis of assessment.
1298
Case C-154/80.
1299
Case C-102/86.
1300
In Tolsma (Case C-16/93) the voluntary payments of by-passers to an organ-grinder were not
treated as consideration for a (contractually) rendered service because of direct link between supply
and expenditure (consideration for supply of services) was deemed to be lacking.
1301
See section 3.2.2 for more elaborate discussion of the ECJ’s rulings on the scope of the VAT.
1302
See Case C-289/86 (Happy Family).
1303
See Case C-343/89 (Witzemann).
1304
See Case C-77/01 (EDM).
1305
See Case C-60/90 (Polysar), paragraph 17 and Case C-142/99 (Floridienne), paragraph 17.
1306
Case C-60/90 (Polysar), paragraph 14 and Case C-142/99 (Floridienne), paragraph 18.
1307
The ECJ stated in its judgment in Case 231/87 (Carpaneto Piacentino) that the second subparagraph of Article 4(5) of the Sixth Directive must be interpreted as meaning that Member States are
required to ensure that bodies subject to public law are treated as taxable persons in respect of activities in which they engage as public authorities where those activities may also be engaged in, in competition with them, by private individuals, in cases in which the treatment of those bodies as nontaxable persons could lead to significant distortions of competition.
1308
Article 4(5) of the Sixth Directive considers public bodies non-taxable persons in respect of the
activities or transactions if the following conditions are met: (1) these bodies are governed by public
law, and (2) such activities are carried out under public authority. In the Estonian VAT act it is not
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ECJ has interpreted the ‘distortion-of-competition’ criterion widely. If a public body has a
monopoly on the supply of certain services, it does not compete with private sector in a formal sense. However, it can compete with the other types of businesses providing the competing goods or services. Thus, in the light of the case law by the ECJ and the Sixth Directive,
the public bodies should be considered taxable persons in respect of their services if they
compete with the private sector providing competing goods or services where treatment of
them as non-taxable persons would lead to significant distortions of competition.
The Sixth Directive contains the list of activities in relation to which the public bodies are ‘in
any case’1309 considered taxable persons. The list of these activities (in relation to which undertakings are considered taxable persons) is included in Annex D1310. As a minimum, Estonia should tax all the activities listed in Annex D of the Sixth Directive.
Intra-group supplies
The Sixth Directive leaves to Member States discretion not to tax intra-group supplies within
the associated company.1311 According to the Estonian VAT act intra-group supplies within
the associated company are not taxed provided that the person who acquired goods or services as a result of the transaction uses the goods or services entirely for the purposes of the
person’s taxable supply.1312 The Estonian VAT act requires separate registration of the single
taxable person.1313 The Estonian definition of the VAT Group differs from Article 4(4) of the
Sixth Directive.1314 However, since Article 4(4) of the Sixth Directive is a “may” provision,
it is questionable whether the wording of the Estonian Act contradicts EU law and should be
changed.
7.2.1.2.3

Taxable transactions

The Estonian VAT act distinguishes between supplies (§3(1) of the VAT act), non-supplies
(§3(2) of the VAT act) and taxable supplies (§4 of the VAT act).1315 In the Sixth Directive
there is no such a distinction between supplies and taxable supplies. Title V of the Directive
stipulates the common concept of the taxable transactions, which includes supply of goods
(Article 5 of the Sixth Directive), supply of services (Article 6), imports (Article 7), intraCommunity acquisition of goods, and means of transport (Article 28a).
The supply of goods and services effected in Estonia, importation of goods and services, and
provision of services which are considered an export of services are included in the concept
of ‘taxable transactions’ according to the Estonian VAT act.1316 It follows that the Estonian
concept of ‘taxable supplies’ does not include intra-Community supplies and acquisitions of
goods and intra-Community acquisitions of new means of transport, which have to be instipulated in which conditions public bodies are considered non-taxable persons in respect of their
activities or transactions.
1309
Article 4(5) of the Sixth Directive.
1310
This list includes, for example, telecommunications; the transportation of goods and passengers;
port and airport services; the running of trade fairs and exhibitions; warehousing; the activities of
travel agencies; the supply of water, gas, electricity and steam; the running of staff shops, cooperatives, industrial canteens and similar institutions.
1311
Article 4(4) of the Sixth Directive allows Member State to treat as single taxable person persons
who are closely bound to one another by financial, economic and organisational links, although they
are legally independent.
1312
See section 1.3.2.2.
1313
See section 1.3.2.11.
1314
Article 4(4) allows Member State to treat as single taxable person persons who are closely bound
to one another by financial, economic and organisational links, although they are legally independent.
1315
Such a distinction is probably necessary for the definition of taxable person as only a person who
effects taxable supply is considered a taxable person.
1316
See § 4 of the VAT act.
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cluded in the concept of taxable transactions upon accession. Moreover, the Estonian concept of taxable supply includes importation of services1317 and exportation of services1318.
The latter transactions are not included in the Community concept of taxable transactions
according to Title V of the Sixth Directive. The taxation of services is dealt in a separate
provision (Article 9 of the Directive).
‘Export of services’ is exempt from Estonian VAT with a right to deduct input VAT. Those
are services which are according to the Sixth Directive taxed in the country where the immovable property is situated, where those services are physically carried out, where the customer has established his business or where the effective use and enjoyment of the services
takes place.1319
Supply
§3(1) of the Estonian VAT act defines supply as the transfer of goods and provision of services in the course of business activities. Provision of goods or services by an employer to an
employee as well as non-business use of goods and services are considered supplies if the
taxable person has deducted the VAT on such goods and services.1320 This provision is in
line with Article 5(6) of the Sixth Directive which provides that the private use of goods or
their application for non-business purposes is also treated as supplies made for consideration,
if the VAT on the goods in question or the component parts thereof was wholly or partly deductible.1321 The ECJ ruled in its judgment in De Jong1322 that Article 5(6) of the Sixth Directive must be interpreted as meaning that, when a taxable person (a building contractor)
acquires land solely for his private use but erects on that land in the pursuit of his business a
dwelling for his own use, only the house, and not the land, is to be regarded for the purposes
of that provision as having been applied for his private use. The taxable amount will then be
the value of the building alone and not that of the land.1323
Supply of goods
According to §3(1) of the Estonian VAT act supplies include the transfer of goods in the
course of business activities. Article 5(1) of the Sixth Directive defines ‘supply of goods’ as
the transfer of the right to dispose of tangible property as an owner. The ECJ has held that
‘supply of goods’ in Article 5(1) of the Sixth Directive must be interpreted as meaning the
transfer of the right to dispose of tangible property as an owner, even if there is no transfer of

1317

See section 1.3.2.3.3 for the definition of ‘import of services’.
See section 1.3.2.3 for the list of services that are considered to be export of services.
1319
However, radio and television broadcasting services, and electronically supplied services are not
included in the list of zero-rate supplies of the Estonian VAT act although they are included in the list
of services of Article 9(2)(e) of the Sixth Directive. In addition, tourism services are not included in
the list of exceptions in the Sixth Directive. See also sections 3.2.4.and 7.2.1.2.4. where the place of
taxation in the case of services is discussed.
1320
See §3(1) of the VAT act. This provision also applies for provision of goods or services by an
employer to a servant or a member of the management or control body of the employer.
1321
However, applications for the giving of samples or the making of gifts of small value for the
purposes of the taxable person’s business are not treated as taxable supplies (Article 5(6)). According
to Article 3 (2) 8 of the Estonian VAT act handing over goods free of charge as product samples is not
deemed to be supply. In addition, handing over goods free of charge in business interests for advertising purposes is not deemed to be supply, if the value of the object concerned does not exceed EEK 50.
In contrast to the Estonian VAT act, the Sixth Directive does not provide the threshold value of gifts
which are not treated as supplies made for consideration.
1322
Case C-20/91.
1323
See section 3.2.3 for more elaborate discussion of this case.
1318
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legal ownership of the property.1324 In other words, the mere transfer of economic ownership
is enough to treat the transfer as supply of goods.1325 In accordance with the ECJ’s ruling in
SAFE1326, it is for the national court to determine in each individual case, on the basis of the
facts of the case, whether there is a transfer of the right to dispose of the property as an
owner within the meaning of Article 5(1) of the Sixth Directive.
§3(3) of the Estonian VAT act defines concept of ‘goods’ as tangible goods, livestock, electric power and heat. According to Article 5(2) of the Sixth Directive ‘tangible property’ used
in the definition of supply of goods includes electric current, gas, heat, refrigeration and the
like. An exhaustive list of the Estonian VAT act does not contain gas, refrigeration and the
like, as does the list provided by the Sixth Directive. The Estonian definition is in breach of
the Sixth Directive because it is questionable whether gas, refrigeration and the like can be
included in the concept of ‘tangible goods’. It is necessary to include those substances in the
Estonian definition.
According to Article 5(3) of the Sixth Directive Member States may also consider certain
rights in rem and interests in immovable property as well as shares or interests equivalent to
shares to be tangible property. If a Member State (like Estonia) does not consider the transfer
of certain rights in rem and interests in immovable property as well as shares or interests
equivalent to shares as taxable supplies of goods, these transfers are supplies of services.
The Estonian VAT act stipulates that if a lease contract provides for the transfer of ownership to another person upon payment of the final instalment, the transaction is treated as
transfer of goods.1327 This provision is in line with Article 5(4)(b) of the Sixth Directive,
which provides that the actual handling over of goods by way of conditional sale or hire purchase arrangements, if ownership shall pass at the latest upon payment of the final instalment
is considered the supply of goods.
Compulsory transfer of the ownership of property for compensation, by order made by or in
the name of a public authority or in pursuance of the law, is also considered supply of goods
according to the Sixth Directive (Article 5(4)(a)). In addition, the transfer of goods pursuant
to a contract under which commission is payable on purchase or sale, is considered to be
supply of goods (Article 5(4)(c)). These provisions should be included in the Estonian VAT
act upon accession.
Member States may also consider as supplies of goods the handing over of certain works of
construction (Article 5(5)). Article 5(7) contains some more options for taxable supplies (e.g.
the application of self-constructed goods for the purposes of business, the retention of goods
by a taxable person or his successors when he ceases to carry out a taxable economic activity
where the VAT on such goods became wholly or partly deductible upon their acquisition).
Estonia may include these provisions into its VAT legislation.

1324

Case C-320/88 (SAFE), paragraphs 7-9 of the judgment. See also section 3.2.3 where this case is
discussed in greater detail.
1325
The SAFE case concerned the Dutch tax authorities’ VAT assessment on the supply by SAFE to
another company of immovable property. ‘Economic ownership’ is a concept which has been developed by the Netherlands courts. The transfer of ‘economic ownership’ of immovable property takes
place, when it is separate from the ‘legal ownership’, at the moment when the property is actually
placed at the disposal of the other party. See opinion of the Advocate General in Case C-320/88
(SAFE), paragraphs 6-7. See also Terra and Wattel (2001), p. 241.
1326
Case C-320/88 (SAFE) operative part of the judgment.
1327
In other cases (if a lease contract does not provide for the transfer of ownership to another person
upon payment of the final installment) the transaction is treated as supply of services. See § 3(5) of the
VAT act.
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Article 5(8) of the Sixth Directive allows Member States to choose whether or not to tax the
transfer of all or part of the assets of a company. 1328 1329 In Estonia such a transfer of a business is treated as a non-taxable event.1330
Supply of services
The concept of ‘services’ is defined residually in §3(4) as the provision of benefits or transfer of rights not included in the category of goods in the course of business activities. This
definition corresponds to Article 6(1) of the Sixth Directive which provides that supply of
services is any transaction that does not constitute a supply of goods. Article 6(1) of the
Sixth Directive adds that such transactions may include assignments of intangible property;
obligations to refrain from an act or to tolerate an act or situation; the performances of services in pursuance of an order made by or in the name of a public authority or in pursuance
of the law. Thus, the Sixth Directive provides for a broad application of the tax to all forms
of consumption, as, for example, a service may exist merely in obligations to refrain from an
act or to tolerate an act or situation.1331 In its case law the ECJ has added some conditions to
those laid down in the Sixth Directive for supplies to be considered taxable. In the cases
Coöperatieve Aardappelenbewaarplaats1332 and Apple and Pear Development Council1333
the ECJ stated that for the service to be taxable there must be a direct link between the service provided and the consideration received. In the Mohr1334 case the Advocate General
stated that for the service to be taxable a trader must supply it for consumption by an identifiable customer in return for a price paid by the customer or by a third party.1335
Article 6(2)(a) and (b) of the Sixth Directive stipulates that use of goods or services carried
out free of charge for non-business purposes must be treated as supplies of services for consideration.1336 According to §3(1) 2) of the Estonian VAT act provision of services for nonbusiness use is considered supplies if the taxable person has deducted the VAT on such services.1337 The ECJ has held that 6(2)(a) of the Sixth Directive is designed to prevent the nontaxation of business goods used for private purposes and therefore that provision requires the
taxation of the private use of such goods only where the tax paid on their acquisition was
1328

Article 5(8) provides that Member States may consider that a transfer of all or part of the assets
of a company does not constitute a supply of goods, and in that event the recipient shall be treated as
the successor to the transferor.
1329
Most of the Member States do not impose VAT on the transfer of all or part of the assets of a
company.
1330
See §3(2) 6) of the VAT act.
1331
However, in the cases C-102/86 (Apple and Pear Development Council) and C-215/94 (Mohr)
the ECJ considered that the imposition in the fruit-growing industry of a mandatory charge to finance
those activities and compensation received for the discontinuation of milk production did not constitute supply of service. See section 3.2.3.
1332
Case C-154/80.
1333
Case C-102/86.
1334
Case C-215/94.
1335
See also section 3.2.3 for more elaborate discussion of case law by the ECJ in this issue.
1336
Article 6(2)(a) refers to the use of goods forming part of the assets of a business for the private
use of the taxable person or of his staff (or more generally for non-business purposes). Article 6(2)(b)
refers to supplies of services carried out free of charge by the taxable person for his own private use or
that of his staff (or more generally for non-business purposes). See also section 3.2.3.
1337
§3(1) 2) of the VAT act stipulates that ‘… provision of goods or services by a taxable person to
an employee, servant or a member of the management or control body of the person, or application by
a taxable person or an employee, servant or a member of the management or control body of the person of services or the goods forming part of the business assets of the person for purposes other than
those of the business interests of the person, if the taxable person has deducted the input value added
tax on such goods or services.’
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deductible.1338 According to the judgment of the ECJ in Kühne1339, Article 6(2)(a) must be
interpreted as precluding taxation of the depreciation of business goods in respect of their
private use where the VAT on such goods was not deductible because they were purchased
from a non-taxable person. Taxation of the depreciation of the goods is also prohibited
where, although the taxable person was not able to deduct the VAT in respect of the supply
of the goods to him, he was none the less able to deduct the VAT on the supplies of goods
and services which he sought and obtained from other taxable persons for the maintenance or
use of the goods. In such a case, it is consistent with the Community VAT system to tax the
expenses incurred for the maintenance and use of the goods, since such a solution avoids not
only the double taxation of the goods themselves but also the non-taxation of final use.1340 In
addition, the ECJ has held in its judgment in Mohsche1341 that the taxation of private use is
not allowed where the use includes services on which the VAT was not deductible.1342
Moreover, Article 6(3) of the Sixth Directive allows Member States to treat self-supply of
service as supply of service for consideration if the VAT on such a service, had it been supplied by another taxable person, would not be wholly deductible.1343 The Estonian VAT act
does not provide such a possibility. Estonia has to include that provision concerning taxation
of self-supply into its VAT legislation.
Importation of goods and services
Import of goods is defined in §6(1) of the Estonian VAT act as importation of goods into
Estonia for free circulation (within the meaning of the Estonian Customs Code). The provisions of the Community Customs Code will replace the Estonian Customs Code upon accession. After accession the controls at the borders with Member States will be abolished and
for trade within the Internal Market, the terms ‘intra-Community acquisition’ and ‘intraCommunity supply’ will be used. The terms ‘importation’ and ‘exportation’ will be used
only in the case of the trade with non-EU states.1344
Intra-Community acquisitions of goods and means of transport
The provisions of the Sixth Directive dealing with the intra-Community acquisitions of
goods and means of transport1345 have to be included in the Estonian VAT act upon accession.1346

1338

See Case 50/88 (Kühne), paragraph 8.
Case 50/88.
1340
See section 3.2.3 for more elaborate discussion of the Kühne case.
1341
Case C-193/91.
1342
See section 3.2.3 for more elaborate discussion of the Mohsche case.
1343
Article 6(3) reads as following: ‘In order to prevent distortion of competition and subject to the
consultations provided for in Article 29, Member States may treat as a supply of services for consideration the supply by a taxable person of a service for the purposes of his undertaking where the value
added tax on such a service, had it been supplied by another taxable person, would not be wholly deductible.’
1344
‘Importation’ of goods is defined in Article 7 of the Sixth Directive as the entry into the EU of
goods that are not of the EU origin.
1345
Generally, all supplies of goods to another Member State are exempted from VAT provided that
the acquirer has a certain status. This rule is extended in cases of intra-Community supplies of new
means of transport; such supplies are exempt regardless of the status of the acquirer or the vendor. The
intra-Community acquisitions of new means of transport are always taxed in the country of arrival
regardless of the status of the acquirer or the vendor. See Article 28a(1)(b) and Article 28c (A) of the
Sixth Directive.
1346
See also section 3.2.3.
1339
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7.2.1.2.4

Place of taxation

Supply of goods
In the case of goods the place of supply is deemed to be Estonia and Estonian VAT is applied if the goods are delivered or made available to the recipient in Estonia, including on the
border of Estonia, or if the goods are exported from Estonia.1347
The Sixth Directive provides more detailed rules for determination of the place of the taxable
transaction. Generally, the place of supply of goods in the case of goods not dispatched or
transported is deemed to be the place where the goods are when the supply takes place (Article 8(1)(b)). In the case of goods dispatched or transported, the place of supply of goods is
deemed to be the place where the goods are at the time when dispatch or transport begins
(Article 8(1)(a)). If the goods are installed or assembled by or on behalf of the supplier, the
place of supply is deemed to be the place where the goods are installed or assembled (Article
8(1)(a)). In cases where the installation or assembly is carried out in a Member State other
than, that of the supplier, the Member State within the territory of which the installation or
assembly is carried out must take any necessary steps to avoid double taxation in that State
(Article 8(1)(a)). In the case of goods supplied on board of ships, aircrafts or trains during
the part of a transport of passengers effected in the Community, the place of supply of goods
is deemed to be at the point of the departure of the transport of passengers (Article 8(1)(c)).
Those rules have to be included in the Estonian VAT act upon accession. In addition, the
provisions of the Sixth Directive applicable in the case of purchases by distance sales1348
have to be included in the Estonian VAT act upon accession. The distance sales over a
threshold of EUR 100.000 per year effected by an Estonian company within the territory of
another Member State must be taxed in the Member State of arrival. The place of taxable
transaction must be Estonia in the case of distance sales effected within the territory of Estonia by firms of another Member State who make a taxable supply over a threshold of EUR
100.000 in a year (see Article 28b (B) of the Sixth Directive). Article 28b (B)(2) of the Sixth
Directive provides that a Member State may limit the threshold to EUR 35 000 where that
Member State fears that the threshold of EUR 100 000 referred to above would lead to serious distortions of the conditions of competition. Moreover, Article 28b (B)(3) of the Sixth
Directive provides that vendors may opt for taxation in a Member State of arrival notwithstanding the threshold. Those provisions have to be included in the Estonian VAT legislation.
Supply of services
The general rule with regard to the place of taxation in the case of services provided in the
Estonian VAT act1349 is in line with the general rule of Article 9(1) of the Sixth Directive,
which stipulates that the place of services in the EC is deemed to be the place where the supplier has established his business or has a fixed establishment from which the service is supplied or, in the absence of such a place of business or fixed establishment, the place where he
has his permanent address or where he usually resides.
Article 9(2) of the Sixth Directive provides for several exceptions from this general rule. The
place of the supply of services connected with immovable property, such as the services of
1347

§7(1)1) of the Estonian VAT act.
Sales by mail order, teleshopping, and any other sale when the goods are transported to the customer in another Member State.
1349
The general rule with regard to the place of taxation in case of services is stipulated in § 7 (1) 5)
of the Estonian VAT act which provides that place of supply is considered Estonia if the seat of the
provider of services or the permanent establishment through which the services are provided is located
in Estonia.
1348
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estate agents and of architects, is deemed to be the place where the property is situated. This
exception is also provided in the Estonian VAT act: §7 (1) 2) of the Estonian VAT act stipulates that the place of taxation is Estonia if an immovable property located in Estonia is constructed, valued or maintained or services relating to the transfer of an immovable property
located in Estonia or to preparation or co-ordination of the related construction work are
provided. The Estonian VAT act is in line with the rule of Article 9(2)(c) of the Sixth Directive which provides that cultural, artistic, sporting, scientific, educational, entertainment or
similar activities, ancillary transport activities, valuations of movable tangible property or
work on movable tangible property, are deemed to be performed where they are physically
carried out.1350 However, the Estonian VAT act does not provide for the rules that the place
where transport services are supplied is deemed to be the place where transport takes place,
having regard to the distances covered1351 and that the place of the supply of services relating
to ancillary transport activities such as loading, unloading, handling and similar activities
must be the place where those services are physically carried out1352. With regard to valuations of movable tangible property or work on movable tangible property, which includes
contract work that is treated as services based on the Second Simplification Directive, the
same Directive provides that these services are deemed to take place where the VAT identification number of the customer of the services has been issued, provided the goods in question are dispatched or transported out of the Member State where the services were physically carried out. When the place of supply is shifted to the place where the customer’s VAT
number has been issued, the VAT liability is also shifted to the customer (referred to as ‘reverse charge’). Those provisions have to be included in the Estonian VAT act upon accession.
Article 9(2)(e) of the Sixth Directive provides that the place of supply of certain services1353
rendered to customers established outside the Community or for taxable persons established
in the Community, but not in the same country as the supplier, is where the customer has his
business or resides. The Estonian VAT act1354 provides that the provision of the following
services to an Estonian taxable person by a non-resident, except for services provided
through the non-resident’s permanent establishment in Estonia is taxable in Estonia:
1. transfer of intellectual property rights;
2. advertising services;
3. consulting, accounting, legal, auditing, engineering, data processing or information
services or services for the electronic transmission of information;
4. financial and insurance services, including reinsurance;
5. supply of staff;
6. hiring or leasing of or establishment of a usufruct on movable property;
7. telecommunications services, including assignment of rights to use transmission
lines;
8. services of agents procuring one of the services specified in above-mentioned
clauses 1)–7) for their principal.
1350

See § 7 (1) 3) and § 7 (1) 4) of the Estonian VAT act that provide for that rule.
This rule is stipulated in Article 9(2)(b) of the Sixth Directive.
1352
This rule is stipulated in Article 9(2)(c) of the Sixth Directive.
1353
The list of the so-called Article 9(2)(e) services to which this provision applies includes for example legal services, advertising, engineering, consulting, accounting, data processing, banking, insurance, and other financial services as well as the hiring out of movable tangible property other than
means of transport, the services of agents who act in the name and for the account of another, procuring the above-mentioned services, telecommunication services, radio and television broadcasting services, and electronically supplied services.
1354
See § 4 and §6(3) of the Estonian VAT act.
1351
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This list includes most of the services provided in the list of so-called intangible services
provided in Article 9(2)(e) of the Sixth Directive. However, radio and television broadcasting services, and electronically supplied services are not included in the Estonian list of services. In addition, obligations to refrain from pursuing or exercising, in whole or in part, a
business activity or a right referred to in the so-called list of Article 9(2)(e) services should
be taxable in Estonia if the customer of this service is established or resides in Estonia. The
Estonian VAT act should also include the rule of Article 9(2) (f) which provides that in case
of the electronically supplied services the place of supply must be in Estonia when those services are performed for non-taxable persons who are established, have their permanent address or usually reside in Estonia, by a taxable person who has established his business or
has a fixed establishment from which the service is supplied outside the Community or, in
the absence of such a place of business or fixed establishment, has his permanent address or
usually resides outside the Community.1355 Furthermore, the Estonian VAT act must also
include the rule of Article 9(4) of the Sixth Directive on telecommunications services and
radio and television broadcasting services.
7.2.1.2.5

Chargeable event and chargeability of tax

§ 8 (1) of the Estonian VAT act provides that the chargeable event takes place at the date on
which the first of one of the following acts is performed:
• the dispatch of a good or the making of a good available to a purchaser, or the provision of a service;
• the issue of an invoice for the good or service;
• full or partial payment for the good or service;
• in the case of self-supply or non-business use, the chargeable event is deemed to occur when these transactions take place.
Articles 10(1) and 10(2) of the Sixth Directive provide that the chargeable event takes place
at a moment when the goods are delivered or the services are performed. However, if a payment is due before the goods are delivered or the services are performed, the tax becomes
chargeable on receipt of the payment and on the amount received (Article 10(2)). By way of
derogation from those provisions, Member States may provide that the tax becomes chargeable, for certain transactions or for certain categories of taxable person either:
• no later than the issue of the invoice or of the document serving as invoice; or
• no later than receipt of the price; or
• where an invoice or document serving as invoice is not issued, or is issued late, within
a specified period from the date of the chargeable event.
The Estonian VAT act is in line with the Sixth Directive in this respect.
§ 8 (5) of the Estonian VAT act provides that in the case of importation of goods, the
chargeable event occurs and the tax becomes chargeable either when the goods are released
within the meaning of the Customs Code or when customs debt is incurred.
Article 10(3) of the Sixth Directive provides that in case of imported goods the chargeable
event occurs and the tax becomes chargeable when the goods enter the territory of the EU.
However, if the goods are placed under warehousing or transit arrangements, the chargeable
event occurs and the tax becomes chargeable when these procedures are completed.
Estonian VAT provision concerning chargeable event in case of imported goods also corresponds to the Sixth Directive. However, Estonia has to take into the consideration the provi1355

See also section 3.2.4.
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sions of the Sixth Directive dealing with the chargeable event in the case of imported goods
which are subject to customs duties1356 as well as the provisions of the Sixth Directive applicable in the case of intra-Community acquisitions1357.
7.2.1.2.6

Taxable amount

The general rule of the Estonian VAT act, which stipulates that VAT is charged as a percentage of taxable amount, is in line with the Sixth Directive. The Estonian VAT act stipulates
that the taxable amount is comprised of the selling price (excluding the VAT itself) of the
goods or services and other amounts which the purchaser of the goods or services or a third
party is to pay to the seller of the goods or the provider of the services for the corresponding
goods or services.1358 Article 11(A)(1)(a) of the Sixth Directive defines taxable amount as
everything, which constitutes the consideration, which has been or is to be obtained by the
supplier from the purchaser, the customer or a third party for such supplies. Article
11(A)(1)(a) also stipulates that taxable amount includes subsidies directly linked to the price.
The Estonian VAT act stipulates that grants allocated to a taxable person from the state
budget for the transfer of goods or services for a price lower than their usual value are included in the taxable value.1359 However, the Estonian VAT act does not state explicitly, as
does the Sixth Directive, that taxable amount includes subsidies directly linked to the
price.1360 There can be also other subsidies not only grants from the state budget which may
qualify as subsidies that have to be included in the taxable amount under the Sixth Directive
(for example, subsidies from EU central budget). It should be stated also in the Estonian
VAT act that all subsidies directly linked to the price are included in the taxable amount.
§ 14 (5) of the Estonian VAT act provides that in the cases of provision of goods or services
by an employer to an employee and non-business use of goods and services, the market price
of the goods is applied as a taxable amount. The Sixth Directive stipulates that in the case of
internal use or non-business use of goods and services, the purchase price or the cost price is
applied as a taxable amount.1361 In the case of self-supplies, the open market value is applicable.1362 Those provisions must be included in the Estonian VAT act upon accession.
1356

Second paragraph of Article 10 (3) of the Sixth Directive provides that where imported goods are
subject to customs duties, to agricultural levies or to charges having equivalent effect established under a common Community policy, the chargeable event shall occur and the tax shall become chargeable when the chargeable event for those Community duties occurs and those duties become chargeable. Where imported goods are not subject to any of those Community duties, Member States must
apply the provisions in force governing customs duties as regards the occurrence of the chargeable
event and the moment when the tax becomes chargeable (third paragraph of Article 10 (3) of the Sixth
Directive).
1357
Article 28d (1) of the Sixth Directive provides that in case of intra-Community acquisitions, the
chargeable event occurs when the acquisition of goods is effected. The intra-Community acquisition
of goods is regarded as being effected when the supply of similar goods is regarded as being effected
within the territory of the country (Article 28d (1)). The tax becomes chargeable on issuance of the
invoice or, at the latest, on the fifteenth day of the next month after the acquisition has been effected
(Article 28d (2)). By way of derogation from this general rule, tax becomes chargeable on the issue of
the invoice where that invoice is issued to the person acquiring the goods before the fifteenth day of
the month following that during which the taxable event occurs (Article 28d (3)).
1358
§14(1) of the Estonian VAT act.
1359
§14(2) of the Estonian VAT act.
1360
See also section 3.2.6 about the case law of the ECJ concerning the inclusion of subsidies in the
taxable amount.
1361
Article 11 (A) (1) (b) of the Sixth Directive provides that in respect of private use of goods or
their application for non-business purposes, the purchase price of the goods or of similar goods or, in
the absence of a purchase price, the cost price, determined as the time of supply is applied as a taxable
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The Estonian VAT act does not state explicitly, as does the Sixth Directive1363, that the taxable amount includes taxes, duties, levies and charges, and incidental expenses such as commission, packing, transport and insurance costs charged by the supplier. Moreover, the Estonian VAT act does not provide that certain kind of repayments entered in a suspense account
should not be included in the taxable amount.1364
Importation of goods
§15(1) of the Estonian VAT act which provides that in the case of imported goods the taxable amount is customs value of the goods determined in accordance with the Customs Code
is in line with Article 11 (B) (1) of the Sixth Directive which stipulates that the taxable
amount of imported goods is the value of the goods for customs purposes. §15(1) of the Estonian VAT act provides that the taxable amount also includes all import duties and other
expenses such as commission, packing, transport and insurance costs1365, incurred up to the
first place of destination within the customs territory of Estonia1366, if those expenses are not
included in the customs value.1367 This provision is exactly in line with Article 11 (B) (3) of
the Sixth Directive.
Margin scheme
The Sixth Directive applies special rules (hereinafter referred to as the ‘margin scheme’) to
second-hand goods, works of art, collectors’ items and antiques effected by taxable dealers if
those goods were supplied to the dealer otherwise than by way of taxable supply. The margin
scheme is also applied in the case of travel agents. The Estonian VAT act also contains spe-

amount. Article 11 (A) (1) (c) of the Sixth Directive provides that in respect of use of services for nonbusiness purposes the full cost to the taxable person of providing the services is applied as a taxable
amount.
1362
See Article 11 (A) (1) (d) of the Sixth Directive.
1363
See Article 11(2) of the Sixth Directive.
1364
Article 11(3)(c) of the Sixth Directive stipulates that the taxable amount must not include ‘… the
amounts received by a taxable person from his purchaser or customer as repayment for expenses paid
out in the name and for the account of the latter and which are entered in his books in a suspense account. The taxable person must furnish proof of the actual amount of this expenditure and may not
deduct any tax which may have been charged on these transactions.’
1365
§15(1¹) of the Estonian VAT act stipulates that the other expenses referred to above must also be
included in the taxable amount where they result from transport to another place of destination within
the territory of Estonia if that place is known when the chargeable event occurs.
1366
§15(1¹) of the Estonian VAT act stipulates that ‘first place of destination within the customs territory of Estonia’ means the place mentioned on the consignment note or any other document by
means of which the goods are imported. In the absence of such an indication, the first place of destination is considered to be the place of the first transfer of cargo in the customs territory of Estonia.
1367
§15(5) of the Estonian VAT act stipulates that the tax established by the Estonian VAT Act is
not included in the taxable amount of imported goods.
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cial rules applicable to second-hand goods, works of art, collectors’ items and antiques1368 as
well as to services of travel agents1369. See also section 7.3.2.10 about those margin schemes.
7.2.1.2.7

Exemptions

The Estonian VAT act makes a distinction between domestic exemptions and exemptions on
importation. In the case of domestic exemptions no right of deduction arises. By contrast, the
exemptions on importation and exportation are accompanied with a right of deduction, therefore, these transactions are, in effect, zero-rated.1370 These principles correspond to the Sixth
Directive.
Domestic exemptions
§18 of the Estonian VAT act distinguishes between two categories of exemptions: §18(1)
deals with the goods and services of a social nature, and §18(2) with other goods and services. The former list1371 does not include several activities which must be exempted according to Article 13(A) of the Sixth Directive. For example, activities stipulated in Article 13(A)
(1) (f)1372, Article 13(A) (1) (k)1373, Article 13(A) (1) (n)1374, and Article 13(A) (1) (o)1375.1376
1368

In the case of resale of second-hand goods, original works of art, collectors’ items or antiques the
taxable amount can be considered the difference between the selling price and purchase price of the
goods. The ‘margin scheme’ can also be applied to importation of original works of art, collectors’
items or antiques; and acquisition of original works of art sold to the taxable person by the author or
the holder of the copyright. However, taxable persons may also opt for application of the general procedure for calculation of taxable amount. Derogation from this ‘margin scheme’ is introduced by §35,
namely, for sales by public auction (see section 1.3.2.6). This derogation is in line with Article 26a(C)
of the Sixth Directive, which provides that Member States may use the special taxable amount of supplies of second-hand goods, works of art, collectors’ items or antiques effected by an organiser of
sales by public auction, acting in his own name, pursuant to a contract under which commission is
payable on the sale of those goods by public auction.
1369
§33 of the Estonian VAT act provides that in the case of travel agents the taxable amount is
travel agent’s margin, namely, the difference between the total amount to be paid by the traveller, exclusive of value added tax, and the actual cost to the travel agent of supplies and services provided by
other taxable persons where these transactions are for the direct benefit of the traveller.
1370
According to Estonian VAT act exportation of goods and services are considered taxable supplies that are taxed at zero-rate not exempt supplies. See Article 17 of the Estonian VAT act.
1371
See section 1.3.2.7 for that list.
1372
This subparagraph provides for exemption of services supplied by independent groups of persons
whose activities are exempt from or are not subject to VAT, for the purpose of rendering their members the services directly necessary for the exercise of their activity, where these groups merely claim
from their members exact reimbursement of their share of the joint expenses, provided that such exemption is not likely to produce distortion of competition.
1373
This subparagraph provides for exemption of certain supplies of staff by religious or philosophical institutions.
1374
This subparagraph provides for exemption of certain cultural services and goods closely linked
thereto supplied by bodies governed by public law or by other cultural bodies recognized by the
Member State concerned.
1375
This subparagraph provides for exemption of the supply of services and goods by organizations
whose activities are exempt in connection with fund-raising events organized exclusively for their
own benefit provided that exemption is not likely to cause distortion of competition. Member States
may introduce any necessary restrictions in particular as regards the number of events or the amount
of receipts which give entitlement to exemption.
1376
Article 13(A) (1) (q) also provides for exemption of activities of public radio and television bodies other than those of a commercial nature. However, according to Article 28 (3) (a) and Annex E of
the Sixth Directive Member States may continue to subject those activities to VAT during the transitional period.
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In the case of exemption of certain non-profit activities1377 the Estonian VAT act does not
contain the condition as does Article 13(A) (1) (l) of the Sixth Directive that such exemption
should not cause distortion of competition.
§18 (2) 4) of the Estonian VAT act also provides for an exemption in the cases of goods the
input VAT for which is not subject to deduction. The Sixth Directive does not provide for
such an exemption but for an exemption on supplies of goods used wholly for an exempt
activity when these goods have not given rise to the right to deduction, or of goods on the
acquisition or production of which VAT did not become deductible.
In regard to the exemption on supply of immovable property it has to be pointed out that according to the Estonian VAT act the sale and rental of immovable property is exempted.1378
Under the Sixth Directive the sale and rental of immovable property also is, as a general rule,
exempted, however, new residential construction as well as alteration and maintenance of
existing buildings, are taxable1379. The Estonian rule, which does not provide for taxation in
case of new residential construction as well as alteration and maintenance of existing buildings, is in breach of the Sixth Directive.
§18 (3) of the Estonian VAT act provides that taxable persons may opt for taxation in case of
leasing or letting of immovable property; supply of immovable property; services provided
by credit or financial institutions; and investment gold1380. The Sixth Directive does not allow Member States to provide a right of option for taxation in the cases of the supply before
first occupation of buildings or parts of buildings and the land on which they stand and the
supply of building land.1381 The Estonian VAT act should exclude those supplies of immovable property from transactions in the cases of which taxpayers can opt for taxation.
Exemptions on importation
§19 of the Estonian VAT act, which provides that the same exemptions that apply for domestic goods and services are also applied for importation, is in line with the Sixth Directive.
Intra-Community acquisitions
Upon accession Estonia should also apply for intra-Community acquisitions the same exemptions as for domestic supplies.
7.2.1.2.8

Deduction of input-VAT

Article 17(1) of the Sixth Directive provides that the right for input tax deduction (or credit)
arises at the time when the deductible tax becomes chargeable1382, i.e. at the same time as the
1377

Services provided free of charge by a non-profit association to its members. See §18 (1) 3) of the
Estonian VAT act.
1378
With the possibility to opt for taxation. See §18 (3) 2) of the Estonian VAT act.
1379
With a possibility for Member States to allow taxpayers a right of option for taxation. See Article
13 (C) of the Sixth Directive.
1380
On the condition that investment gold has been transferred to a registered taxable person by a
registered taxable person who in the business thereof normally supplies gold for industrial purposes or
by a registered taxable person who produces investment gold or transforms any gold into investment
gold, and services relating to such supply, provided by an agent acting in the name and for the account
of another person.
1381
See Article 13 of the Sixth Directive.
1382
The chargeable event, that is the event by occurrence of which the tax authority becomes entitled
to claim the tax from the person liable to pay, takes place at a moment when the goods are delivered
or the services are performed (Articles 10(1) and 10(2) of the Sixth Directive). However, if a payment
is due before the goods are delivered or the services are performed, the tax becomes chargeable on
receipt of the payment and on the amount received (Article 10(2)). See also section 3.2.8.
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VAT on the purchase of the input becomes due (when the input tax is invoiced by another
entrepreneur or when the goods are delivered or the services are performed, or when the
payment is received). The Estonian VAT act does not state explicitly when the right for input
tax credit arises. However, from the Estonian VAT act it can be concluded that it arises at the
time when the goods or services as well as invoice are received.1383 The Estonian VAT act
should state explicitly that the right for deduction arises at the moment when the deductible
tax becomes chargeable or contain the provision that if a payment is due before the goods or
services are received from another registered taxable person, the right for input tax credit
arises when the input tax is invoiced by another entrepreneur or when the payment is received.
The main principles of the Estonian VAT act which have to be met in order to exercise the
right to deduct input VAT are in line with the Sixth Directive: a taxable person is entitled to
deduct from the tax, which he is liable to pay in respect of his supplies the tax invoiced to
him by another taxable person. However, the Estonian VAT act stipulates that the right to
deduct the input VAT is restricted to goods and services used for the purposes of business.1384 This provision does not exactly correspond to Article 17(2) of the Sixth Directive
which provides that the right to deduction or refund of the VAT is restricted to goods and
services used for the purposes of taxable transactions because the latter transactions do not
include exempt supplies but include non-business use and self-supply. Estonia also has to
add the provision into the VAT act that provides for the right to deduct the tax invoiced to a
taxable person on acquired goods. The Estonian VAT act should also include the rules of the
Eighth and Thirteenth Directives, which provide the arrangements for refund of VAT to taxable persons not established in the territory of the country.1385
The Estonian VAT act also provides for partial deduction in the cases where a registered taxable person uses goods or services both for the purposes of taxable supply and supply exempt from tax. §23(1) of the Estonian VAT act provides that if a registered taxable person
uses goods or services both for the purposes of taxable supply and supply exempt from tax,
input VAT is partially deducted from the calculated VAT. Partial deduction is based on the
proportion of the taxable supply, excluding imports of goods and services, of a taxable person to the total amount of the total supply effected by the person in Estonia and the supply of
services provided outside Estonia and considered under export of services. This provision is
in line with EU law.
7.2.1.2.9

Persons liable for payment of the tax

The provisions of the Estonian VAT act correspond with provisions of the Sixth Directive
(see also sections 1.3.2.9 and 3.2.9). However, Estonia has to include the provision in the
VAT act that any person who makes a taxable intra-Community acquisition of goods is liable for the payment of the VAT due. In addition, the person who acquires new means of
transport from another Member States must be made liable for the payment of the VAT upon
1383

§22 (1) of the Estonian VAT act stipulates that upon the receipt of goods or services from another registered taxable person, input value added tax must be deducted on the basis of an original
invoice meeting the requirements of the Estonian VAT act.
1384
See § 20 (3) of the Estonian VAT act which provides the following: ‘Input value added tax is:
• value added tax to be paid on goods or services which a registered taxable person acquires or
receives from another registered taxable person and uses for the purposes of business;
• value added tax calculated by the taxable person on the taxable value of services imported for
the purposes of business or paid on goods imported for the purposes of business.’
1385
The Eighth Directive lays down detailed arrangements for the refund of VAT paid in a Member
State by taxable persons established in another Member State and the Thirteenth Directive provides
the arrangements for the refund if taxable persons are established outside the Community. See also
section 3.2.8.
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accession. In addition, Article 21 (1) (a) of the Sixth Directive provides that in the case of
intra-Community acquisitions, the Member State may designate another person to be liable
for the payment of the VAT, e.g. a tax representative. Furthermore, the same provision stipulates that the Member State may also provide that someone other than the taxable person is
held jointly and severally liable for payment of the tax. Estonia may include those provisions
in its VAT legislation.
Liability on importation
The Estonian VAT act provides that a person who is a debtor in respect of VAT within the
meaning of the Customs Code of Estonia is liable to pay the VAT due on importation. However, the Community Customs Code will be applicable upon the accession.
7.2.1.2.10 Special schemes
Special scheme applied for transfer of right to cut standing crop and for timber and related
services1386 is not in line with the Sixth Directive and should be abolished upon accession.
Other special schemes (those applied for second-hand goods, works of art, collectors’ items
and antiques, for travel agents, and for investment gold) are in line with the Sixth Directive.
Estonia should also include the special scheme applicable to e-commerce and broadcasting
services introduced by the Directive 2002/38/EC1387.1388
7.2.1.2.11 Administrative obligations
Compulsory registration
Estonia applies EUR 16 025 (EEK 250 000) turnover limit for compulsory registration of
VAT taxable persons.1389 Enterprises with a turnover below that threshold are considered
outside the scope for the application of VAT, unless they voluntarily register. According to
Article 24(2) of the Sixth Directive Member States may apply an exemption from tax to taxable persons whose annual turnover is equal to or higher than EUR 5 000. The agreement on
EU accession granted Estonia a permanent derogation allowing small and medium sized enterprises whose annual turnover is less than EEK 250 000 not to be registered for VAT.1390

1386

See section 1.3.2.10.
Council Directive 2002/38/EC of 7 May 2002 amending and amending temporarily Directive
77/388/EEC as regards the value added tax arrangements applicable to radio and television broadcasting services and certain electronically supplied services, published in the OJ L 128/41 of 15 May
2002.
1388
See section 3.2.11 for the special rules applicable to e-commerce and broadcasting services.
1389
See § 9 of the Estonian VAT act.
1390
In it position paper to EU membership negotiations Estonia explained that ‘… the likely economic impact of harmonisation with acquis requirements would be that the lower registration threshold of VAT would endanger VAT revenue by increasing the number of potential VAT refund claims.
VAT collected from undertakings whose annual turnover is between EUR 5000 and EUR 16 025
would be relatively small compared to input VAT and the collected VAT should often be returned to
the taxable person. Due to lower threshold a great number of small and medium sized undertakings,
private entrepreneur, non-profit organisations, foundations and state-owned undertakings would become taxable persons, while having little experience in accounting and therefore with the possibility
of making mistakes in their declarations. The manual accounting commonly used by small and medium sized undertakings would give rise to calculation mistakes or even tax avoidance, which would
be difficult to detect by the tax authorities. The control procedures would then increase the administrative expenditure. Lower threshold would also increase the workload of tax authorities remarkably,
since there is a need to process additional number of declarations and instruct inexperienced new taxpayers in their VAT accounting. The result would be increased administrative expenditure, decreased
tax revenue due to refunds of the excess amounts VAT paid and tax avoidance.’
1387
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Submitting a return
Upon accession the control at the borders within the EU will be replaced by a VAT information exchange system (VIES), which requires taxable persons to file quarterly reports of intra-Community supplies (EC sales lists). The Sixth Directive provides that Member States
must, subject to conditions that they lay down, allow the taxable person to make such returns
by electronic means, and may also require that electronic means are used. In Estonia it is already possible to submit tax returns by electronic means.
Other administrative obligations
Other administrative obligations provided in the Sixth Directive, including the possibility to
register by electronic means, to use electronic invoicing and storage, to submit yearly statements as well as Intrastat reports by electronic means (see section 3.2.12), have to be included in the Estonian VAT legislation.
7.2.1.3

Tax rates

Estonia applies a standard VAT rate of 18 percent on most goods and services. This standard
rate meets EU requirement that the standard rate of VAT may not be less than 15 per cent.
The reduced VAT rates currently effective in Estonia1391 are not exactly in line with the
Sixth Directive. Article 12 of the Sixth Directive introduces limitations of the number of different VAT rates and minimum level of reduced rates for VAT. Member States may apply
up to two reduced rates on specified categories of goods and services, neither of which may
be lower than 5%.1392 The goods and services to which reduced rates of VAT can be applied
are listed in Annex H to the Sixth Directive. A zero rate of VAT (exemption from VAT with
a right to deduct input VAT) is allowed only in the cases of exportation, importation and intra-Community supplies and acquisitions. Thus, Estonia has to abolish zero rates currently
applied on electricity generated by wind, and hydro-electricity; periodicals sold under a subscription; and textbooks and workbooks for basic schools and gymnasiums upon accession.
The Estonian VAT act already contains the provision that as of Estonia’s accession to the
European Union, the rate of VAT on periodicals sold under a subscription, and textbooks
and workbooks for basic schools and gymnasiums shall be 5 per cent.1393
During EU accession negotiations Estonia requested a transitional period until 31 December
2006 in order to retain the zero-rate of VAT on electricity generated by wind and hydroelectricity, however, the transition period was not granted.1394 Thus Estonia has to apply a
standard rate of 18% on electricity generated by wind and hydro-electricity upon accession.
Furthermore, Estonia applies a reduced rate on heat sold to individuals, housing associations,
apartment associations, churches, congregations or bodies or organisations financed from the
state, rural municipality or city budget, and peat, fuel briquettes, coal or firewood sold to individuals, which is not in line with Article 12 (3) (a) and Annex H of the Directive. However, Estonia was granted a transitional period until 30 June 2007 to apply a reduced VAT
rate (5%). After expiry of the transitional period the standard rate must be applied.
Conclusion
In important aspects the act follows the Sixth Directive, however, the VAT act is not in complete alignment with the rules of the EU VAT legislation.
1391

See section 1.3.3.
Article 12(3)(a) of the Sixth Directive.
1393
See § 17 (7) of the Estonian VAT act.
1394
In its negotiating position CONF-EE 12/01 the EU reiterates that it cannot accept Estonian request since the common VAT system requires that a single rate is applied to the same product and
electricity cannot be treated differently according to its method of generation.
1392
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7.2.2 Income taxes
Provisions of the Estonian Income Tax Act that violate EU law
In this section Estonian income tax legislation (Income Tax Act as well as some other relevant laws) are assessed from a perspective of whether the legislative provisions are in accordance with EU law.
7.2.2.1
7.2.2.1.1

Taxation of individuals
Taxation of dividends received by individuals

Estonian tax system differentiates between foreign and domestic dividends received by individuals. Dividends received by individuals from residents (including permanent establishments of non-residents) are exempted from tax while dividends received from non-residents
are subject to income tax.1395 Thus, resident individuals are granted an exemption from income tax on profit distributions received from resident companies but not from non-resident
companies including those of the EU Member States which is restriction to free movement
of capital and freedom of establishment forbidden under EC Treaty.
The Verkooijen case1396 dealt with the issue whether or not the unfavourable effects of national tax systems, which only apply tax benefits for domestic shares, are in accordance with
Community law. From ECJ judgement in Verkooijen it can be concluded that national tax
systems, which provide a disincentive to cross-border activity or investment might be contrary to the EC Treaty provisions on the four basic freedoms.1397
In the Verkooijen case, the Dutch national provision at issue (namely, the dividend exemption1398) was similar to that in force in Estonia.1399 Verkooijen concerned a legislative provision of the Netherlands which made the grant of an exemption from the income tax payable
on dividends paid to individuals who were shareholders subject to the condition that those
dividends were paid by a company whose seat was in the Netherlands. The ECJ held that the
Dutch dividend exemption constituted a restriction on capital movements prohibited by
Community legislation.
In the Verkooijen case, six grounds of justification were submitted to justify the discriminatory tax rule. Firstly, the Netherlands Government argued that the provision at issue falls
within the scope of express derogation to the prohibition of any restriction of capital movements laid down in Article 56 of the EC Treaty. Derogation to free movement of capital is
provided by Article 58(1) of the Treaty.1400 1401 The Netherlands Government argued that
1395

Income Tax Act provides possibility for avoidance of double taxation of dividends received from
non-residents. § 45(1) stipulates that if a resident taxpayer has derived income from abroad during a
tax period, income tax paid or withheld on such income abroad is deducted from the income tax to be
paid.
1396
See section 4.2.2 where the Verkooijen case is discussed.
1397
See paragraphs 34-36 of the Verkooijen judgement.
1398
The shareholder subject to Netherlands income tax was exempt from tax if he received dividends
of an amount which did not exceed NLG 1 000 (the sum of NLG 1 000 was increased to NLG 2 000
for any taxpayer to whom his spouse’s income was attributed).
1399
There is one important difference between the Estonian dividend exemption and the Dutch (former) dividend exemption that was under consideration in Verkooijen. The difference concerns the
extent of exemption: in Holland the dividends were exempted at personal level if they did not exceed
NLG 1000 or 2000. In Estonia no such limitation exists.
1400
Article 58(1)(a) and (b) grants Member States the right ‘to apply the relevant provisions of their
tax law which distinguish between taxpayers who are not in the same situation with regard to their
place of residence or with regard to the place where their capital is invested’ and ‘to take all requisite
measures to prevent infringements of national law and regulations, in particular in the field of taxation

309

Comparison of tax policy of Estonia with that of the EU

that provision granted Member States the right to apply the tax provisions which distinguish
between taxpayers who are not in the same situation with regard to their place of residence
or with regard to the place where their capital is invested1402 and, thus, that a legislative provision at issue in Verkooijen was not contrary to Community law.1403
The ECJ, however, was not convinced. It noted that the case law of the ECJ already provided
the possibility for Member States to establish certain distinctions based, in particular, on the
residence of taxpayers1404, provided that they applied to situations which were not objectively comparable (the ECJ referred to the Schumacker case) or could be justified by overriding reasons in the general interest, in particular in relation to the cohesion of the tax system
(the Bachmann case and the Commission v Belgium case).1405 The ECJ added that in any
event Article 58(3) of the Treaty states specifically that the national provisions referred to by
Article 58(1) should not constitute a means of arbitrary discrimination or a disguised restriction on the free movement of capital and payments. Thus, the ECJ did not accept that the
restrictive tax provision could be justified by the derogation provided by Article 58(1) of the
Treaty.
Terra and Wattel (2001, pp. 19-20) comment referring to the case law of the ECJ that Article
58 does not add to the possibilities which Member States already have to justify discriminatory measure because Member States have to meet the restriction set by Article 58(3).1406
Although Article 58(1) legitimizes, to a certain extent, different tax treatment of resident and
non-resident taxpayers, and of domestic and foreign-source investment income1407, the rulings of the ECJ in cases such as Verkooijen show that this kind of different treatment of domestic and foreign dividends is forbidden under the EC Treaty if no acceptable justification
is provided to the ECJ. So far none of the restrictive tax measures has been accepted by the
ECJ on the ground of Article 58 and most probably the Estonian restrictive tax provision will
not be accepted on that ground.
The other five grounds of justification submitted in Verkooijen had in common that they
were not mentioned in the EC Treaty and could therefore be recognised as possible justifications, if at all, only if they were overriding requirements in the general interest.
Firstly, the restriction was justified by the need to preserve the cohesion of the Netherlands
tax system.1408 The ECJ did not accept the cohesion defence in Verkooijen by stating that no
such direct link as in Bachmann existed between the grant to shareholders residing in the
Netherlands of income tax exemption in respect of dividends received and taxation of the
and the prudential supervision of financial institutions, or to lay down procedures for the declaration
of capital movements for purposes of administrative or statistical information, or to take measures
which are justified on grounds of public policy or public security.’ However, Article 58(3) adds that
such different treatment ‘[…] shall not constitute a means of arbitrary discrimination or a disguised
restriction on the free movement of capital and payments as defined in Article 56.
1401
Terra and Wattel (2001) comment that an introduction of Article 58 in the EC Treaty probably
served to retain sovereignty as regards direct taxation and to minimize the scope of the ECJ judgments
(i.e. those in Avoir Fiscal and Biehl), which required Member States to extend tax benefits for residents also to non-residents. Terra and Wattel (2001), p. 19.
1402
Paragraph 38 of the Verkooijen judgment.
1403
Paragraph 41 of the Verkooijen judgment.
1404
Although, in Verkooijen the residence of the company from whom taxpayers received the dividends was at issue.
1405
Paragraph 43 of the judgment.
1406
As was already noted, the ECJ also stated in Verkooijen that Member States have the possibility
(recognized first in Schumacker and Bachmann) to distinguish between residents and non-residents
and between internal and cross-border situations, provided there is a good justification for such distinction.
1407
At least as far as income from capital is concerned. See Terra and Wattel (2001), pp. 18-19.
1408
Paragraph 49 of the judgment.
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profits of companies with their seat in another Member State.1409 The ECJ argued that they
were two separate taxes levied on different taxpayers.1410
Secondly, the United Kingdom Government submitted that a legislative provision such as the
one at issue in Verkooijen might be objectively justified by the intention to promote the
economy of the country by encouraging investment by individuals in companies with their
seat in the Netherlands.1411 However, the ECJ pointed out that, according to settled caselaw1412, aims of a purely economic nature cannot constitute an overriding reason in the general interest justifying a restriction of a fundamental freedom guaranteed by the Treaty.1413
Thirdly, the Netherlands Government argued that to apply the dividend exemption to taxpayers who are shareholders in companies with their seat in other Member States would enable
such taxpayers to secure a twofold advantage since they could enjoy tax reliefs both in the
Member State in which the dividend was paid and in the Member State where it was re-

1409

In his first opinion Advocate General La Pergola argued that the Dutch tax provision at issue in
Verkooijen, although constituting an obstacle to free movement of capital and freedom of establishment was justified by the necessity of preserving the cohesion of the Netherlands tax system. While
the Advocate General recognised that there was in this case an obstacle to free movement of capital
and freedom of establishment, he concluded in his first Opinion that restricting the exemption to individuals who received dividends from companies established in the Netherlands did not infringe Community law. In his opinion it was a solution justified by the necessity of preserving the cohesion of the
Netherlands tax system. He argued that because the purpose of the dividend exemption was to mitigate domestic double taxation, the cohesion of the Dutch tax system would be at risk if the scope of
the dividend exemption was extended to dividends received on foreign shares. However, the opinion
of the Advocate General was based on misunderstanding of the Dutch legal system. The Advocate
General noted in its first opinion that dividends tax already received could not be credited against income tax. This conclusion was incorrect because according to the Dutch Income Tax Act the dividends were exempt from Dutch income tax and the dividend withholding tax levied in the Netherlands
could be credited against an individual’s Dutch income tax liability or else the dividend withholding
tax would be refunded). Thus, the Dutch dividend exemption resulted in a complete exemption of
dividends: no dividend withholding tax (creditable or refundable) and no Dutch income tax was levied. (See Weber (1999), pp. 283-284). The Advocate General admitted his misunderstanding of the
Dutch tax legislation in his second opinion in which he stated that he had given his first Opinion at the
time on the premiss that at the point at which the income tax of individuals was assessed, there was in
the Netherlands no provision for the deduction of the amount of the dividend tax levied at source on
dividends paid by companies established in the Netherlands. (See paragraph 2 of the Opinion of Mr
Advocate General La Pergola delivered on 14 December 1999). The Advocate General noted that on
the basis of the additional information it appeared that the tax legislation of the Netherlands provided
that, when income tax on the aggregate income of individuals was assessed, the amount deducted
from dividends when the dividend tax was levied was taken into account. The Advocate General argues that the double taxation did not therefore exist other than in an economic sense, that is, resulting
from a first levy of the tax on profits accruing to the companies distributing dividends and a second
levy - when the income tax of individuals was assessed - on the same profits when they were distributed in the form of dividends to the shareholder. According to the view of the Advocate General those
two involve two separate taxes - one on company profits, the other on the income of individuals, to
which the exemption applies - concerning two separate persons, the company distributing dividends
and the recipient shareholder. The Advocate General argued that in Verkooijen the direct link identified by the Court in Bachmann on the basis of strict criteria did not apply.
1410
Paragraph 56 – 58 of the judgment.
1411
Paragraph 47 of the judgment.
1412
Case C-120/95 (Decker v Caisse de Maladie des Employés Privés), paragraph 39, and Case C158/96 (Kohll v Union des Caisses de Maladie), paragraph 41.
1413
Paragraph 48 of the judgment.
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ceived.1414 The ECJ, however, stated that unfavourable tax treatment contrary to a fundamental freedom could not be justified by the existence of offsetting advantages.
Fourthly, the Netherlands Government submitted that extending dividend exemption to dividends received on foreign shares would automatically entail a loss of revenue for the Netherlands tax authorities in that they would not receive any tax on the profits of the companies
distributing dividends. The ECJ held that the restriction on capital movements could not be
justified by the necessity to prevent a reduction of tax revenue.1415
Finally, it was argued that if the Netherlands tax authorities were to grant an exemption for
dividends on shares in a company established outside the Netherlands, such dividends would
entirely escape taxation in the Netherlands.1416 However, the ECJ stated that such dividends
did not systematically escape Netherlands taxation as a result of exemption of dividends; that
was the case only if the shareholder subject to Netherlands income tax received from a company established in another Member State dividends of an amount which did not exceed the
exempted NLG 1 000 or 2 000.1417
Thus the ECJ concluded that the restriction on capital movements might also not be justified
on the grounds of general interest.
Can Estonian dividend exemption be justified by overriding requirements in the general interest?
Avoidance of double taxation
It can be argued that Estonia is avoiding double taxation of dividends by exempting the dividends at individual shareholder level. If the dividend exemption at individual shareholder
level would not be applied, the dividends would be subject to double taxation: first at corporate level and then at individual shareholder level. Thus, it can be argued that Estonia is
avoiding double taxation by exempting taxation of dividends at shareholder level because the
tax is already levied at corporate level.
According to the current Income Tax Act1418, double taxation of dividends received by Estonian residents (both natural and legal persons) from non-residents is avoided if the dividends
had been subject to taxation in a foreign country who levies tax rate which is lower or equal
to that levied in Estonia.1419 Thus, there still exists discrimination of foreign dividends compared to domestic dividends, as the latter are exempted from taxation while the former are
subject to ordinary credit. Moreover, in case of foreign dividends received by individuals,
the tax paid on underlying profits is not taken into account.1420
1414

Paragraph 54 of the judgment.
See paragraph 52 and 59 of the judgment.
1416
Paragraph 53 of the judgment.
1417
Paragraph 60 of the judgment.
1418
§ 45 of the Income Tax Act.
1419
Estonia is using credit method for the prevention of double taxation of income derived from
abroad. According to this method all foreign source income is taxed in residence country, however, a
taxpayer may deduct the tax paid on foreign source income from domestic tax liability. As a result,
residence country levies the difference between tax levels of a residence country and a source country.
The credit method is applied asymmetrically: no refund is provided if tax level is higher in a foreign
country than in Estonia. Thus, international double taxation is avoided in case of foreign dividends if
tax level in the foreign country is lower than that in Estonia or equal to that in Estonia.
1420
If a resident company has received dividends from a non-resident company, the recipient of dividends may deduct the income tax withheld from such dividends abroad from the income tax on distributed profits. If the resident company who has received dividends owns, at the time of payment of
the dividends, at least 20 per cent of the shares or votes of the non-resident company which paid the
dividends, the recipient of the dividends may deduct also the income tax paid on the share of profit
abroad which was the basis for the dividends in addition to the income tax withheld from the divi1415
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It follows that there is no excuse why exemption should not be extended to dividends received by shareholders resident in Estonia from companies established in other Member
States because upon accession Estonia must recognize foreign corporation tax as just as creditable as domestic corporation tax on the profits out of which the dividends were paid and
must recognize foreign dividends as equivalent to domestic dividends.1421 Although Estonia
is in fact avoiding double taxation if dividends are received from domestic companies as
such dividends have already been subject to withholding tax at corporate level, there is no
justification for not allowing such an exemption in case of foreign dividends.
Coherence defence
Can the Estonian dividend exemption be justified by the coherence defence and meet the
criteria of the ECJ identified in Bachmann and specified in later case law?
From Verkooijen and Baars it can be concluded that Member States cannot argue that fiscal
cohesion justifies them refusing tax exemption for foreign dividends on the grounds that foreign dividends are paid out of profits which have not borne domestic corporation tax. A
Member State must take account of the liability of such non-residents to pay comparable
taxes in their Member State of residence.
In Bachmann, the Member State was allowed to base the cohesion of its tax system on a
principle of correlation between the deductibility of contributions and taxation of later benefits. The Advocate General in his Opinion in Verkooijen describes criteria established for
coherence justification as prescribing ‘… that the legislature concerned must establish a specific link between the exemption, the tax deduction, and the subjection to tax, offsetting one
of these fiscal choices against the other so that the tax authorities can tax one and the same
person at different times or in different ways, but always in respect of the same taxable assets
or income and always in order to ensure that each taxpayer is treated in a consistent manner.’
From rulings of the ECJ in Verkooijen and Baars it can be concluded that the link between
tax deferral and later taxation must be present within the same tax and with the same taxpayer, or within the same contract.
The ECJ did not accept the cohesion defence in Verkooijen by stating that no such direct link
as in Bachmann existed between the grant to shareholders residing in the Netherlands of income tax exemption in respect of dividends received and taxation of the profits of companies
with their seat in another Member State. The same applies in the case of the Estonian dividend taxation: foreign dividends are not exempted whether they are subject to income tax in
the other country or not. In addition, analogically with the ECJ in Verkooijen it can be argued that Estonian dividend tax is levied at different taxpayers: the company distributing
dividends and the recipient shareholder.1422 They involve two separate taxes - one on distributed company profits, the other on the income of individuals, to which the exemption applies. It can be argued that the Estonian dividend exemption if it were referred for preliminary ruling would probably not be accepted by the ECJ on ground of necessity to protect the
coherence of the tax system.
A diminution of revenue
One argument of defence in the Verkooijen case, namely, that extending dividend exemption
to dividends received on foreign shares would create the situation that such dividends would
entirely escape domestic taxation, is relevant in case of Estonia and can possibly justify redends from the income tax on distributed profits. The amount of deduction may not exceed 26/74 of
the amount of dividends paid by the non-resident. See § 54(5) of the Income Tax Act.
1421
See Terra and Wattel (2001), p. 73.
1422
Although, who bears the final tax burden (the question of tax incidence) is another issue. In a
small, open economy any tax on companies is simply passed on to the immobile tax base, i.e. labour
income and consumption.
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striction to free movement in Estonia because exemption from tax on dividends received
from a resident company is applied without any limitations and thus it cannot be argued as
the ECJ did in Verkooijen that the dividends from non-resident companies would escape
taxation in the Member State of receiver only if they did not exceed the exempted amount. In
Estonia, no limitation to tax exemption exists. It follows that dividends received on foreign
shares by Estonian individuals would entirely escape taxation in Estonia if foreign dividends
were granted the same exemption which is currently applicable to dividends paid by resident
entities. However, the ECJ has never accepted this argument (that the restrictive tax measure
is necessary to avoid the situation that income would entirely escape domestic taxation) in its
judgments. Advocate General Fennelly notes in its opinion in Metallgesellschaft that a mere
diminution in the tax revenues of the host Member State cannot justify a refusal to extend a
particular benefit to non-resident companies. In accordance with settled case law of the ECJ,
the possibility of a reduction of domestic tax revenue cannot be regarded as a matter of overriding general interest which may be relied upon in order to justify a treatment that is in principle incompatible with EU law. Therefore, the possibility of a reduction of revenue cannot
justify the restriction on the freedom of establishment and capital caused by § 18(1) of the
Income Tax Act of Estonia.
Tax avoidance justification
It is also doubtful whether the ECJ would accept the tax avoidance justification. Although
prevention of abuse has been accepted as a justification for national legislation that violates
Community law in non-tax cases1423 and has also been recognized in abstracto in tax
cases,1424 it to date has not been accepted in concreto by the ECJ as a justification for restrictive national tax measures. In ICI,1425 the United Kingdom argued that the restrictive tax provision was designed to reduce the risk of tax avoidance and abuse.1426 The ECJ, however, did
not accept this reasoning and held that the tax legislation at issue did not have the only purpose of preventing wholly artificial arrangements, but applied generally to certain situations.1427 The ECJ, furthermore, stated in its ICI judgment that the fact that a company is
having its seat in another Member State does not, of itself, necessarily entail tax avoidance,
since that company will in any event be subject to the tax legislation of the other Member
State.1428 It may be inferred from the judgments by the ECJ such as those in Emsland-Stärke,
ICI, Leur-Bloem, Lankhorst-Hohorst and the recent Hughes de Lasteyrie case that the Court
may in principle accept restrictive anti-abuse measures but only if the tax measure at issue
has the specific purpose of preventing wholly artificial arrangements.1429
Effectiveness of fiscal supervision
The effectiveness of fiscal supervision only constituted a justification accepted by the ECJ in
one single case,1430 although it has been invoked by Member States again and again in several cases. Given that a justification also is subject to proportionality requirement, all the indications are that Estonian dividend exemption infringes EU law.

1423

See Case C-110/99 (Emsland-Stärke), paragraphs 52 - 53 of the judgment.
Case C-264/96 (ICI), paragraph 26 of the judgment.
1425
Case C-264/96.
1426
See paragraph 25 of the judgment.
1427
The ECJ, furthermore, stated that the establishment of a group’s subsidiaries in other Member
States does not, of itself, necessarily entail tax avoidance. See paragraph 25 and 26 of ECJ judgment
in ICI.
1428
See paragraph 26 of the judgment.
1429
See also section 4.2.3 where the issue of abuse is discussed in greater detail.
1430
Case C-250/95 (Futura) (paragraph 31 of the judgment).
1424
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7.2.2.1.2

Taxation of pensions

Contributions to the pension funds
A resident individual has the right to deduct from his/her income the contributions to a mandatory funded pension withheld on the basis of the Funded Pensions Act. In addition, a resident individual has the right to deduct the following from the income: (1) that part of the insurance premiums paid under an insurance contract for a supplementary funded pension
which meets the conditions of § 152 of the Funded Pensions Act, the purpose of which is to
ensure payment of the insured sum as a pension; (2) amounts paid to acquire units of a voluntary pension fund established in accordance with the procedure prescribed in the Funded
Pensions Act.
Those tax provisions are incompatible with the EC Treaty because:
•
only contributions made to resident companies are deductible1431;
•
only contributions made by resident individuals are deductible.
Deductibility of contributions made to non-resident companies
The recent EU developments
At present, EU investors often find their choice restricted by national governments imposing
higher taxes on foreign funds. Very few steps have been taken to bring about the single market for pension funds in the EU. There has been no positive harmonization (legislative acts
by Community institutions) related to pensions. Some negative harmonization has been accomplished by the case law of the ECJ.1432
According to ECJ rulings in Commission v Belgium1433, Bachmann1434, Danner1435 and Scandia1436 tax rules which provide tax benefits for pension and insurance premiums paid to resident institutions but refuse such benefits to pension and insurance premiums paid to nonresident institutions are running against the rules of the EC Treaty, unless they are necessary
for protecting the integrity of the national tax system and proportional.1437
In the cases Commission v Belgium and Bachmann, the ECJ ruled that if a tax is necessary
for protecting the integrity of a Member State’s national tax system, it may be maintained, in
spite of its effects.1438 Both cases concerned the compatibility with Community law of the
Belgian tax law provisions pursuant to which the deductibility for income tax purposes of
certain insurance contributions is conditional on those contributions being paid in Belgium,
either to a Belgian undertaking or to the Belgian permanent establishment of a foreign undertaking. As a general rule, differential tax treatment of service providers of other Member
States in comparable situations as residents is not allowed. The ECJ recognises in Bachmann
1431

Income Tax Act provides that only pension premiums paid to qualifying resident pension funds
which are established according to the Funded Pensions Act are deductible. §27 of the Funded Pensions
Act provides that the provisions of the Investment Funds Act apply to pension funds, pension management companies and depositaries of pension funds. §5 of the Investment Funds Act stipulates that
the Act, except the provisions concerning Foreign Funds, applies to funds, management companies
and depositaries which are founded or established in Estonia and the seats of which are in Estonia. §9
of the Investment Funds Act stipulates that a company that manages a fund shall be entered in the
commercial register in Estonia and its seat shall be in Estonia.
1432
See section 4.2.2 where the ECJ´s case law on pension taxation as well as the latest action by the
Commission is discussed.
1433
Case C-300/90.
1434
Case C-204/90.
1435
Case C-136/00.
1436
Case C-422/01.
1437
In Futura, the ECJ also accepted the justification that the tax measure is necessary to ensure the
efficiency of fiscal supervision (see paragraph 31 of the judgment).
1438
See section 4.2.2.
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that the Belgian measure constitutes a restriction to the free movement, but stipulates that a
requirement that premiums are deductible only if paid to companies established in Belgium
is compatible with Article 49 if indispensable to achieve a public-interest objective such as
coherence of the tax system. The ECJ recognizes that under Belgian tax law, there is a direct
connection between the deductibility of premiums and the taxation of subsequent income: if
premiums are not deducted then future income is not taxed. In such a tax system the loss of
revenue resulting from the deduction of life assurance contributions from total taxable income - which includes pensions and insurance payable in the event of death - is offset by the
taxation of pensions, annuities or capital sums payable by the insurers. Where such contributions have not been deducted, those sums are exempt from tax. Therefore, coherence of Belgian tax system presupposes that, if insurance premiums are deductible, Belgium should be
able to tax the income paid out by the insurance undertakings.1439
However, the scope of the coherence defence was limited by the ECJ in later cases
(Wielockx1440, Svensson1441, ICI1442, Eurowings1443, Verkooijen1444, Baars1445, Metallgesellschaft1446, Danner1447, and Lankhorst-Hohorst1448). In its case law the ECJ has stressed that
Member States may rely on the need to preserve fiscal coherence only if there is a direct link
between any fiscal advantage and a corresponding disadvantage. From rulings of the ECJ in
Verkooijen and Baars it can be concluded that the link between tax deferral and later taxation
must be present within the same tax and with the same taxpayer, or within the same contract.
In addition, the ECJ has stipulated that cohesion argument must be viewed in the light of
European regulations, bilateral tax treaties and the possibilities of mutual assistance in tax
matters.
The Danner case1449 also dealt with a tax provision that precluded or restricted the deductibility for income tax purposes of voluntary pension insurance contributions paid to foreign
pension insurance institutions. The tax provision that was dealt in the Danner case is in
many respects similar to the tax provision effective in Estonia. Under Finnish Income Tax
Law pension insurance contributions to certain compulsory or statutory schemes were fully
deductible from taxable income. However, that rule did not apply to contributions to analogous foreign schemes: the contributions for voluntary pension insurance taken out with a
foreign insurance institution were not deductible but were later taxed in Finland.1450 The ECJ
in its judgment held that tax provision at issue restricted the freedom to provide services.1451
The ECJ stated, referring to the SAFIR case1452, that in view of the important role played by
the possibility of obtaining tax deduction, such tax legislation was liable to dissuade individuals from taking out voluntary pension insurance with institutions established in a Member State other than Finland and to dissuade those institutions from offering their services on
the Finnish market.1453 The ECJ stipulated that Finnish tax rules could not be justified on the
same grounds as in Bachmann since there was no direct connection between the deductibility
1439
1440
1441
1442
1443
1444
1445
1446
1447
1448
1449
1450
1451
1452
1453
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Case C-294/97.
Case C-35/98.
Case C-251/98.
Joined cases C-397/98 and C-410/98.
Case C-136/00.
Case C-324/00.
Case C-136/00.
See section 4.2 for more elaborate discussion of Danner case.
Paragraph 30 of the judgment.
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of insurance contributions and the taxation of sums payable by insurers.1454 Furthermore, the
ECJ stated referring to the Wielockx case that the principle of fiscal cohesion might not be
invoked to justify the refusal of a deduction since fiscal coherence was secured by a bilateral
convention concluded with another Member State. Consequent to the ECJ decision, it is clear
that the Finnish tax authorities must now allow a deductions based on voluntary pension contributions paid to a pension fund established in an EU country.
In light of the ECJ case law, the Estonian pension taxation provisions contravene EU law
because pension contributions paid to non-Estonian funds are not tax deductible while contributions paid to domestic funds are. More specifically, the Estonian pension tax provisions
contravene EU principles of freedom to provide services (Article 49 of the EC Treaty) and
the free movement of workers and capital (Articles 39 and 56 of the EC Treaty). Analogically with Finnish tax provisions Estonian tax rules cannot be justified by necessity to maintain coherence of the tax system since there is no direct connection between the deductibility
of insurance contributions and the taxation of sums payable by insurers. Furthermore, fiscal
coherence is secured by bilateral conventions with most EU Member States. It follows that
Estonia has to change its tax legislation and give pension contributions paid to pension funds
located in other Member States the same tax treatment (contributions paid to non-Estonian
funds should be also tax deductible).
Deductibility of contributions made by non-residents
The deduction from taxable income of pension premiums is only allowed to resident taxpayers. Income Tax Act does not allow deduction from taxable income of contributions to the
pension funds by non-resident taxpayers.
The ECJ held in its judgment in Schumacker that Article 39(2) of the Treaty precludes a nonresident employed person from being taxed by the State of employment more heavily than a
resident in the same employment where the non-resident is in comparable situation as the
resident, for example, receives the major part of his income and almost all his family income
in other Member State1455. From the judgment of the ECJ in Schumacker and Biehl it can be
concluded that domestic tax legislation of the Member State should provide a non-resident
with the same income-related benefits as a resident, if the non-resident is in a similar position as a resident from the tax point of view, i.e. receives the major part of his worldwide
income in that Member State. Thus, where residents of Estonia are entitled to tax deductions
then residents of other Member States working in Estonia should also get them to the extent
that these deductions are attributable to income from Estonia. From Wielockx it can be concluded that the principles developed by the ECJ in Schumacker apply not only to employees
under the free movement of workers provision of the Treaty but also to self-employed individuals under freedom of establishment provision.

1454

Paragraph 37 of the judgment.
The ECJ did not specify in Schumacker the exact proportion of income that non-resident should
earn in another Member State in order to be entitled to the same tax treatment there as a resident. The
ECJ has also avoided giving quantitative guidelines in the subsequent case law. In Wielockx, the ECJ
did not also quantify the proportion of income that non-resident should earn in the state of source, to
qualify for equal treatment. In its judgment in Gschwind, the ECJ accepted the requirement that nonresident should earn 90% of family worldwide income in the state of source to qualify for equal treatment. Several bilateral treaties also refer to 90% of worldwide income. The Commission recommendation stipulates that treatment identical to that of residents should be granted to non-residents if they
earn 75% or more of their income in source state. See also section 4.2.1.
1455

317

Comparison of tax policy of Estonia with that of the EU

Payments from the pension funds
Payments from resident voluntary pension funds may be subject to tax at regular or reduced
rate (10%) or exempted from taxation.1456 1457 All pension benefits received from nonresidents are subject to tax at regular rate (26%). This tax provision is incompatible with EC
Treaty freedom to provide and purchase services because tax benefits only apply for the
payments made by Estonian companies.
The ECJ has held in several judgments (i.e. SAFIR1458, Danner1459) that tax legislation of the
Member State which provides for different tax regimes for insurance policies, depending on
whether they are taken out with companies established in that Member State or with companies established elsewhere, where that legislation contains a number of elements liable to
dissuade individuals from taking out insurance policies with companies established in other
Member States and liable to dissuade those insurance companies from offering their services
on the market in that Member State, is incompatible with EU law.1460
Exit taxes
Exit taxes are one kind of emigration tax, whereby a country attempts to preserve their tax
claim on existing latent or future income.1461 Estonia has no special exit taxes in case of emigration. If a person emigrates and wants to transfer the value of his/her pension to a pension
fund in the immigration country, then, as a general rule, it is not possible to get the invested
money from the fund before he/she is retired. In some exceptional cases it is possible, however, the Estonian income tax has to be paid. The same rules also apply in case of domestic
transfers.

1456

Income tax is not charged on a pension paid to a policyholder pursuant to an insurance contract
for a voluntary funded pension which meets the conditions of § 152 of the Funded Pensions Act after
the policyholder has attained 55 years of age or after his or her total and permanent incapacity for
work has been verified, on the condition that the insurance contract prescribes that corresponding
payments shall be made in equal or increasing amounts at least once every three months until the
death of the policyholder. In addition, income tax is not charged on insurance benefits paid in the
event of death. The reduced rate (10%) is applicable to the following payments made to a policyholder
pursuant to an insurance contract for a voluntary funded pension or to a unit-holder of a voluntary
pension fund: (1) payments made by the insurer to the policyholder after the policyholder has reached
55 years of age but not before five years have passed since the contract was entered into; (2) payments
made by the insurer in the event of the total and permanent incapacity for work of the policyholder;
(3) payments made in the case of the liquidation of the insurer. All other payments made to a policyholder pursuant to an insurance contract for a voluntary funded pension or to a unit-holder of a voluntary pension fund are subject to tax at regular rate (26%).
1457
Income Tax Act (see § 20¹ and § 21) provides that only payments made by pension funds which
are established according to the Funded Pensions Act can be subject to taxation at reduced rates or
exempt from taxation. § 27 of the Funded Pensions Act provides that the provisions of the Investment
Funds Act apply to pension funds, pension management companies and depositaries of pension funds.
§ 5 of the Investment Funds Act stipulates that the Act, except the provisions concerning Foreign
Funds, applies to funds, management companies and depositaries which are founded or established in
Estonia and the seats of which are in Estonia. § 9 of the Investment Funds Act stipulates that a company that manages a fund shall be entered in the commercial register in Estonia and its seat shall be in
Estonia.
1458
Case C-118/96.
1459
Case C-136/00.
1460
See, for example, Case C-118/96 (SAFIR), paragraph 30 and Case C-136/00 (Danner), paragraph
31.
1461
See section 4.2.2.2.
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7.2.2.1.3

Exemptions

Income Tax Act lists other items of income which are exempted from tax.1462 Those exemptions are not applied in case of non-resident individuals. Exemptions applicable to nonresident individuals are listed in § 31 of the Income Tax Act. Not all exemptions applicable
to resident individuals are applicable to non-resident individuals. Furthermore, Estonian
resident spouses may opt to file a joint tax return,1463 resulting in a lower tax burden, which
is not available to non-resident taxpayers (see section 7.2.2.1.5 below where this provision is
discussed in greater detail).
Tax rules which apply to residents and non-residents different conditions regarding income
tax may fall within the scope of Article 39 or Article 43 of the EC Treaty. The ECJ has held
in its judgment in Schumacker that Article 39 of the Treaty must be interpreted as precluding
the application of rules of a Member State under which a worker who is a national of, and
resides in, another Member State and is employed in the first State is taxed more heavily
than a worker who resides in the first State and performs the same work there when, as in the
main action, the national of the second State obtains his income entirely or almost exclusively from the work performed in the first State and does not receive in the second State
sufficient income to be subject to taxation there in a manner enabling his personal and family
circumstances to be taken into account.1464 From Wielockx1465 it can be concluded that the
principles developed by the ECJ in Schumacker apply not only to employees under the free
movement of workers provision of the Treaty but also to self-employed individuals under
freedom of establishment provision (Article 43 of the EC Treaty).
Although the reasoning of the ECJ has not been particularly clear and has led to different
interpretations1466, it is necessary to allow income tax exemptions which are granted to residents also to non-residents who obtain their personal or family income entirely or almost
exclusively (i.e. 75 – 95 per cent of their worldwide income) from the work performed in
Estonia. In its judgment in Gschwind, the ECJ accepted the requirement that non-resident
should earn at least 90% of family worldwide income in the state of source to qualify for
equal treatment.1467
From the judgment of the ECJ in Groot it can be concluded that a resident Member State
should grant the tax exemptions relating to the taxpayer's personal and family circumstances
not only in proportion to the income derived in that Member State but also in proportion to
the income obtained in other Member States if that income was taxed in that other Member
State without his personal and family circumstances being taken into account.1468 The ECJ,
furthermore, held that Community law contains no specific requirement with regard to the
way in which the State of residence must take into account the personal and family circumstances of a worker who, during a particular tax year, received income in that State and in
another Member State, except that the conditions governing the way in which the State of
1462

See section 1.4.5.
§44(2) of the Income Tax Act provides that resident spouses who have been married to each
other during the whole tax period may submit a joint income tax return. The same paragraph stipulates
that a joint income tax return may be submitted also if the marriage was contracted during the tax period or if one of the spouses died during the tax period.
1464
Case C-279/93 (Schumacker), paragraph 47.
1465
Case C-80/94.
1466
See Wattel (1995) and Kemmeren (1998).
1467
See also section 4.2.1.
1468
The ECJ stressed in Groot by referring to its judgment in Schumacker that it is a matter for the
State of residence, in principle, to grant the taxpayer all the tax allowances relating to his personal and
family circumstances because that State is best placed to assess the taxpayer's personal ability to pay
tax, since that is where his personal and financial interests are centred. See paragraph 90 of the judgment in Groot.
1463
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residence takes those circumstances into account must not constitute discrimination, either
direct or indirect, on grounds of nationality, or an obstacle to the exercise of a fundamental
freedom guaranteed by the Treaty.1469 It follows that according to the case law of the ECJ
Estonia should grant the tax exemptions relating to the taxpayer's personal and family circumstances not only in proportion to the income derived in Estonia but also in proportion to
the income obtained in other Member States if that income was taxed in that other Member
State without his/her personal and family circumstances being taken into account
7.2.2.1.4

Deductions

Paragraphs 23 to 28 of the Income Tax Act allow deductions only from the aggregate income
of resident taxpayers. The basic exemption specified in the Income Tax Act for a tax period
is deductible from the income of a resident individual.1470 Increased basic exemption is deductible from the income of a resident individual in case of three or more children.1471 Thus,
only residents are provided the right to deduct the basic exemption from their income.
A resident individual has the right to deduct support paid by him or her to a resident individual during a tax period from the income which he or she receives during the tax period if
such support is subject to taxation.1472 In addition, a resident individual has the right to deduct housing loan interest1473 as well as training expenses1474 from the income. Moreover, a
resident individual has the right to deduct certain gifts, donations and trade union entrance
and membership fees1475 from the income. Furthermore, a resident individual has the right to
deduct certain insurance premiums and acquisition of pension fund units as well as contributions to a mandatory funded pension and unemployment insurance premiums from the taxable income.1476 All these tax benefits are not applicable to non-residents.
Tax rules which apply to residents and non-residents different conditions regarding income
tax may fall within the scope of the EC Treaty provisions which require the abolition of barriers to free movement within the Internal Market. From the reasoning of the ECJ in
Schumacker and Wielockx, it can be concluded that it is necessary to allow deductions from
taxable income which are granted to residents also to non-residents who obtain their income
entirely or almost exclusively from the work performed in Estonia and do not receive in their
resident State sufficient income to be subject to taxation there in a manner enabling their personal and family circumstances to be taken into account. It is also argued that in the light of
case law of the ECJ, it is safe to assume that domestic tax legislation should provide a nonresident with the same personal deductions as a resident, if the non-resident is economically
in a similar position as the resident for tax purposes.1477 From the judgment of the ECJ in
Groot it can be concluded that Estonia should grant the tax advantages relating to the resident taxpayer's personal and family circumstances not only in proportion to the income derived in Estonia but also in proportion to the income obtained in other Member States if that
income was taxed in that other Member State without his personal and family circumstances
being taken into account.1478

1469

See also section 4.2.2 where the Groot case is discussed in greater detail.
§ 23 of the Income Tax Act specifies that the basic exemption deductible from the income of a
resident individual is 12 000 kroons for a year 2003.
1471
§ 23¹ of the Income Tax Act.
1472
§ 24 of the Income Tax Act.
1473
§ 25 of the Income Tax Act.
1474
§ 26 of the Income Tax Act.
1475
§ 27 of the Income Tax Act.
1476
§ 28 of the Income Tax Act.
1477
Michielse (2002).
1478
See also section 4.2.2 where the Groot case is discussed in greater detail.
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Training expenses
A resident individual has the right to deduct expenses which he or she incurs for the training
of himself or herself or a dependent of less than 26 years of age, and which are paid on the
basis of a written agreement with the resident’s educational institution, from the income
which the resident individual receives during the tax period.1479 Thus only training expenses
which are paid on the basis of a written agreement with the resident educational institution
(as well as with a non-resident educational institution who has a permanent establishment in
Estonia) are deductible. This is discrimination forbidden under EC Treaty. More specifically,
the measure at issue is incompatible with the rules of Community law guaranteeing free provision of services. As a general rule, differential tax treatment of service providers of other
Member States in comparable situations as residents is not allowed if such a treatment is not
indispensable to achieve a public-interest objective such as coherence of the tax system.1480
7.2.2.1.5

Joint assessment of spouses

The option to file a joint tax return of spouses is currently available only in the case of resident taxpayers.1481 From the judgments by the ECJ in Schumacker and Wielockx, it can be
concluded that the joint assessment to tax of spouses has to be allowed also to non-residents
who obtain their family income entirely or almost exclusively from the work performed in
Estonia and do not receive in their resident State sufficient income to be subject to taxation
there in a manner enabling their family circumstances to be taken into account. From the
judgment by the ECJ in Gschwind it can be concluded that tax benefits available to residents
do not have to be allowed to non-residents if significant part of their family income is earned
in their resident country because in that case their family and personal circumstances can be
taken into account in their resident country. 1482
From the ECJ’s judgment in Zurstrassen1483 it can be concluded that the joint assessment to
tax of spouses who are not separated either de facto or by virtue of a judicial decision should
not be subject to the requirement that both taxpayers are resident in Estonia. The ECJ held
that tax advantage of joint assessment should also be allowed to a worker who is resident in
the Member State, and whose spouse is resident in another Member State, where he/she receives almost the entire income of the household.
7.2.2.1.6

Exit taxes

There are no exit taxes in Estonia (neither for natural or legal persons), such as taxes on unrealized capital gains or on income derived from sources in and/or outside Estonia after emigration. Non-residents are taxed only on their income derived from sources within Estonia.
Estonia does not apply the rules that provide for an extended tax liability for a certain period
after emigration. In addition, Estonia does not recapture previously granted deductions or tax
deferrals (e.g. a tax deduction for premiums paid under a private pension plan or life insurance). If the person emigrates, the capital gains that he/she derives from Estonia (i.e. from
the sale of the real estate situated in Estonia or the shares of the Estonian companies) are
taxed at the moment the income is received (i.e. when the non-resident sells the assets).
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§26 of the Income Tax Act.
See for example ECJ rulings in Bachmann, SAFIR and Danner.
1481
§44(2) of the Income Tax Act provides that Estonian resident spouses who have been married to
each other during the whole tax period may submit a joint income tax return.
1482
See also section 4.2.2 where the Gschwind case is discussed in greater detail.
1483
Case C-87/99.
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7.2.2.2
7.2.2.2.1

Taxation of legal persons
Transfer pricing rules

§ 50 (4) of the Income Tax Act of Estonia provides for transfer pricing rules. It stipulates
that if the value of a transaction conducted between a resident legal person and a nonresident or a individual associated with the resident legal person differs from the value of
similar transactions conducted between non-associated persons, the tax administrator may,
upon determining the income tax, use the values of transactions applied by non-associated
independent persons under similar conditions.
It follows that § 50 (4) of the Income Tax Act only applies in case of transactions conducted
between a resident legal person and a non-resident (legal or natural person) or natural person.
It does not apply in case of two resident legal persons who are associated, for example, in the
case of a resident subsidiary whose parent company is also resident. Thus, such a transfer
pricing provision introduces a difference in treatment between resident subsidiary companies
according to whether or not their parent company has its seat in Estonia. It can be concluded
from the ECJ’s judgment in the Lankhorst-Hohorst case1484 that transfer pricing provisions
of EU Member State that provide different tax rules according to whether the parent company, that is to say, the shareholder in the subsidiary, is resident in that Member State or in
another Member State infringe EU law.1485
However, it can be concluded from the ECJ’s decision in Lankhorst-Hohorst that the critical
test in these circumstances is whether the same rules are also applied to domestic legal entities.1486 In addition to a transfer pricing provision for international transactions, the Estonian
tax law contains the arm's length principle for domestic transactions. Currently, the Estonian
tax administration has the authority to make an upward adjustment to a company's taxable
basis when it finds that certain transactions do not meet the arm's length principle. For example, if in a national situation an Estonian subsidiary does not apply market prices in transactions with its Estonian parent company, then, the tax administration can make corrections
in profit calculation by applying market prices. Therefore, the Estonian transfer pricing rules
do not infringe EU law because they do not provide different tax rules according to whether
the parent company, is resident in Estonia or in another Member State.
7.2.2.2.2

Taxation of income of legal persons located in low tax territories

The Income Tax Act comprises the CFC rules under which the profits of companies located
in the low-tax territories are deemed to constitute taxable income of the residents. The income tax is also imposed on certain payments to the legal persons established in territories
with low tax rates, irrespective of whether the person operates in Estonia or not.1487 Furthermore, double taxation of dividends is avoided in the case of foreign direct investment if a
non-resident legal person owns at least 25 per cent of the share capital or votes of the resi-
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Case C-324/00.
See also section 4.2.2.1 where the Lankhorst-Hohorst case is discussed in greater detail.
1486
See Case C-324/00 (Lankhorst-Hohorst) where the ECJ based its conclusion on the fact that the
German thin capitalization rules did not apply to domestic shareholders.
1487
§ 52(2) provides exhaustive list of payments which are subject to income tax and includes granting a loan or making of an advance payment to a legal person located in a low tax rate territory or acquisition of a right of claim against a legal person located in a low tax rate territory in any other manner; acquisition of securities issued by a legal person located in a low tax rate territory; acquisition of
a holding in a legal person located in a low tax rate territory; and payment of a fine for delay or a contractual penalty, or extra-judicial compensation for damage, to a legal person located in a low tax rate
territory.
1485
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dent company distributing the dividends. Dividends distributed to a legal person located in a
low tax rate territory, are always subject to income tax at shareholder level.
These provisions may infringe EU law because they introduce different treatment for resident subsidiary companies according to whether or not their parent company has its seat in
Estonia. For example, if Estonian company grants a loan to another company which is located in Luxembourg,1488 this loan is subject to income tax while loan given to a resident
company is not subject to income tax if it meets conditions established by the Minister of
Finance. It can be concluded from the ECJ’s judgment in the Lankhorst-Hohorst case1489 that
tax provisions of EU Member State that provide different tax rules according to whether the
parent company, that is to say, the shareholder in the subsidiary, is resident in that Member
State or in another Member State infringe EU law.
Furthermore, the ECJ has held, in general terms, that less favourable treatment in tax matters
cannot be justified by low tax level in another Member State.1490 The ECJ held in Eurowings1491 that any tax advantage resulting for providers of services from the low taxation to
which they are subject in the Member State in which they are established cannot be used by
another Member State to justify less favourable treatment in tax matters given to recipients
of services established in the latter State.
7.2.2.2.3

Thin capitalization

Thin capitalization legislation has drawn a lot of attention after the Lankhorst-Hohorst decision of the ECJ.1492 The case dealt with German´s thin capitalization legislation, which was
found to be incompatible with EC Treaty. The decision was based on the grounds that the
debt-equity ratios imposed on German resident subsidiaries and the consequent disallowance
of interest deductions applied only, in effect, where the parent company was resident abroad
and not where it was resident in the ordinary course of affairs in Germany. The ECJ held that
different treatment between resident subsidiary companies according to whether or not their
parent company had its seat in Germany made it less attractive to corporations having their
seats in other Member States to exercise the freedom of establishment.1493
With respect to Estonia, the Income Tax Act imposes no ceiling on the amount of interest
payments that a company may deduct in computing its taxable profits.
7.2.2.2.4

Dividends received from the Estonian companies

Avoidance of double taxation
The current Estonian system of dividend taxation differentiates Estonian and foreign parent
companies in a sense that it provides different minimum shareholding rate for exclusion of
double taxation of dividends. When dividends are paid to Estonian parent company holding
20% of shares, the double taxation is eliminated, while the same applies to foreign legal persons starting from shareholding rate of 25%. In addition, the Estonian parent company holding less than 20% of shares, has to pay the income tax at the moment of redistribution while
in case of foreign persons, the income tax has to be paid immediately. So the discrimination
of the foreign corporate shareholder is twofold: (1) the threshold for exemption is 25% instead of 20% and (2) the tax is payable immediately, without waiting for the redistribution.
1488

Luxembourg is the only Member State which is included in the unofficial list of territories established by the Tax Board of Estonia, which might be regarded low tax territories. In addition, from new
EU Member States Cyprus and Malta are included in this list. See section 1.4.4.
1489
See section 4.2.2.1 where the Lankhorst-Hohorst case is discussed.
1490
See Case C-294/97 (Eurowings), paragraphs 44-45 and Case C-422/01 (Skandia), paragraph 52.
1491
Case C-294/97.
1492
See section 4.2.2.1.
1493
Paragraph 32 of the judgment.
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This very significant disadvantage is also a violation of EC Treaty provisions which require
equal treatment of resident and non-resident companies.
The change of the Income Tax Act has already passed the legislative procedure and will become effective on the date of Estonia’s EU accession. According to this provision the double
taxation will be eliminated if dividends are paid to non-resident parent company holding 20
per cent of the share capital or votes of the resident company distributing the dividends.
However, the second timing disadvantage will not be eliminated.
Dividends distributed to parent companies in the other Member States
Income Tax Act provides that a resident company (including a general or limited partnership) must pay income tax on all dividends and other profit distributions.1494 It follows that
income tax must also be paid on profit distributions from Estonian subsidiaries to their parents in other Member States. From ECJ judgments in Epson1495 and Athinaïki Zithopiia1496 it
can be concluded that this provision violates Article 5 of the Parent-Subsidiary Directive
which provides for relief from withholding tax at source with respect to profit distributions
from a subsidiary in one Member State to its parent in another Member State. Article 5(1) of
the Directive stipulates that profits which a subsidiary distributes to its parent company shall,
at least where the latter holds a minimum of 25 per cent of the capital of the subsidiary, be
exempt from withholding tax in the state of residence of the subsidiary.
Does Estonian distribution tax on profits qualify under the Directive?
The concept of withholding tax has not been explicitly provided in the Directive.1497 The
ECJ has held that the nature of a tax, duty or charge must be determined by the ECJ, under
Community law, according to the objective characteristics by which it is levied, irrespective
of its classification under national law.1498 The ECJ has held that the term withholding tax
contained in the Parent-Subsidiary Directive is not limited to certain specific types of national taxation and it cannot be inferred from Article 2(c) of the Parent-Subsidiary Directive
that other taxes having the same effect as mentioned in this provision are authorised, particularly since the final part of Article 2 refers expressly to any other tax which may be substituted for any of the taxes listed in the text of the Parent-Subsidiary Directive.1499
The ECJ has specified the concept of withholding taxes in its judgments in Epson and Athinaïki Zithopiia.1500 The ECJ developed in those judgments a definition of the qualifying tax
based on the following criteria:1501
•
Tax is paid directly to the tax authorities by the company making the distribution.1502
•
Tax burden increases only because the subsidiary distributes its profits.1503
1494

§50(1) of the Income Tax Act stipulates that income tax has to be paid on profit distributed as
dividends or other profit distributions upon payment thereof in monetary or non-monetary form. Income tax is not charged on profit distributed by way of a bonus issue.
1495
Case C-375/98.
1496
Case C-294/99.
1497
Article 7 of the Directive specifies the scope of the concept of withholding tax by stipulating that
the term ‘withholding tax' does not apply to an advance payment or prepayment of corporate taxes.
1498
Joined Cases C-197/94 and C-252/94 (Bautiaa and Société française maritime), paragraph 39.
1499
Article 2(c) of the Directive lists the taxes, which qualify for the benefits of the Directive. Final
part of Article 2 stipulates that Directive also applies to ‘… any other tax which may be substituted for
any of the above [listed] taxes.’
1500
Epson concerned Portuguese tax and in Athinaïki Zithopiia Greek tax was at issue.
1501
See also Rolle (2003), p. 38.
1502
See Opinion of the Advocate General Alber delivered in Case C-294/99 (Athinaïki Zithopiia). In
paragraph 32 of the opinion it is stated that ‘[…] The economic effect of taxation of the subsidiary is
tantamount to taxation of the parent company, since the tax - as is typical for withholding taxes - is
retained, and paid directly to the tax authorities, by the company making the distribution.’
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•
•

The chargeable event is the (formal or hidden) payment of dividends or of any other
income from shares, the taxable amount is the income from the shares and the taxable
person is the holder of the shares.1504
Tax levied is in direct relationship with the amount of profit distribution.

Estonian distribution tax on profits meets all those criteria. Thus, in light of the case law of
the ECJ, the Estonian distribution tax on profits which an Estonian subsidiary distributes to
its parent company in another Member State qualifies as a withholding tax within the meaning of Article 5(1) of the Parent Subsidiary Directive and should be abolished, at least where
the parent company holds a minimum of 25 per cent of the capital of the subsidiary (this figure will be reduced to 10% as from 2009) and the shares have been held for at least two
years.1505 In course of the negotiations on Estonian Accession to the European Union, Estonia was granted a transitional period until 31 December 2008 to ensure full compliance with
Article 5(1) of Parent-Subsidiary Directive. This means that Estonia can apply the distribution tax on outbound dividends at least until the beginning of 2009.
However, some commentators have questioned whether the conclusion reached by the ECJ is
consistent with purpose of the Directive, expressed in the preamble.1506 The presupposition
of the directive is that first in the country of de subsidiary there is a corporation tax on the
profits and the aim of the directive is not to abolish this corporation tax.
The Directive aims to make the taxation of cross-border situations as advantageous as in
domestic relations: to eliminate double taxation with respect to cross-border dividend payments within European groups of companies to the same extent as is the case with respect to
similar domestic payments. In accordance with the recitals to the Directive, the overall objective of the Directive is to introduce with respect to grouping together of companies of different Member States, tax rules which are neutral from the point of view of competition.
However, in the Athinaïki Zithopiia case, the questioned Greek provision did not constitute a
disadvantage for a company situated in another Member State since it was applicable to both
resident and non-resident shareholders. Consequently, the provision in issue did not violate
the principle of capital import neutrality.1507 The effect of the Athinaïki Zithopiia judgment,
therefore, is not the elimination of a (non-existent) distortion, but the creation of a preferential treatment.
The same applies in case of Estonian profit distribution tax. It appears particularly from the
third recital of the preamble of the Parent Subsidiary Directive that the directive seeks to
eliminate any disadvantage resulting from the fact that tax provisions governing relations
between parent companies and subsidiaries of different Member States are less favourable
than those applicable to relations between parent and subsidiary companies of the same
1503

The ECJ held in its judgment in Case C-294/99 (Athinaïki Zithopiia) that there is a withholding
tax, within the meaning of Article 5(1) of the Directive, where national legislation provides that, in the
event of profit distribution by a subsidiary to its parent company, in order to determine the taxable
profits of the subsidiary, its total net profits, must be reincorporated into the basic taxable amount,
when income falling within those two categories would not be taxable on the basis of the national legislation if they remained within the subsidiary and were not distributed to the parent company.
1504
In its judgment in Epson, the ECJ held that it is clear that Portuguese tax at issue is a withholding
tax for which the chargeable event is the payment of dividends or of any other income from shares,
that the taxable amount is the income from the shares and that the taxable person is the holder of the
shares.
1505
In course of the negotiations on Estonian Accession to the European Union, Estonia was granted
a transitional period until 31 December 2008 to ensure full compliance with Article 5(1) of ParentSubsidiary Directive.
1506
See Rolle (2003), p. 40.
1507
Ibid.
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Member State, and thereby to facilitate the grouping together of companies at EU level.1508
In fact, if profits distributed to companies in other Member States would be free from distribution tax, those companies would be treated more advantageously than Estonian companies
if profits distributed to Estonian companies would continue to be subject to distribution tax.
As Rolle (2003)1509 concludes, the solution arising from the elimination of tax on profits distributed to companies in other Member States while domestic companies continue to be subject to tax, may generate a conflict with some of the principles laid down in the Code of
Conduct as the resulting tax regime may then be regarded as potentially harmful because it
seems to create advantages accorded only to non-residents which provide for a significantly
lower effective level of taxation, including zero taxation, than those levels which generally
apply in the Member State in question.1510
7.2.2.2.5

Discussion of possible developments after 2008

In light of the recent ECJ rulings, Estonian profit distribution tax qualifies as a withholding
tax under the Parent-Subsidiary Directive and should be abolished in case of dividend distributions to parents in other Member States. In course of the negotiations on Estonian Accession to the European Union, Estonia was granted a transitional period until 31 December
2008 to ensure full compliance with Article 5(1) of the Parent-Subsidiary Directive. Thus,
starting from 2009, Estonia probably has to introduce some changes into the income tax system if Estonian distribution tax is considered a withholding tax within the meaning of Article
5(1) of the Parent Subsidiary Directive and if Estonia does not manage to negotiate a longer
transitional period or a permanent derogation. However, to negotiate a longer transitional
period or a permanent derogation is probably not possible and therefore it is necessary to
find another more realistic solution.
One possibility is to abolish the profit distribution tax on dividends paid to EU resident parent with 25 percent participation but continue to levy it in case of domestic profit distributions. In effect, the EU parent could repatriate profits from an Estonian subsidiary free of all
Estonian tax. Foreign companies gain an advantage in Estonian market because they do not
have to pay domestic dividend tax while profits distributed to Estonian resident companies
are still subject to income tax. However, parent company still has to pay income tax on those
profits in its resident Member State. However, if such a solution would be implemented then
Estonia receives no tax income from profits gained in Estonia by the parent companies of the
other Member States. Furthermore, if the country of the parent company has an exemption
for participations, like the Netherlands, then those profits would escape taxation altogether.
Another possibility is to abolish corporate income tax altogether and levy tax on corporate
income (profits) only at the shareholder level in the form of individual income tax. There is
no obvious logic in taxing companies. In a small open economy any tax on companies is
simply passed on to the immobile economic factor, i.e. labour (Stevens (2002) pp. 106-107).
In other words, from an economic point of view, a tax on companies only serves to distort
the economy and to increase the administrative burden on businesses.1511 It is possible to increase tax burden of the companies by applying some other taxes like environmental or energy taxes.
1508

See Case C-294/99 (Athinaïki Zithopiia), paragraph 25 and Case C-168/01 (Bosal), paragraphs
22 and 28.
1509
P.40.
1510
According to the Code of Conduct, tax measures which provide for a significantly lower effective level of taxation, including zero taxation, than those levels which generally apply in the Member
State in question are to be regarded as potentially harmful and therefore covered by the Code. See
section 2.4.4.1.
1511
However, it can also be argued that administratively it is less costly to tax companies than shareholders because the number of shareholders exceeds the number of companies.
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In other hand, it can be argued that it is necessary to tax profits of companies, because countries also levy tax on the profits of an entrepreneur/individual. Another possibility is to have
a profit tax notwithstanding of the legal situation of the enterprise.
The other possibility is to apply tax on the distributed profits at the moment when the profit
are earned not when they are distributed. Then all the profits (both distributed and retained
profits) would be taxed with the same tax rate. However, it would mean that Estonia would
apply “the normal tax system” and give up its current tax system under which the tax is not
applied until the profits are distributed. In the case of current company taxation system used
in Estonia distributed profits are discriminated against1512. Taxing both distributed and retained profits with the same tax rate would increase neutrality for economic decisions. The
Estonian current tax system discourages distribution of dividends and discriminates in favour
of retained profits against distributed profits. Different tax treatment of distributed and retained earnings can cause economic distortions because the choice of equity finance is influenced by the tax system. Discrimination of profit distribution causes bias towards reinvestment of profits.
In my opinion, the last solution, namely, to apply tax on the distributed profits at the moment
when the profit is earned, is the most preferable. Firstly, this solution would be the most preferred from the economic neutrality point of view. Secondly, such a solution would avoid the
situation that the profits would leave Estonia untaxed and Estonia would receive no tax
money from profits gained in Estonia.
7.2.2.2.6

Taxation of Inter-Company Dividends

The exemption method is applied if the resident company with the qualifying holding distributes the dividends received from another Estonian company. Tax credit system applies
for dividends received from abroad. These provisions may infringe EU law constituting an
obstacle to free movement of capital and freedom of establishment because they introduce
different treatment for companies depending where the company paying the dividend is established.
7.2.2.2.7

Taxation of Capital Gains

Resident companies and permanent establishments of non-resident companies registered
with the Estonian authorities are not subject to tax on their capital gains until the gains are
distributed. Capital gains are not taxed separately, but are included into profits subject to corporate income tax upon distribution. Thus, the capital gains received by the company are not
taxable as an income, but becomes subject to taxation upon distribution. Non-resident companies without a permanent establishment in Estonia are subject to tax at a rate of 26% on
their capital gains derived from Estonian sources.1513 These provisions may infringe EU law
because they introduce different treatment for resident companies and non-resident companies.

1512

Especially if distributed to foreign shareholders who are individuals or foreign shareholders who
are legal persons but whose holding is less than 25 per cent. The profits distributed to them are subject
to double taxation: income tax at corporate level and at shareholder level. No personal income tax is
applied on dividend income received by residents and non-resident’ permanent establishments.
1513
The sale of shares by a non-resident is subject to income tax only if the transferred holding is a
holding of at least 10 per cent in a company of whose property, according to the balance sheet as of
the last day of the preceding financial year, more than 75 per cent is made up of immovables or structures as movables, which are located in Estonia.
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7.2.2.2.8

Taxation of mergers

The provisions of the Merger Directive have to be included in the Income Tax Act of Estonia
upon accession. The Merger Directive obliges Member States to adapt their domestic legislation in such a way that the tax neutrality of restructuring operations covered by the Directive
is guaranteed. The Merger Directive applies to mergers, divisions, transfers of assets and
exchanges of shares in which companies from two or more Member States are involved. The
Directive introduces a system of deferral of the tax on the capital gains that arise in connection with cross-border mergers.1514
In general, the Estonian Income Tax Act already is in line with the requirements of the
Merger Directive. As a general rule merger, division or exchange of shares does not give rise
to taxation of capital gains.
Resident companies and permanent establishments of non-resident companies registered
with the Estonian authorities are not subject to tax on their capital gains until the gains are
distributed. Non-resident companies without a permanent establishment in Estonia are subject to tax at a rate of 26% on their capital gains derived from Estonian sources. The tax only
applies in case of realized capital gains, the latent gains are not taxed. For example, the sale
of shares is subject to income tax (26%) if shares are sold by a individual or a nonresident1515. If a resident company sells the shares then the transaction is not subject to income tax.
Under the Estonian Income Tax Act, not disposal of the assets but payment of dividends is
the event triggering taxation. Thus, there is no capital gains tax due as a result of the mergers, divisions, transfers of assets and exchanges of shares if these transactions do not involve
any immediate profit distribution.
Under the Estonian Income Tax Act only the non-business costs of a company and the distribution of the profits (including hidden profit distributions) are subject to the Estonian income
tax. If the property belonging to a non-resident and used by its Estonian permanent establishment is taken out of Estonia in the course of a cross-border merger, division, or transfer
of assets, then the transfer is considered a distribution of profit and taxed as dividends.1516
The tax is also applied on outgoing payments if no goods or services are received in return as
well as profit transfers. It follows that the transfer of assets in the course of a merger, division or exchange of shares does not trigger immediate tax consequences and does not contradict the principles of the Merger Directive. However, in order to guarantee that the Estonian Income Tax Act is in line with the principle of the Merger Directive that provides that
taxation of the capital gain is deferred until actual disposal, it is recommendable to introduce
the provision in the Estonian law which stipulates that the capital gain derived as a result of a
merger, division or exchange of shares is not taxed until actual disposal of the assets.
However, at the moment it is not necessary to change the Estonian legislation because the
Estonian corporate legislation does not provide for possibility of transactions prescribed in
the Directive (namely, cross-border mergers, divisions, transfers of assets or exchanges of
shares). The reorganization of companies is currently possible through the liquidation or the
sale of assets.

1514

See Chapter 4 for more elaborate discussion of the Merger Directive.
The sale of shares by a non-resident is subject to income tax only if the transferred holding is a
holding of at least 10 per cent in a company of whose property, according to the balance sheet as of
the last day of the preceding financial year, more than 75 per cent is made up of immovables or structures as movables, which are located in Estonia
1516
Obviously, the rule only applies if the property is taken out without sufficient explanation showing its purpose.
1515
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7.2.2.2.9

The Interest and Royalties Directive

The Interest and Royalties Directive (2003/49/EC) entered into force from 1 January 2004
and Estonia is required to implement it upon EU accession (from 1 May 2004). Estonia has
to include the principles of the Directive into its domestic law. Under the current Income Tax
Act, the interest and royalty payments made to associated companies in other EU Member
States are subject to Estonian-source tax. However as from 1 May 2004, the provision has to
be introduced in to the Estonian Income Tax Act under which interest and royalty payments
to associated companies in other EU Member States would not be subject to the Estonian
source tax provided the holding requirements are met (as discussed below). Attention needs
to be paid to the various exclusions and qualifying conditions imposed. A careful review of
the Estonian legislation implementing the Directive is required as, in a number of instances,
provisions are to be applied at the discretion of an individual Member State.
The interest and royalty payments by the Estonian company to its parent company or a subsidiary resident in other EU Member State have to be tax exempt if the companies qualify for
the benefits of the Directive. The Directive only applies in case of payments between associated companies. In order to be considered as an associated company, the paying company or
a permanent establishment must have a direct minimum holding of 25 per cent in the capital
or the voting rights in the receiving company, or vice versa, or a third company must have a
direct minimum holding of 25 per cent in the capital or the voting rights of both the paying
and the receiving company. In respect of the minimum participation requirement, it is important to bear in mind that Directive only specifies minimum standard, Estonia may also give
the benefits of the Directive if the holding is less than 25%.
The holding requirement would be satisfied if either (1) the receiving or paying company has
a minimum holding of 25% in the capital of the second company, or (2) if a third company
has a minimum holding of 25% in the capital of both companies.
The Directive applies to companies, which take one of the forms listed in the Annex to the
Directive. In this respect, a list of the companies covered for Estonia needs to be included in
the Annex of the Directive. One may assume that the scope of the Directive will cover the
same companies as those covered by the Parent-Subsidiary Directive and the Merger Directive, which are mentioned in the Annex II.9 of the Accession Treaty. In line with the general
principle of EU law, directives only ever express minimum standard. Member States are free
to extend the tax-free treatment of profit distributions to the entities other than those included
in the list.
Another potential limitation to the application of the Directive is that a Member State is
given the option of not applying the Directive where the associated companies condition has
not been met for a period of two years prior to the interest/royalty payment. It follows that
the tax-free treatment of the payments has to be provided if a minimum two-year holding
period stipulated in the Directive has been satisfied. Estonia may also give the benefits of the
Directive if the associated companies condition has been met for a shorter than a two-year
holding period. The shorter holding period is not specifically provided for in the Directive,
but it is justified on the basis that EC Directives only ever specify minimum standards.
The Directive specifies a number of other instances where Estonia is given the option of not
applying the withholding exemption to the interest/royalty payments. These include cases
where the payments are re-characterised as distributions and payments made on convertible
debt.
There is also an exclusion in respect of the non-arm´s length arrangements. It means that Estonia may refuse to apply the benefits of the Directive if the payments are not made at the
arm´s length amount. Where a payment exceeds that which would have been paid between
independent parties, Estonia is not obliged to apply the nil withholding rate to the excess element of the payment.
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Besides the special relationship provision referred to above, the Directive also includes specific fraud and abuse provisions enabling Estonia to withdraw the benefits of the Directive
where the principal motive, or one of the principal motives, is tax evasion or tax avoidance.
Estonia is not precluded from applying domestic legislation or agreement based provisions to
prevent such abuse.
7.2.2.2.10 Arbitration Convention
Currently, the Arbitration Convention is not a part of the Estonian legal system. There seems
to be no obstacles for Estonia of signing this Convention and Estonia probably is expected to
sign this Convention after joining the EU.
7.2.2.2.11 Capital Duty Directive
The Capital Duty Directive1517 requires to harmonize structures and rates of capital duty. Article 4 of the Directive provides that certain transactions must and others may be subject to
capital duty. Art. 4(1) reads "The following transactions shall be subject to capital duty:
[...]",1518. Thus, the wording ‘shall be […]’ seems to indicate that application of certain
transactions to capital duty is mandatory and that Member States are obliged to levy capital
duty on the transactions mentioned in this paragraph However, according to the interpretation of several Member States1519, the Capital Duty Directive allows to apply lower level of
taxation than 1 % stipulated by the Directive. Moreover, according to the Directive
85/303/EEC1520 Member States are free to exempt the contributions of capital altogether
since 1 January 1985.
1517

Council Directive 69/335/EEC of 17 July 1969 concerning indirect taxes on the raising of capital
(OJ L 249, 3.10.1969, p. 25)
1518
Transactions compulsorily subject to capital duty under Article 4(1) include the following:
a.
the formation of a capital company;
b.
the conversion into a capital company of a company, firm, association or legal person
which is not a capital company;
c.
an increase in the capital of a capital company by contribution of assets of any kind;
d.
an increase in the assets of a capital company by contribution of assets of any kind, in consideration, not of shares in the capital or assets of the company, but of rights of the same
kind as those of members, such as voting rights, a share in the profits or a share in the surplus upon liquidation;
e.
the transfer from a third country to a Member State of the effective centre of management
of a company, firm, association or legal person, whose registered office is in a third country
and which is considered in that Member State, for the purposes of charging capital duty, as
a capital company;
f.
the transfer from a third country to a Member State of the registered office of a company,
firm, association or legal person, whose effective centre of management is in a third country and which is considered in that Member State, for the purposes of charging capital duty,
as a capital company;
g.
the transfer from a Member State to another Member State of the effective centre of management of a company, firm, association or legal person which is considered in the latter
Member State, for the purposes of charging capital duty, as a capital company, but is not so
considered in the other Member State;
h.
the transfer from a Member State to another Member State of the registered office of a
company, firm, association or legal person, whose effective centre of management is in a
third country and which is considered in the latter Member State, for the purposes of charging capital duty, as a capital company, but is not so considered in the other Member State.
1519
For example, the Great Britain who does not levy taxes on raising capital and Germany who
abolished its capital duty recently.
1520
Council Directive 85/303/EEC of 10 June 1985 amending Directive 69/335/EEC concerning
indirect taxes on the raising of capital, OJ L 156, 15/06/198, pp. 23 – 24.
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7.2.2.2.12 Code of Conduct
The EU has adopted a Code of Conduct designed to inhibit “harmful” competition between
national tax systems. Estonia’s company tax system appears fully consistent with the Code,
which is summarized in section 2.4.4.1. Estonia’s company tax is transparent, with tax liabilities determined under law, and not by administrative discretion. It does not offer special
incentives for non-residents, or transactions with non-residents. It has no special arrangements ring-fenced from the local market. It follows internationally accepted OECD principles.
7.2.2.2.13 Fiscal State Aid
Estonian income tax provisions are in line with EU fiscal state aid rules. Estonian tax provisions do not provide in favour of selected undertakings an exception to the application of the
general tax system. Estonian Income Tax Act does not provide for any measure intended partially or wholly to exempt firms in a particular sector from the charges arising from the normal application of the general tax system without there being any justification for this exemption on the basis of the nature or general scheme of this system. Estonian tax measures
are not limited to certain geographical regions, or to certain sectors of economic activity.
Conclusion
The tax legislation of Estonia is reasonably close to that in the EU. However, in some key
aspects there are wide differences. The most significant differences are in the field of income
taxation. In the field of VAT the Estonian legislation is in large extent harmonized with the
obligatory body of the EU law (most importantly (the Sixth Directive).
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8.1

Tax policy of Estonia (Chapter 1)

8.1.1 VAT
Estonia introduced the VAT in 1992. Chapter 1 examines the main provisions of the current
VAT law, which is effective from April 1, 2003. The main features of the Estonian VAT system, the concepts used for definition of the tax base as well as tax rates are examined. The
Estonian VAT act follows the Sixth Directive, however, it is not in complete alignment with
EU rules. However, in important aspects the current system of VAT is identical to the common VAT system used in the European Community. The main principles of the Estonian
system are exactly in line with the system used in the EU.
Estonia applies a standard rate of 18 percent on most goods and services. In addition, a reduced rate of 5 percent is applied on selected goods and services. Furthermore, a zero rate
applies to certain goods and services.

8.1.2 Income Tax
In 2000, Estonia introduced a new system of corporate taxation. The most important difference with the previous system and the conventional system is that the object of taxation has
been changed. Resident legal persons and non-residents with a permanent establishment in Estonia do not pay tax on earned profits but on distributed profits. Retained profits are exempt
from tax. Income tax is levied on all profit distributions.
Issues of double taxation
Income tax is not levied (again) at shareholder level on dividends received by resident natural or legal persons. Consequently, double taxation of those dividends is avoided. Double
taxation is not avoided in the case of dividends paid to non-resident individuals who have to
pay income tax on dividends received from resident companies. Double taxation is also not
avoided in the case of dividends paid to non-resident legal persons if they hold less than 25
per cent of the share capital or votes of the resident company distributing the dividends.
However, double taxation is avoided in the case of dividends paid to non-resident legal persons if they hold at least 25 per cent of the share capital or votes. Dividends distributed to
such legal person, except a legal person located in a low tax rate territory, are not subject to
income tax at shareholder level.
On efficiency grounds decisions regarding an investment, its financing or its location should
not be driven by tax considerations. If the tax burdens on interest, distributed and retained
profits differ, taxation affects the way in which investment is financed. Different tax treatment of distributed and retained earnings causes economic distortions. Although the intention of the Income Tax Act is to promote investments, it discriminates against distributed
profits, thus causing a bias towards retaining profits. Furthermore, profits distributed to nonresident individuals or non-resident portfolio investors are taxed at a higher rate than profits
distributed to residents, to non-resident legal persons’ permanent establishments registered in
Estonia or to non-resident legal persons whose holding is at least 25 per cent, which distorts
allocation of resources and thus implies loss of efficiency.
Additional distortions can be caused by the fact that interest is undertaxed under the Estonian
corporate tax system because interest payments are in many cases exempt from income tax
or deductible from the corporate income tax base. Furthermore, repayment of loan is not subject to income tax while the payment of dividends or repayment of capital is subject to income tax. This favours investments financed by debt over investments financed by equity.
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Altogether, we can conclude that the Estonian tax system favours investments financed by
retained earnings and debt over investments financed by new equity.
The Estonian income tax system discriminates against:
•
Foreign shareholders who are individuals. The profits distributed to them are subject
to an income withholding tax of 26 percent. Thus, there is a double taxation: a corporate income tax of 26/74 and a withholding tax of 26 percent.
•
Foreign shareholders who are legal persons but whose holding is less than 25 per
cent. They are subject to income tax twice: at corporate level and at shareholder level.
No withholding tax or other income tax is applied on dividend income received by
resident legal persons.
•
Resident individuals. They have to pay income tax of 26 per cent on dividends received from non-residents while resident legal persons do not have to pay tax on such
dividends.
Furthermore, the current Estonian system of dividend taxation differentiates Estonian and
foreign parent companies in a sense that it provides different minimum shareholding rate for
exclusion of double taxation of dividends. When dividends are paid to the Estonian parent
company holding 20% of shares the double taxation is eliminated, while the same applies to
foreign legal persons starting from shareholding rate of 25%. In case of the domestic dividends, the double taxation occurs when the dividends are redistributed by the receiver. In
case of the foreign dividends, the double taxation occurs immediately at the moment of the
distribution. It follows that the discrimination of the foreign corporate shareholder is twofold: (1) the threshold for exemption is 25% instead of 20% and (2) the tax is payable immediately, without waiting for the distribution.
Avoidance of international double taxation
Estonia is using an ordinary credit method to prevent double taxation of income received
from abroad. According to this method all foreign source income is taxed in residence country, but a taxpayer may deduct the tax paid on foreign source income from domestic tax liability. As a result, the residence country levies the difference between tax levels of a residence country and a source country. The credit method is applied asymmetrically: no refund
is provided if tax level is higher in a foreign country than in Estonia.
International neutrality issues
One important issue of tax policy is the problem of designing a suitably tax-neutral jurisdiction for the company who is operating in international scale. Similar investments should not
face markedly different effective levels of taxation purely because of their country location.
Differences in the tax levels may imply welfare costs because economic activity does not
take place in the lowest (pre-tax) cost location by the lowest cost producers. In the context of
Estonia’s integration to the EU, the questions of neutrality can be raised by Member States.
If Estonian tax system and effective tax level differ from those applied in the EU, the current
Member States can put pressure to Estonia to change its policy. One example is Ireland, who
has considerably lower statutory level of corporate taxation than other Member States and
this issue has been raised often at the EU level.
The Commission concludes in its recent study on company taxation1521 that the potential distortions resulting from 15 different tax systems within the EU are high. In addition, according to the findings by the Commission’s study, the existence within the Internal Market of 15
separate tax jurisdictions is the main cause of remaining tax obstacles to cross-border economic activity. Since, the Commission together with the ECJ is one of the important actors
1521
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designing EU tax policy, the corporate tax system of Estonia may become under close scrutiny by the EU institutions.
To remove the tax obstacles to cross-border economic activity that have been identified by
the Commission’s study it proposes a solution under which companies can operate one consolidated tax base for their EU wide activities.1522 According to the Commission this would
not affect very much the fiscal autonomy of the Member States since company tax rates continue to be set by Member States. If this solution would be adopted, Estonia may be able to
continue applying its current system of corporate taxation under which reinvested profits are
taxed at a zero rate.

8.2

Tax co-ordination and harmonization in the EU (Chapter 2)

The European Union does not have a common policy for taxation, its policy is one of coordination and harmonization of national tax policies as much as it is necessary for the functioning of the internal market. Although Member States are in principle free to determine
their own national tax systems, this freedom is subject to the overriding goals of the founding treaties of the European Union, which lay out the objective to create a single internal
market. For that purpose Member States aim step by step to abolish the barriers to free
movement of people, goods, services and capital. Discriminatory taxes can create obstacles
to the establishment of a single market and the Treaty establishing the European Community
stipulates that discriminatory taxes should be abolished.1523
Not only discriminatory tax provisions can impose restrictions on free movement in the Internal Market, but also non-discriminatory provisions, if they lead to disadvantageous treatment of people, goods or investments from other Member States. Sometimes restrictions on
free movement can arise from differences in national tax systems or from the absence of
harmonization of tax laws of the Member States.1524 Therefore, some harmonization of tax
rules is necessary. Tax harmonization can be achieved either spontaneously (through market
forces), through positive action at EU level (implementation of common policies, coordination of policies, approximation of legislation, etc.) or through negative action by the
ECJ, namely, through prohibitions of certain types of conduct of the Member States that are
in breach of the EU rules. The case law of the ECJ has direct impact on the tax systems of
the Member States by prohibiting certain national tax rules. It also has indirect impact on the
tax systems because Member States that have similar tax rules as those prohibited by ECJ
decisions have to change these rules. Rulings of the ECJ also have certain anticipatory effects because Member States have to make necessary adjustments to their tax policies to accommodate expected trends in the case law of the ECJ.
Major steps toward harmonization have been achieved in the field of indirect taxation. Harmonization in the field of direct taxes has remained limited. The influence of EU law on income tax legislation of the Member States comes mainly through the negative constraints
1522

See section 2.4.5 where the Commission’s study is discussed in greater detail.
Article 90 of the Treaty states that no Member State shall impose, directly or indirectly, on the
products of other Member States any internal taxation of any kind in excess of that imposed directly
or indirectly on similar domestic products. The same article also states that no Member State shall
impose on the products of other Member States any internal taxation of such a nature as to afford indirect protection to other products.
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For example, in the case of cross-border investments income is often taxed both in the country of
subsidiary as well as in the country of the parent company. Resulting double taxation may pose barriers to free movement in the Internal Market. In addition, separate accounting of taxable profits on
arm’s length basis may involve double taxation if the transfer prices used in one state are not accepted
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account of incurred cross-border losses of a foreign branch or a subsidiary or a permanent establishment.
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imposed by the ECJ, namely through the prohibitions of tax restrictions against residents of
and income from other Member States. The ECJ and the European Commission have been
the most important institutions pushing towards more coordinated rules of taxation in order
to ensure that tax barriers do not restrict free movement in the Internal Market.

8.3

Harmonization in the field of VAT (Chapter 3)

The adoption of the European VAT system diminished the tax autonomy of the Member
States. The VAT Directives constrain the room for national policies in the field of general
consumption taxes. A common structure for a turnover tax has been established by the introduction of VAT, which is the only tax system that Member States are allowed to use. Not
only the rules determining the tax base have been harmonised to a large extent, but also the
procedures for collection and administration (i.e. VAT Information Exchange System
(VIES), VAT identification numbers, and multiple registration of companies for VAT purposes). However, Member States are still free to set their own VAT rates. This freedom is
restricted by the Sixth Directive which has established statutory minimum rates (the standard
rate must not be less than 15 percent and the reduced rate must not be less than 5 percent)
and some more restrictions for rate setting by Member States (see section 3.3). Maximum
rates have not been established, however, Member States’ freedom to set maximum rates is
constrained by competition from other tax jurisdictions.
Although much progress has been achieved in tax base harmonization, there are still major
differences in the tax base across Member States. Differences in tax bases result from various derogations and exemptions from the Sixth Directive. Certain supplies of goods or services may be exempt in one country but not in another and some countries make substantial
use of zero-rating. Furthermore, the threshold below which small businesses are exempt
from tax, or enjoy special privileges, varies from country to country, as does the treatment of
farmers. Differences in tax bases also result from the fact that VAT is collected by national
tax administrations with different practices and compliance ratios.
The implementation of the definitive VAT system
The current VAT system applied in the EU is a transitional system. It is widely recognized
that current transitional arrangements have a number of shortcomings, because they are complicated, susceptible to fraud and out of date. The Commission proposed a work programme
involving a stage-by-stage movement to the definitive clearing house system. However, the
implementation of the proposed definitive system to replace the transitional system is not
likely to take place in the near future. Member States are currently unwilling to accept the
changes needed for a definitive system to be implemented.1525 Fifteen Member States need to
agree on approximation of VAT rates and legislation as well as on a compensation mechanism to ensure that revenues continue to accrue to the countries in which consumption takes
place. However, the move to a definitive system requires a virtually unified system of VAT
as well as more harmonised VAT rates. Member States are not able to reach a unanimous
agreement upon such a unified system. It is unlikely that any significant progress towards a
definitive system will be made in the near future. New Member States should therefore implement the present destination-based VAT system for intra-community trade.

1525
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8.4

Harmonization in the field of personal income and corporate taxes
(Chapter 4)

The picture in the field of income taxation is very different from that in the area of value
added taxation. Apart from few legislative acts, the income tax systems of the Member
States have not been affected by the introduction of the Single Market. Although the harmonization has been rather limited, some steps have been taken to harmonise the corporate
taxes. As the first concrete step in the field of direct taxation, the Council of Ministers
adopted in 1977 the Directive on mutual assistance by tax administrations of the Member
States. This directive as well as two directives adopted in 1990 is based on Article 94 of the
EC Treaty. One of the directives adopted in 1990 aims at elimination of double taxation of
dividends in the case of parent companies and subsidiaries of different Member States. The
other directive provides for any capital gains arising from a merger, or a similar operation, to
be taxed only upon realisation. In addition, the Arbitration Convention, designed to eliminate
the double taxation in connection with the transfer pricing of associated enterprises was
adopted in 1990. Furthermore, after the adoption of three legislative acts in 1990, the Commission has proposed several corporate tax directives. In June 2003, proposal on a common
system of taxation applicable to cross-border flows of interest and royalty payments within
groups of companies was adopted as the Directive1526. The proposal on the cross-border offsetting of losses is still pending.
The most important progress in the harmonization of income tax systems of the Member
States has been achieved by the decisions of the ECJ. Such case law has important impact on
the design of the Member States’ tax rules. The basis of the ECJ’s case law has not been any
provision in the EC Treaty on income taxation, as there are very few such provisions, but the
provisions on non-discrimination and on the four fundamental economic freedoms in the
founding Treaties. The four freedoms encompass two principles: a right of cross-border circulation (market access and exit) and a prohibition of discrimination on grounds of nationality of persons or origin of goods (market equality).
In implementing the policy goal to achieve free movement of goods, persons, services and
capital within the Internal Market, the ECJ has interpreted the free movement provisions
broadly as prohibiting not only distinctions based on nationality or origin (open, direct or
overt discrimination), but also distinctions on the basis of other criteria resulting in disadvantages for foreign products or factors (indirect or covert discrimination). For example, different treatment on the basis of residency can cause covert discrimination if it results in different tax treatment of foreign nationals. The ECJ has also interpreted the four freedoms as forbidding the enactment of national legislative provisions that impede or render unattractive
the exercise of any such freedoms, even if such rules apply without regard to nationality.
Thus, Member States are not allowed to introduce measures, including tax provisions, which
are discriminatory or which could somehow impede or restrict residents of another Member
State in making use of the four freedoms. However, even if foreign products or factors are
treated disadvantageously restricting their free movement, there may be a justification for it
either because an exception is foreseen by the Treaty or because the measure may be necessary in the overriding public interest and is proportional.
The scope of application of Community law (section 4.2.1)
As a general rule, Community law only benefits European citizens and companies who engage in economic activity that crosses Member States’ borders. An individual or a company
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can claim protection under the Treaty if encountering a discriminatory or restrictive measure
when making use of one of the four freedoms.
Case law prohibiting discrimination of non-residents and restrictions to free movement (section
4.2.2)
The ECJ has generated a large body of case law since 1986 on the compatibility of national
income tax laws with the EC Treaty. In its case law1527 related to differential taxation of residents and non-residents, the ECJ has ruled that non-residents must be allowed to enjoy the
same tax benefits as residents where, apart from the residence criterion, they are in an identical situation for tax purposes. It follows from the ECJ’s tax decisions1528 that permanent establishments of persons from other Member States have to be taxed according to the same
rules as apply to residents. Tax rules that disadvantage foreign nationals are potentially in
breach of Community law.
The ECJ has ruled that not only overt discrimination by reason of nationality but also all
covert forms of discrimination are prohibited.1529 International tax law prohibits only direct
discrimination. Under the OECD model tax convention it is assumed that a non-resident is in
a different position and can be subject to different treatment unless specifically forbidden by
a non-discrimination rule of Article 24.
Justifications for national tax measures that violate Community law (section 4.2.3)
The national laws must yield to Community law and discriminatory tax measures as well as
national provisions that restrict free movement within the Internal Market are prohibited. The
ECJ has held that a discriminatory measure is compatible with Community law only if it is
justified by acceptable reasons. A measure restricting free movement may be justified on the
basis of two different categories of grounds, firstly, if it falls within the scope of one of the
derogations expressly provided by the Treaty, or secondly, if it can be justified on other
grounds which are not provided for by the EC Treaty but which have been recognised by the
ECJ and accepted by it as overriding requirements in the general interest. A restriction on the
fundamental freedoms can only be justified if (1) it pursues a legitimate aim compatible with
EC Treaty; (2) is justified by pressing reasons of public interest; (3) is of such a nature as to
ensure achievement of the aim in question; and (4) is proportional.1530 The ECJ applies a
proportionality test to check whether the restriction on Treaty freedom is proportionate to the
overriding reason justifying this restriction.1531 The ECJ examines whether less restrictive
measure could have been devised to achieve the legitimate public aims admitted as justification.
From the settled case law of the ECJ it can be concluded that the need to safeguard the cohesion of a tax system,1532 the effectiveness of fiscal supervision1533, and the prevention of tax
avoidance1534 constitute overriding requirements of general interest capable of justifying a
restriction on the fundamental freedoms guaranteed by the Treaty. The justification that a tax
1527
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measure is necessary for protecting the cohesion of a Member State’s national tax system
was accepted by the ECJ only in the cases Commission v Belgium and Bachmann v Belgium.
The effectiveness of fiscal supervision only constituted a justification accepted by the ECJ in
the Futura case. Prevention of abuse has not actually been able to save restrictive national
tax measures brought before the ECJ but has been recognized in abstracto in ICI and
Lankorst-Hohorst. It may be inferred from those judgments by the ECJ that the Court may in
principle accept anti-abuse measures that infringe EU law but only if the legislation at issue
has the specific purpose of preventing wholly artificial arrangements designed to circumvent
domestic tax rules.1535

8.5

Economic effects of tax competition and harmonization (Chapter
5)

The following section outlines the economic effects of tax competition as well as the impact
of taxation on economic growth. In addition, the economic effects of tax harmonization are
summarized.
Negative effects of tax competition
Tax competition between states to attract investments and capital might lead to a sub-optimal
level of public services, erosion of tax bases, undesired changes in tax structures and an inefficient allocation of resources.
Sub-optimal level of public services
It has been argued that tax competition can lead to the situation that tax revenues only cover
the expenditures for necessary infrastructure and state services but not for the redistribution
of income. Consequently, tax competition may erode the welfare states of the European Union. On the other hand, it has been pointed out that those who oppose structural adjustments
of European welfare states sometimes use this argumentation.
Erosion of tax bases
If capital moves from countries with higher taxes to those with lower taxes, it might decrease
the total tax revenue available for public spending. Lowering the tax level might be in the
interest of one country because it may gain tax revenues by attracting investment and mobile
capital. However, it might be inefficient from an international point of view, because the total amount of tax revenue could drop. Also, it is argued that it might be unfair from the point
of international equity, because one country gains at the expense of other countries that lose
part of their tax base if capital moves out.
Empirical data, however, suggests that tax competition has not led to smaller tax burdens
(see Chapters 5 and 6 about trends in taxation). In fact, EU tax burden has increased by 5.9
percentage points between 1980 and 2000. Tax level is much higher in the EU than in the
US, Japan, and also in the other OECD countries (see Chapter 5). Tax burden as a percentage
of GDP was 29.6 per cent in the US and 27.1 per cent in Japan in 2000 while the EU average
for 2000 was 41.6 per cent.
Undesired change in tax structure
It has also been argued that tax competition forces countries to have different tax structures
that they would otherwise prefer to have. If countries compete for mobile tax bases it may
lead to a ‘tax race to the bottom’, which could result even in total disappearance of tax on
capital. On the other hand the tax burden might shift to less mobile sources of income, which
1535
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are easier to tax. In this way tax competition can lead to inequality in tax treatment between
mobile and less mobile factors. The fairness and acceptability of the tax laws of the Member
States could be jeopardised because the capacity of the Member States to tax income from
capital on the basis of ability to pay is undermined.
Capital movements have been liberalised in Europe and, consequently, capital (especially
financial capital) is very mobile. In contrast, labour is far less mobile in Europe (because of
language and cultural barriers, and also, differences in benefit systems as well as taxation
with regard to pensions and annuities, labour regulations, etc). Because some tax bases (i.e.
capital) are much more mobile than others, tax burdens on them decrease at the expense of
less mobile tax bases (labour, consumption, land, and real estate). It is argued that rising effective tax rates on labour income indicate that governments have tried to shift the tax burden towards more immobile factors of production. Furthermore, it has been argued that high
taxes on labour have a negative impact on employment.
Simple theoretical models predict that tax competition between governments will result in
diminution of source-based corporation taxes towards zero. Gordon (1986) and Razin and
Sadka (1991) projected that capital income taxes will vanish altogether in small open
economies faced with perfect capital mobility, given that residence countries cannot enforce
taxes on foreign source capital income. Economic models show that it is actually better not
to tax capital at all since it simply leads to capital flight. It is especially relevant in case of
taxation of highly mobile capital. Frenkel, Razin and Sadka (1991) show that zero taxation
of capital is optimal, given the set of available tax instruments, when two small countries can
co-ordinate their tax policies but capital can flow without costs to tax havens in the rest of
the world and escape residence taxation. According to the Ramsey rule, it is recommended to
tax immobile factors more heavily, and mobile factors less heavily because taxes imposed on
the most mobile factors are the most distortionary.
Distortion in the allocation of resources
Tax competition can lead to situations, in which resource allocation is driven by tax minimisation rather than comparative economic advantages. That will lead to welfare loss. It is argued that tax differences may cause distortions in the capital market because capital moves
to the country with a lowest tax level instead of the most efficient use. In addition, different
VAT rates may lead to trade diversion and, consequently, to welfare loss.
Differences in VAT rates may cause cross border purchases by residents of high tax countries. As a result, investment decisions are affected in favour of low tax countries. Crossborder shopping might contribute to inefficient allocation of resources, and also erode the tax
base of countries with high consumption taxes. Cross border shopping can also create welfare loss caused by transaction costs (e.g. transportation costs and loss of time).
It is argued that VAT rate harmonization is necessary because otherwise tax competition can
cause inefficiently low tax rates. Bracewell-Milnes (1999) criticises this opinion by drawing
the analogy with a supermarket competing with its rivals and trying to attract geographically
mobile customers. The promotional activities of this store might also be accompanied by a
dead-weight loss, which is considered to be normal part of its business.
With the introduction of EMU, which has removed some more impediments to the free
movement of capital (like exchange risks and transaction costs), taxation becomes an even
more important factor in determining the allocation of resources. If Member States have no
national monetary policy they might use taxation to achieve competitive advantages for their
producers. It has been argued that it can intensify tax competition, create additional economic distortions and cause erosion of tax revenues. According to the Commission, the
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launch of the euro has changed the position of several Member States who see a necessity for
more tax co-ordination in the field of direct taxes.1536 1537
Positive effects of tax competition
Proponents of tax competition consider it a good disciplinary mechanism to avoid expansion
of the government sector to a size bigger than the electorate prefers. Tax competition puts
pressure on governments to reduce their tax levels and to raise the efficiency of the public
sector. It forces governments to provide better public services for less tax revenues.
Corporate tax rate harmonization and economic efficiency
Simulations with applied general equilibrium models suggest that the gain of EU tax rate
harmonization is between virtually zero and 2% of GDP. This gain is, however, unequally
distributed. First, large and high-tax countries typically gain more than small and low-tax
countries. Second, the gains from tax rate harmonization are likely to be unequally distributed over poor and rich residents within countries. For instance, in the TAXCOM model, the
poor gain while the rich lose.
According to Sørensen (2000) corporate tax rate harmonization implies an increase in tax
level, a decline in output and private capital stock as well as a substantial increase in redistribution. Therefore, the desirability of tax rate harmonization depends on social preferences as
it will not be accompanied by economic growth. Furthermore, the analysis assumes that all
additional government revenue is spent efficiently. However, the government could also
spend the additional revenue in a wasteful way. This threat of inefficient government spending is especially relevant in the context of enlargement, since corruption is higher in accession countries than in current Member States. If tax co-ordination leads to higher tax level
and government spending, it can cause increased welfare losses.
Diversity between the states
Results of research show that small countries set relatively low effective tax rates, compared
to large countries.1538 Theoretically, small countries should be less motivated to co-ordinate
capital taxes than larger countries if it leads to higher tax levels, because small countries face
a higher elasticity of capital supply from the world capital market. In addition, it is argued
that it is optimal for smaller countries to have lower taxes and for bigger countries to have
higher taxes because the large countries have a fiscal advantage over the small ones, namely
the size of their domestic markets.1539 Therefore, they can impose higher taxes and still remain competitive. Also, different taxes might be optimal for countries with a different economic structure or development level or national preferences toward redistribution.
The practice of tax harmonization in the EU demonstrates that tax rates are corrected upwards rather than downwards (examples are the establishment of minimum VAT rates,
minimum excise rates for tobacco products, alcohol beverages and mineral oils, also several
proposals to establish minimum rates for corporate taxes by the Commission (e.g. Commission (1992))). No maximum levels of taxation have been established in the European Union
so far. Although the Commission states in its work program1540 that common VAT rate
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should be lower than the present EU average rate, it might be politically difficult to attain
such an agreement. One reason is that it is always difficult to decrease public expenditures
from the existing level to a lower level. In addition, the Stability and Growth Pact sets strict
limits for budget deficits and consequently restricts the government’s fiscal policy choices.
Therefore, harmonization at a lower tax level might not be politically feasible. At the same
time, tax harmonization at too high levels could result in tax base erosion because mobile
factors will move to countries outside the EU.1541
In sum, a major problem with tax rate harmonization in the EU is that it might lead to higher
tax levels and, consequently, to a loss of growth potential. Also, it might strengthen the position of inefficient governments and public sectors considering tax harmonization a good way
to protect their high-tax regimes from tax competition from other EU jurisdictions. The increased mobility of capital throughout the world means that if taxes in the EU were harmonised at relatively high levels, it could result in the flight of capital to countries outside the
EU. This may lead to a loss of competitiveness vis-à-vis other countries (e.g. US, Japan,
other OECD countries). Furthermore, it is difficult to co-ordinate while maintaining the adequate level of diversity between the states. Diversity between Member States will further
increase after enlargement of the EU.

8.6

Trends in EU taxation (Chapter 6)

Developments in tax structures
Statistical data about developments in tax structures do not provide evidence of tax competition regarding mobile tax bases which should lead to a decrease in the relative share of corporate taxes and an increase in the share of taxes on personal income and on goods and services. In fact, the opposite has occurred: the share of taxes on personal income and on goods
and services has decreased and that of taxes on corporate income has increased (see Chapter
6).
Developments in tax level
Although the statutory tax rates declined in the EU during the last decade,1542 there is no statistical evidence that effective capital income tax rates have declined.1543 This is explained by
the fact that the recent tax reforms in Member States have combined cuts in statutory rates
with measures to broaden the capital income tax base as well as reductions in the relief for
corporation tax in order to compensate for the revenue loss accompanying the decrease in tax
rates.
Developments in corporate tax systems (section 6.3)
The current tendency in the EU is towards a partial or total switch from an imputation system to a modified classical system or a shareholder relief system. This development can be
explained by the complexity of imputation systems in comparison with the classical system
and shareholder relief systems. Furthermore, the classical system and shareholder relief systems do not violate the fundamental freedoms of the EC Treaty, since domestic and foreign
source dividends are treated exactly the same way: dividends are subject to taxation at corporate level as well as shareholder level. Although the classical system and shareholder relief
systems do not discriminate cross-border activities against domestic investment, they are not
neutral towards investment decisions. For example, equity financing of outbound invest1541
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ments is generally discriminated against debt financing, since dividend income is taxed twice
and interest is taxed once. Another reason behind the recent trend to abolish imputation systems is an attempt of the Member States to strengthen the international competitiveness of
their tax systems by cutting back advantages for resident taxpayers.1544 Altogether, it can be
concluded that despite a tendency to switch from an imputation system to a modified classical system or a shareholder relief system, the tax systems of the Member States are far from
being harmonised or co-ordinated.
Altogether we can conclude that an important trend in corporate taxation has been a reduction of statutory tax rates on profits. However, this was combined with a broadening of tax
bases, in particular with a cut back in depreciation rules. Furthermore, the trend away from
imputation systems towards the classical system and shareholder relief systems also has an
overall impact of broadening the tax base by reducing the relief for domestic shareholders.
As a result, average effective tax rates on capital have remained approximately constant in
the EU during the last decade.
Tax convergence (section 6.4.)
Total tax burden
The average total tax burden in the EU increased by approximately 14 percentage points
since 1965 while the standard deviation decreased somewhat. Thus, total tax burdens in
Member States converged towards a higher level. Nonetheless, the spread between the highest and the lowest total tax burden was 21 percentage points in 2000, ranging from 32% in
Ireland to 53% in Sweden.
VAT
Convergence of statutory as well as effective VAT rates has taken place in the EU. The
number of different rates applicable in Member States has decreased, while the spread between the highest and the lowest standard rates has slightly decreased (from 13 in 1990 to 10
in 2000) and standard deviation of standard as well as reduced rates has decreased. However,
standard VAT rates still vary from 15% in Luxembourg to 25% in Denmark and Sweden.
Effective tax rates have also converged. The spread between the highest and the lowest VAT
revenue ratio is 3.8, ranging from 5.9 in Italy to 9.7 in Denmark (see section 6.4.2.2) Thus, in
spite of VAT rate convergence, there are still considerable differences in the statutory as well
as effective tax rates among Member States.
Corporate tax
Divergence in corporate tax rates is large. The difference between the highest and the lowest
corporation tax rates amounts to 27.67 percentage points. Furthermore, there are considerable differences between the national corporation tax bases. However, some convergence of
statutory as well as effective corporate tax rates has taken place during the last decade.1545

8.7

Comparison of tax policy of Estonia with that of the EU (Chapter
7)

Comparison of tax rates, tax level and tax structure (section 7.1)
The tax rates of Estonia are reasonably close to those of the EU. However, in some key aspects there are wide differences. The most significant differences are in the field of income
taxation. The EU-25 (arithmetic) average top statutory personal income tax rate in 2004 is
43%, while the personal income tax rate of Estonia is 26%, which is 17 percentage points
1544
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lower. The difference compared to the EU-15 average is even larger - 23 percentage points
(26 percent in Estonia as compared to 49 percent in the EU-15). The top statutory corporate
tax rate is very close to the EU average: the statutory corporate tax rate of Estonia (26%) is
only one percentage point lower than the EU-25 (arithmetic) average of corporate tax rate in
2004. The EU-15 (arithmetic) average of corporate tax rate in 2004 is five percentage point
higher than in Estonia (31 percent in EU-15 as compared to 26 percent in Estonia). However,
the tax rates in the field of corporate taxation are not directly comparable because Estonia
does not apply the corporate tax on reinvested income. It means that a rate of 26% only applies in case of distributed profits, the tax rate on retained earnings is zero. The smallest difference is in the VAT rate, which is slightly below the EU average level in Estonia (1.6 percentage points below the EU-15 average level and 1.4 percentage points below the EU-25
average level).
Comparison of tax levels and tax structures in Estonia and the EU demonstrates that the tax
structures as well as tax levels are very similar. Although statutory tax rates on income and
profits are lower in Estonia than in the EU, the effective tax rates of Estonia are very close to
EU average rates. Revenue ratio of VAT as percentage of GDP is even higher in Estonia
than in the EU. The biggest difference between Estonia and the EU lies in the effective tax
rate on profits (measured as a revenue ratio of taxes on corporate income) which is considerably lower in Estonia (1.1 percent of GDP in Estonia as compared to 2.2 percent in the EU25 in 2002). However, the share of this tax in total tax burden is very small (3 per cent in
Estonia and 9 per cent in the EU in 2002).
Comparison of the Estonian VAT legislation with the acquis communautaire (section 7.2.1)
Although the Estonian VAT act largely follows the Sixth Directive, it is not in complete
alignment with EU rules. The most important provisions that are in breach of EU legislation
are the following.
Taxable person
The definition provided in the Estonian VAT act is in breach of the Sixth Directive. Firstly,
according to the Estonian VAT act the taxable person is a person who effects taxable supply.
The Sixth Directive, on the other hand, does not contain such a condition. The Sixth Directive includes everyone who performs economic activities in the definition of a taxable person. Secondly, it follows from the wording of the Estonian VAT act that a taxable person is
also a person who performs economic activities free of charge. However, according to the
case law of the ECJ activities which are in all cases free of charge fall outside the scope of
the VAT.1546 Moreover, in the cases Coöperatieve Aardappelenbewaarplaats and Apple and
Pear Development Council the ECJ stated, referring to the earlier Tolsma case, that for the
provision of services to be taxable there must be a direct link between the service provided
and the consideration received. Some other judgments by the ECJ have reduced the scope of
the concept of economic activity and consequently the scope of VAT.1547
Public bodies
The Estonian VAT act stipulates that public bodies are considered taxable persons in respect
of their taxable supplies, which can also be effected by non-public taxable persons. This provision is in breach of EU law. In the light of the case law by the ECJ and the Sixth Directive,
the public bodies should be considered taxable persons in respect of their services if they
compete with the private sector providing competing goods or services where treatment of
them as non-taxable persons would lead to significant distortions of competition.
1546
1547
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The Sixth Directive contains the list of activities in relation to which the public bodies are ‘in
any case’1548 considered taxable persons. The list of these activities (in relation to which undertakings are considered taxable persons) is included in Annex D1549. As a minimum, Estonia should tax all the activities listed in Annex D of the Sixth Directive.
Taxable transactions
The supply of goods and services effected in Estonia, importation of goods and services, and
provision of services which are considered an export of services are included in the concept
of ‘taxable supplies’ according to the Estonian VAT act. Thus Estonian concept of ‘taxable
supplies’ does not include intra-Community acquisition of goods and intra-Community acquisition of new means of transport, which have to be included in the concept of taxable
transactions upon accession.
Supply of goods
According to the Estonian VAT act supplies include the transfer of goods in the course of
business activities. Article 5(1) of the Sixth Directive defines ‘supply of goods’ as the transfer of the right to dispose of tangible property as an owner. The ECJ has held that ‘supply of
goods’ in Article 5(1) of the Sixth Directive must be interpreted as meaning the transfer of
the right to dispose of tangible property as an owner, even if there is no transfer of legal
ownership of the property.1550 In other words, the mere transfer of economic ownership is
enough to treat the transfer as supply of goods. In accordance with the ECJ’s ruling in SAFE,
it is for the national court to determine in each individual case, on the basis of the facts of the
case, whether there is a transfer of the right to dispose of the property as an owner within the
meaning of Article 5(1) of the Sixth Directive.
The Estonian VAT act defines concept of ‘goods’ as tangible goods, livestock, electric
power and heat. According to Article 5(2) of the Sixth Directive ‘tangible property’ used in
the definition of supply of goods includes electric current, gas, heat, refrigeration and the
like. An exhaustive list of the Estonian VAT act does not contain gas, refrigeration and the
like, as does the list provided by the Sixth Directive. The Estonian definition is in breach of
the Sixth Directive because it is questionable whether gas, refrigeration and the like can be
included in the concept of ‘tangible goods’. Therefore, it is necessary to include those substances in the Estonian definition of supply of goods.
Compulsory transfer of the ownership of property for compensation, by order made by or in
the name of a public authority or in pursuance of the law, is also considered supply of goods
according to the Sixth Directive (Article 5(4)(a)). In addition, the transfer of goods pursuant
to a contract under which commission is payable on purchase or sale, is considered to be
supply of goods (Article 5(4)(c)). These provisions should be included in the Estonian VAT
act upon accession.
Supply of services
The Estonian concept of taxable supply includes imports and exports of services. Under the
Sixth Directive, services cannot be imported or exported. Under the Estonian VAT act export
of services is zero-rated, whereas under the Sixth Directive such services would not be taxed

1548

Article 4(5) of the Sixth Directive.
This list includes, for example, telecommunications; the transportation of goods and passengers;
port and airport services; the running of trade fairs and exhibitions; warehousing; the activities of
travel agencies; the supply of water, gas, electricity and steam; the running of staff shops, cooperatives, industrial canteens and similar institutions.
1550
Case C-320/88 (SAFE), paragraph 7-9 of the judgment. See also section 3.2.3 where this case is
discussed in greater detail.
1549
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because the services are not supplied in that Member State. The taxation of services is dealt
in a separate provision of the Sixth Directive (Article 9 of the Directive).
Intra-Community acquisitions of goods and means of transport
The provisions of the Sixth Directive dealing with the intra-Community acquisitions of
goods and means of transport have to be included in the Estonian VAT act upon accession.1551
Place of taxation
Supply of goods
In the case of goods the place of supply is deemed to be Estonia and thus Estonian VAT is
applied if the goods are delivered or made available to the recipient in Estonia, including on
the border of Estonia, or if the goods are exported from Estonia. The Sixth Directive provides more detailed rules for determination of the place of the taxable transaction. Generally,
the place of supply of goods in the case of goods not dispatched or transported is deemed to
be the place where the goods are when the supply takes place (Article 8(1)(b)). In the case of
goods dispatched or transported, the place of supply of goods is deemed to be the place
where the goods are at the time when dispatch or transport begins (Article 8(1)(a)). If the
goods are installed or assembled by or on behalf of the supplier, the place of supply is
deemed to be the place where the goods are installed or assembled (Article 8(1)(a)). In the
case of goods supplied on board ships, aircraft or trains during the part of a transport of passengers effected in the Community, the place of supply of goods is deemed to be at the point
of the departure of the transport of passengers (Article 8(1)(c)). Those rules have to be included in the Estonian VAT act upon accession. In addition, the provisions of the Sixth Directive applicable in the case of purchases by distance sales have to be included in the Estonian VAT act upon accession. The distance sales over a threshold of EUR 100.000 per year
effected by an Estonian company within the territory of another Member State must be taxed
in the Member State of arrival. The place of taxable transaction must be Estonia in the case
of distance sales effected within the territory of Estonia by firms of another Member State
who make a taxable supply over a threshold of EUR 100.000 (see Article 28b (B) of the
Sixth Directive). Article 28b (B)(2) of the Sixth Directive provides that a Member State may
limit the threshold to EUR 35 000. Moreover, Article 28b (B)(3) of the Sixth Directive provides that vendors may opt for taxation in a Member State of arrival notwithstanding the
threshold.
Supply of services
The general rule with regard to the place of taxation in the case of services provided in the
Estonian VAT act1552 is in line with the general rule of Article 9(1) of the Sixth Directive,
which stipulates that the place of services in the EC is deemed to be the place where the supplier has established his business or has a fixed establishment from which the service is supplied or, in the absence of such a place of business or fixed establishment, the place where he
has his permanent address or where he usually resides.
Article 9(2) of the Sixth Directive provides for several exceptions from this general rule. The
place of the supply of services connected with immovable property, such as the services of
estate agents and of architects, is deemed to be the place where the property is situated. This
exception is also provided in the Estonian VAT act, which stipulates that place of supply is
1551

See also section 3.2.3.
The general rule with regard to the place of services is stipulated in § 7 (1) 5) of the Estonian
VAT act which provides that place of supply is considered Estonia if the seat of the provider of services or the permanent establishment through which the services are provided is located in Estonia.
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considered Estonia if an immovable property located in Estonia is constructed, valued or
maintained or services relating to the transfer of an immovable property located in Estonia or
to preparation or co-ordination of the related construction work are provided. The Estonian
VAT act also is in line with the rule of Article 9(2)(c) of the Sixth Directive which provides
that cultural, artistic, sporting, scientific, educational, entertainment or similar activities, ancillary transport activities, valuations of movable tangible property or work on movable tangible property, are deemed to be performed where they are physically carried out. With regard to valuations of movable tangible property or work on movable tangible property,
which includes contract work that is treated as services based on the Second Simplification
Directive, the same Directive provides that these services are deemed to take place where the
VAT identification number of the customer of the services has been issued, provided the
goods in question are dispatched or transported out of the Member State where the services
were physically carried out. When the place of supply is shifted to the place where the customer’s VAT number has been issued, the VAT liability is also shifted to the customer (referred to as ‘reverse charge’). Those provisions have to be included in the Estonian VAT act
upon accession.
Article 9(2)(e) of the Sixth Directive provides that the place of supply of certain services1553
rendered to the customers established outside the Community or for taxable persons established in the Community, but not in the same country as the supplier, is where the customer
has his business or resides. The Estonian VAT act provides for a list of services provision of
which to an Estonian taxable person by a non-resident is taxable in Estonia.1554 This list includes most of the so-called Article 9(2)(e) services. However, radio and television broadcasting services, and electronically supplied services are not included in the Estonian list of
services. In addition, obligations to refrain from pursuing or exercising, in whole or in part, a
business activity or a right referred to in the so-called list of Article 9(2)(e) services should
be taxable in Estonia if the customer of this service is established or resides in Estonia. The
Estonian VAT act should also include the rule of Article 9(2)(f) which provides that in case
of the electronically supplied services the place of supply must be in Estonia when those services are performed for non-taxable persons who are established, have their permanent address or usually reside in Estonia, by a taxable person who has established his business or
has a fixed establishment from which the service is supplied outside the Community or, in
the absence of such a place of business or fixed establishment, has his permanent address or
usually resides outside the Community.1555 Furthermore, The Estonian VAT act should also
include the rule of Article 9(4) of the Sixth Directive which provides that in the case of telecommunications services and radio and television broadcasting services when performed for
non-taxable persons who are established in Estonia, by a taxable person who has established
his business from which the service is supplied outside the Community, the place of supply
of services is considered to be in Estonia if the effective use and enjoyment of the services
take place within the territory of Estonia.
Taxable amount
The Estonian VAT act does not state explicitly, as does the Sixth Directive, that taxable
amount includes subsidies directly linked to the price.1556 It should be stated also in the Esto1553

The list of the so-called Article 9(2)(e) services to which this provision applies includes for example legal services, advertising, engineering, consulting, accounting, data processing, banking, insurance, and other financial services as well as the hiring out of movable tangible property other than
means of transport, the services of agents who act in the name and for the account of another, procuring the above-mentioned services, telecommunication services, radio and television broadcasting services, and electronically supplied services.
1554
See section 7.2.1.2.4.
1555
See also section 3.2.4.
1556
See also section 3.2.6 about the case law of the ECJ concerning the inclusion of subsidies in the
taxable amount.
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nian VAT act that all subsidies directly linked to the price are included in the taxable
amount.
§ 14 (5) of the Estonian VAT act provides that in the cases of provision of goods or services
by an employer to an employee and non-business use of goods and services, the market price
of the goods is applied as a taxable amount. The Sixth Directive stipulates that in the case of
internal use or non-business use of goods and services, the purchase price or the cost price is
applied as a taxable amount. In the case of self-supplies, the open market value is applicable.
Those provisions must be included in the Estonian VAT act upon accession.
The Estonian VAT act does not state explicitly, as does the Sixth Directive, that the taxable
amount includes taxes, duties, levies and charges, and incidental expenses such as commission, packing, transport and insurance costs charged by the supplier. Moreover, the Estonian
VAT act does not provide that certain kind of repayments entered in a suspense account
should not be included in the taxable amount. These provisions have to be included in the
Estonian VAT legislation.
Exemptions
Domestic exemptions
The Estonian list of exemptions does not include several activities which must be exempted
according to Article 13(A) of the Sixth Directive. For example, activities stipulated in Article
13(A) (1) (f)1557, Article 13(A) (1) (k)1558, Article 13(A) (1) (n)1559, and Article 13(A) (1)
(o)1560.1561 In the case of exemption of certain non-profit activities1562 The Estonian VAT act
does not contain the condition, as does Article 13(A) (1) (l) of the Sixth Directive, that such
exemption should not cause distortion of competition.
In regard to the exemption on supply of immovable property it has to be pointed out that Estonian rule which does not provide for taxation in case of new residential construction as
well as alteration and maintenance of existing buildings is in breach of the Sixth Directive.
§18 (3) of the Estonian VAT act provides that taxable persons may opt for taxation in case of
leasing or letting of immovable property; supply of immovable property; services provided
by credit or financial institutions; and investment gold. The Sixth Directive does not allow
1557

This subparagraph provides for exemption of services supplied by independent groups of persons
whose activities are exempt from or are not subject to VAT, for the purpose of rendering their members the services directly necessary for the exercise of their activity, where these groups merely claim
from their members exact reimbursement of their share of the joint expenses, provided that such exemption is not likely to produce distortion of competition.
1558
This subparagraph provides for exemption of certain supplies of staff by religious or philosophical institutions.
1559
This subparagraph provides for exemption of certain cultural services and goods closely linked
thereto supplied by bodies governed by public law or by other cultural bodies recognized by the
Member State concerned.
1560
This subparagraph provides for exemption of the supply of services and goods by organizations
whose activities are exempt in connection with fund-raising events organized exclusively for their
own benefit provided that exemption is not likely to cause distortion of competition. Member States
may introduce any necessary restrictions in particular as regards the number of events or the amount
of receipts which give entitlement to exemption.
1561
Article 13(A) (1) (q) also provides for exemption of activities of public radio and television bodies other than those of a commercial nature. However, according to Article 28 (3) (a) and Annex E of
the Sixth Directive Member States may continue to subject those activities to VAT during the transitional period.
1562
Services provided free of charge by a non-profit association to its members. See §18 (1) 3) of the
Estonian VAT act.
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Member States to provide a right of option for taxation in the cases of the supply before first
occupation of buildings or parts of buildings and the land on which they stand and the supply
of building land. The Estonian VAT act should exclude those supplies of immovable property from transactions in the cases of which taxpayers can opt for taxation.
Intra-Community acquisitions
Upon accession Estonia should also apply for intra-Community acquisitions the same exemptions as for domestic supplies.
Deduction of input-VAT
From the Estonian VAT act it follows that the right for input tax credit arises at the time
when the goods or services as well as invoice are received. This provision is in breach with
the Sixth Directive which provides that if a payment is due before the goods are delivered or
the services are performed, the tax becomes chargeable on receipt of the payment and on the
amount received. The Estonian VAT act should state explicitly that the right for deduction
arises at the moment when the deductible tax becomes chargeable or contain the provision
that if a payment is due before the goods or services are received from another registered
taxable person, the right for input tax credit arises when the input tax is invoiced by another
entrepreneur or when the payment is received.
The Estonian VAT act stipulates that the right to deduct the input VAT is restricted to goods
and services used for the purposes of business.1563 This provision does not exactly correspond to Article 17(2) of the Sixth Directive which provides that the right to deduction or
refund of the VAT is restricted to goods and services used for the purposes of taxable transactions because the latter transactions include non-business use and self-supply. In addition,
Article 17(2)(c) of the Sixth Directive provides that a taxable person has a right to deduct the
tax due in cases of internal use and self-supply. This possibility is not provided in the Estonian VAT act. The Estonian VAT act should also include the rules of the Eighth and Thirteenth Directives, which provide the arrangements for refund of VAT to taxable persons not
established in the territory of the country.
Persons liable for payment of the tax
Estonia has to include in its VAT legislation the provision that any person who makes a taxable intra-Community acquisition of goods is liable for the payment of the VAT due. In addition, the person who acquires new means of transport from another Member States must be
made liable for the payment of the VAT upon accession. In addition, Article 21 (1) (a) of the
Sixth Directive provides that in the case of intra-Community acquisitions, the Member State
may designate another person to be liable for the payment of the VAT, e.g. a tax representative. Furthermore, the same provision stipulates that the Member State may also provide that
someone other than the taxable person is held jointly and severally liable for payment of the
tax.
Special schemes
Special scheme applied for transfer of right to cut standing crop and for timber and related
services1564 is not in line with the Sixth Directive and should be abolished upon accession.
Furthermore, Estonia should include the special scheme applicable to e-commerce and
broadcasting services introduced by the Directive 2002/38/EC.1565
Administrative obligations
Compulsory registration
1563
1564
1565

See § 20 (3) of the Estonian VAT act.
See section 1.3.2.10.
See section 3.2.11 for the special rules applicable to e-commerce and broadcasting services.
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Estonia applies EUR 16 025 (EEK 250 000) turnover limit for compulsory registration of
VAT taxable persons. Enterprises with a turnover below that threshold are considered outside the scope for the application of VAT, unless they voluntarily register. According to Article 24(2) of the Sixth Directive Member States may apply an exemption from tax to taxable
persons whose annual turnover is equal to or higher than EUR 5 000. The agreement on EU
accession granted Estonia a derogation allowing small and medium sized enterprises whose
annual turnover is less than EEK 250 000 not to be registered for VAT.
Other administrative obligations
Other administrative obligations provided in the Sixth Directive, including the possibility to
register by electronic means, to use electronic invoicing and storage, to submit yearly statements and EC sales lists by electronic means (see section 3.2.12), have to be included in the
Estonian VAT legislation.
Tax rates
The reduced VAT rates currently effective in Estonia1566 are not exactly in line with the
Sixth Directive. Estonia has to abolish zero rates currently applied on electricity generated
by wind, and hydro-electricity; periodicals sold under a subscription; and textbooks and
workbooks for basic schools and gymnasiums upon accession. The Estonian VAT act already contains the provision that as of Estonia’s accession to the European Union, the rate of
VAT on periodicals sold under a subscription, and textbooks and workbooks for basic
schools and gymnasiums shall be 5 per cent. In addition, Estonia has to apply standard rate
of 18% on electricity generated by wind and hydro-electricity upon accession.
Application of reduced rate on heat, peat, fuel briquettes, coal or firewood sold to individuals
is not in line with Article 12 (3) (a) and Annex H of the Directive. However, Estonia was
granted a transitional period until 30 June 2007 to apply a reduced VAT rate (5%) on heating
sold to individuals as well as on the sale of peat, fuel briquettes, coal and firewood sold to
individuals. After expiry of the transitional period the standard rate must be applied.
Comparison of Estonian income tax legislation with the acquis communautaire (section 7.2.2)
The most important provisions of the Estonian Income Tax Act that violate EU law are the
following.
Dividend exemption
According to § 18(1) of the Income Tax Act dividends and other profit distributions that a
resident individuals receives from a non-resident company are taxed. Dividends received
from a resident company are not taxed. This is discrimination forbidden under the EC
Treaty. More specifically, the measure at issue is incompatible with the rules of EU law
guaranteeing free movement of capital (Article 56 of the EC Treaty) and freedom of establishment (Article 43 of the EC Treaty).
Contributions to pension funds
Resident individuals have the right to deduct from the income the contributions to a mandatory funded pension withheld on the basis of the Funded Pensions Act. In addition, they have
the right to deduct contributions to certain domestic voluntary funded pension funds. In light
of the ECJ case law, the Estonian pension taxation provisions contravene EU law because
pension contributions paid to non-Estonian funds are not tax deductible while contributions
paid to domestic funds are. More specifically, the Estonian pension tax provisions contravene EU principles of freedom to provide services (Article 49 of the EC Treaty) and the free
movement of workers and capital (Articles 39 and 56 of the EC Treaty). Estonian tax rules
1566
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cannot be justified by necessity to maintain coherence of the tax system since there is no direct connection between the deductibility of insurance contributions and the taxation of sums
payable by insurers. Furthermore, fiscal coherence is secured by bilateral conventions with
most EU Member States. It follows that Estonia has to change its tax legislation and give
pension contributions paid to pension funds located in other Member States the same tax
treatment (contributions paid to non-Estonian funds should be also tax deductible).
Deductibility of contributions made by non-residents
The deduction from taxable income of pension premiums is only allowed to resident taxpayers. Income Tax Act does not allow deduction from taxable income of contributions to the
pension funds by non-resident taxpayers. From the judgments of the ECJ in Schumacker and
Biehl it can be concluded that domestic tax legislation of the Member State should provide a
non-resident with the same income-related benefits as a resident, if the non-resident is in a
similar position as a resident from the tax point of view, i.e. receives the major part of his
worldwide income in that Member State. Thus, where residents of Estonia are entitled to tax
deductions then residents of other Member States working in Estonia should also get them to
the extent that these deductions are attributable to income from Estonia. From Wielockx it
can be concluded that the principles developed by the ECJ in Schumacker apply not only to
employees under the free movement of workers provision of the Treaty but also to selfemployed individuals under freedom of establishment provision.
Payments from the pension funds
Payments from resident voluntary pension funds may be subject to tax at regular or reduced
rate (10%) or exempted from taxation. All pension benefits received from non-residents are
subject to tax at regular rate (26%). This tax provision is incompatible with EC Treaty freedom to provide and purchase services because tax benefits only apply for the payments made
by Estonian companies. The ECJ has held in several judgments (i.e. SAFIR, Danner) that tax
legislation of the Member State which provides for different tax regimes for insurance policies, depending on whether they are taken out with companies established in that Member
State or with companies established elsewhere, where that legislation contains a number of
elements liable to dissuade individuals from taking out insurance policies with companies
established in other Member States and liable to dissuade those insurance companies from
offering their services on the market in that Member State, is incompatible with EU law.
Exemptions
The Estonian Income Tax Act lists items that are exempted from tax. Not all exemptions applicable to resident individuals are applicable to non-resident individuals. Tax rules that apply to residents and non-residents different conditions regarding income tax may fall within
the scope of Article 39 or Article 43 of the EC Treaty. The ECJ has held in its judgment in
Schumacker that Article 39 of the Treaty precludes the application of rules of a Member
State under which a worker who is a national of, and resides in, another Member State and is
employed in the first State is taxed more heavily than a worker who resides in the first State
and performs the same work there when, as in the main action, the national of the second
State obtains his income entirely or almost exclusively from the work performed in the first
State and does not receive in the second State sufficient income to be subject to taxation
there in a manner enabling his personal and family circumstances to be taken into account.1567 From the judgment of the ECJ in Groot it can be concluded that the resident Member State should grant the tax exemptions relating to the taxpayer's personal and family cir1567

In its judgment in Case C-391/97 (Gschwind), the ECJ accepted the requirement that nonresident should earn 90% of family worldwide income in the state of source to qualify for equal treatment.
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cumstances not only in proportion to the income derived in that Member State but also in
proportion to the income obtained in other Member States if that income was taxed in that
other Member State without considering his personal and family circumstances.
Deductions
Paragraphs 23 to 28 of the Income Tax Act allow deductions only from the aggregate income
of resident taxpayers. From Schumacker and Wielockx it can be concluded that tax rules
which apply to residents and non-residents different conditions regarding the income tax
may fall within the scope of the EC Treaty provisions which require the abolition of barriers
to free movement within the Internal Market.
Training expenses
Resident individuals have the right to deduct from their taxable income expenses which they
incur for the training, and which are paid on the basis of a written agreement with the resident’s educational institution. This is discrimination forbidden under the EC Treaty since it
is incompatible with the free movement of capital and freedom of establishment. As a general rule, differential tax treatment of service providers of other Member States in comparable situations as residents is not allowed if it is not indispensable to achieve a public-interest
objective such as coherence of the tax system and proportional.1568
Joint assessment of spouses
The option to file a joint tax return of spouses is currently only available to resident taxpayers. From Schumacker and Wielockx it can be concluded that this option has also to be allowed to non-residents obtaining their family income entirely or almost exclusively from
work performed in Estonia and not receiving sufficient income in their resident State to be
subject to taxation there in a manner enabling their family circumstances to be taken into
account. From Zurstrassen it can be concluded that a joint tax return of spouses who are not
separated either de facto or by virtue of a judicial decision should not be subject to the requirement that both taxpayers reside in Estonia. The option of joint assessment should also
be available to workers resident in Estonia if they receive almost the entire income of their
household in Estonia, even if their spouses are resident in another Member State.
Exit taxes
Exit taxes are one kind of emigration tax, whereby a country attempts to preserve their tax
claim on existing latent or future income.1569 There are no exit taxes in Estonia (neither for
natural or legal persons), such as taxes on unrealized capital gains or on income derived from
sources in and/or outside Estonia after emigration. Non-residents are taxed only on their income derived from sources within Estonia. Estonia does not apply the rules that provide for
an extended tax liability for a certain period after emigration. In addition, Estonia does not
recapture previously granted deductions or tax deferrals (e.g. a tax deduction for premiums
paid under a private pension plan or life insurance). If the person emigrates, the capital gains
that he/she derives from Estonia (i.e. from the sale of the real estate situated in Estonia or the
shares of the Estonian companies) are taxed at the moment the income is received (i.e. when
the non-resident sells the assets).
If a person emigrates and wants to transfer the value of his/her pension to a pension fund in
the immigration country, then, as a general rule, it is not possible to get the invested money
from the fund before he/she is retired. In some exceptional cases it is possible, however, the
Estonian income tax has to be paid. The same rules also apply in case of domestic transfers.
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Thin capitalization
Thin capitalization legislation has drawn a lot of attention after the Lankhorst-Hohorst decision of the ECJ.1570 The case dealt with German´s thin capitalization legislation, which was
found to be incompatible with EC Treaty. The decision was based on the grounds that the
debt-equity ratios imposed on German resident subsidiaries and the consequent disallowance
of interest deductions applied only, in effect, where the parent company was resident abroad
and not where it was resident in Germany. The ECJ held that different treatment between
resident subsidiary companies according to whether or not their parent company had its seat
in Germany made it less attractive to corporations having their seats in other Member States
to exercise the freedom of establishment.
With respect to Estonia, the Income Tax Act imposes no ceiling on the amount of interest
payments that a company may deduct in computing its taxable profits.
Transfer pricing rules
Estonian transfer pricing rules only apply in case of transactions conducted between a resident legal person and a non-resident (legal person or individual) or an individual. It does not
apply in case of two resident legal persons that are associated, for example, in the case of a
resident subsidiary whose parent company is also resident. Thus, the transfer pricing provision implies a difference in treatment between resident subsidiaries depending on whether or
not their parent company has its seat in Estonia. It can be concluded from the ECJ’s judgment in the Lankhorst-Hohorst case that transfer pricing provisions of EU Member State that
provide different tax rules according to whether the parent company, that is to say, the shareholder in the subsidiary, is resident in that Member State or in another Member State infringe
EU law.
However, it can be concluded from the ECJ’s decision in Lankhorst-Hohorst that the critical
test in these circumstances is whether the same rules are also applied to domestic legal entities.1571 In addition to a transfer pricing provision for international transactions, the Estonian
tax law contains the arm's length principle for domestic transactions. Currently, the Estonian
tax administration has the authority to make an upward adjustment to a company's taxable
basis when it finds that certain transactions do not meet the arm's length principle. For example, if in a national situation an Estonian subsidiary does not apply market prices in transactions with its Estonian parent company, then, the tax administration can make corrections
in profit calculation by applying market prices. Therefore, the Estonian transfer pricing rules
do not infringe EU law because they do not provide different tax rules according to whether
the parent company, is resident in Estonia or in another Member State.
CFC rules
The Income Tax Act comprises the CFC rules under which the profits of companies located
in the low-tax territories are deemed to constitute taxable income of the residents. The income tax is also imposed on certain payments to the legal persons established in territories
with low tax rates, irrespective of whether the person operates in Estonia or not. Furthermore, double taxation of dividends is avoided in the case of foreign direct investment if a
non-resident legal person owns at least 25 per cent of the share capital or votes of the resident company distributing the dividends. Dividends distributed to a legal person located in a
low tax rate territory, are always subject to income tax at shareholder level.
These provisions may infringe EU law because they introduce different treatment for resident subsidiary companies according to whether or not their parent company has its seat in
1570

See section 4.2.2.1.
In Lankhorst-Hohorst the ECJ based its conclusion on the fact that the German thin capitalization rules did not apply to domestic shareholders.
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Estonia. For example, if Estonian company grants a loan to another company which is located in Luxembourg,1572 this loan is subject to income tax while loan given to a resident
company is not subject to income tax if it meets conditions established by the Minister of
Finance. It can be concluded from the ECJ’s judgment in the Lankhorst-Hohorst case1573 that
tax provisions of EU Member State that provide different tax rules according to whether the
parent company, is resident in that Member State or in another Member State infringe EU
law.
Furthermore, the ECJ has held, in general terms, that less favourable treatment in tax matters
cannot be justified by low tax level in another Member State.1574 The ECJ held in Eurowings
that any tax advantage resulting for providers of services from the low taxation to which they
are subject in the Member State in which they are established cannot be used by another
Member State to justify less favourable treatment in tax matters given to recipients of services established in the latter State.
Income tax on profit distributions
A resident company must pay income tax on all dividends and other profit distributions. Under the Parent-Subsidiary Directive withholding taxes on cross-border intra-group profit distributions (as dividends) should be abolished. Article 5(1) of the Directive provides that,
when the parent company holds at least 25 percent of the subsidiary’s capital for a minimum
period of two years, the profits distributed by the subsidiary to its parent company must be
exempt from withholding tax. From ECJ judgments in Epson1575 and Athinaïki Zithopiia1576
it can be concluded that the Estonian tax on profits which an Estonian subsidiary distributes
to its parent company in another Member State holding a minimum of 25 per cent of the
capital of the subsidiary may qualify as a withholding tax within the meaning of Article 5(1)
of the Parent Subsidiary Directive and should be abolished. However, it can be questioned
whether Estonian tax on profits qualifies as a withholding tax under the Parent-Subsidiary
Directive because it can be argued that it is in fact a corporate income tax not a withholding
tax prohibited by Article 5(1) of the Directive. Moreover, it has been questioned whether the
conclusion reached by the ECJ in Epson and Athinaïki Zithopiia is consistent with the purpose of the Directive, expressed in the preamble.1577 The Directive aims at making taxation
in cross-border situations as advantageous as in domestic relations by eliminating double
taxation of cross-border dividend payments within European groups of companies. The
overall objective of the Directive is to introduce tax rules that are neutral from the point of
view of competition. However, in the Athinaïki Zithopiia case, the questioned Greek provision did not constitute a disadvantage for a company located in another Member State since
it was applicable to both resident and non-resident shareholders. Consequently, it did not
violate the principle of capital import neutrality.1578 The effect of the Athinaïki Zithopiia
judgment, therefore, was not the elimination of a (non-existent) distortion, but the creation of
a preferential treatment. The same holds to the Estonian profit distribution tax. If profits distributed to companies in other Member States would be free from distribution tax, these
companies would be treated more advantageously than domestic companies. As Rolle (2003)
concludes, the solution arising from the judgment may generate a conflict with some of the
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Luxembourg is the only Member State which is included in the unofficial list of territories established by the Tax Board of Estonia, which might be regarded low tax territories. In addition, from
future EU Member States Cyprus and Malta are included in this list. See section 1.4.4.
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See section 4.2.2.1.
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See Case C-294/97 (Eurowings), paragraphs 44-45 and Case C-422/01 (Skandia), paragraph 52.
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Case C-375/98.
1576
Case C-294/99.
1577
See Rolle (2003), p. 40.
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Ibid.
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principles laid down in the Code of Conduct as the resulting tax regime may then be regarded as potentially harmful because it seems to create advantages for non-residents.
Taxation of Inter-Company Dividends
The exemption method is applied if the resident company with the qualifying holding distributes the dividends received from another Estonian company. Tax credit system applies
for dividends received from abroad. These provisions may infringe EU law constituting an
obstacle to free movement of capital and freedom of establishment because they introduce
different treatment for companies depending where the company paying the dividend is established.
Avoidance of double taxation
The current Estonian system of dividend taxation differentiates Estonian and foreign parent
companies in a sense that it provides different minimum shareholding rate for exclusion of
double taxation of dividends. When dividends are paid to Estonian parent company holding
20% of shares, the double taxation is eliminated, while the same applies to foreign legal persons starting from shareholding rate of 25%. In addition, the Estonian parent company holding less than 20% of shares, has to pay the income tax at the moment of redistribution while
in case of foreign persons, the income tax has to be paid immediately. So the discrimination
of the foreign corporate shareholder is twofold: (1) the threshold for exemption is 25% instead of 20% and (2) the tax is payable immediately, without waiting for the redistribution.
This very significant disadvantage is also a violation of EC Treaty provisions which require
equal treatment of resident and non-resident companies.
The change of the Income Tax Act has already passed the legislative procedure and will become effective on the date of Estonia’s EU accession. According to this provision the double
taxation will be eliminated if dividends are paid to non-resident parent company holding 20
per cent of the share capital or votes of the resident company distributing the dividends.
However, the second timing disadvantage will not be eliminated.
Taxation of Capital Gains
Resident companies and permanent establishments of non-resident companies registered
with the Estonian authorities are not subject to tax on their capital gains until the gains are
distributed. Capital gains are not taxed separately, but are included into profits subject to corporate income tax upon distribution. Thus, the capital gains received by the company are not
taxable as an income, but becomes subject to taxation upon distribution. Non-resident companies without a permanent establishment in Estonia are subject to tax at a rate of 26% on
their capital gains derived from Estonian sources.1579 These provisions may infringe EU law
because they introduce different treatment for resident companies and non-resident companies.
Taxation of mergers
In general, the Estonian Income Tax Act already is in line with the requirements of the
Merger Directive. Under the Estonian law not disposal of the assets but the distribution of
the dividends is the event triggering taxation. However, in order to guarantee that the Estonian Income Tax Act is in line with the principle of the Merger Directive that provides that
taxation of the capital gain is deferred until actual disposal, it is recommendable to introduce
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The sale of shares by a non-resident is subject to income tax only if the transferred holding is a
holding of at least 10 per cent in a company of whose property, according to the balance sheet as of
the last day of the preceding financial year, more than 75 per cent is made up of immovables or structures as movables, which are located in Estonia.
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the provision in the Estonian law which stipulates that the capital gain derived as a result of a
merger, division or exchange of shares is not taxed until actual disposal of the assets.
However, at the moment it is not necessary to change the Estonian legislation because the
Estonian corporate legislation does not provide for possibility of transactions prescribed in
the Directive (namely, cross-border mergers, divisions, transfers of assets or exchanges of
shares). The reorganization of companies is currently possible through the liquidation or the
sale of assets.
The Interest and Royalties Directive
Estonia has to include the principles of the Interest and Royalties Directive into its domestic
law. Under the current Income Tax Act, the interest and royalty payments made to associated
companies in other EU Member States are subject to Estonian-source tax. However as from
1 May 2004, the provision has to be introduced into the Estonian Income Tax Act under
which interest and royalty payments to associated companies in other EU Member States
would not be subject to the Estonian source tax provided the holding requirements stipulated
in the Interest and Royalties Directive are met. Attention needs to be paid to the various exclusions and qualifying conditions imposed.
The interest and royalty payments by the Estonian company to its parent company or a subsidiary resident in other EU Member State have to be tax exempt if the companies qualify for
the benefits of the Directive. The Directive only applies in case of payments between associated companies. In order to be considered as an associated company, the paying company or
a permanent establishment must have a direct minimum holding of 25 per cent in the capital
or the voting rights in the receiving company, or vice versa, or a third company must have a
direct minimum holding of 25 per cent in the capital or the voting rights of both the paying
and the receiving company. In respect of the minimum participation requirement, it is important to bear in mind that Directive only specifies minimum standard, Estonia may also give
the benefits of the Directive if the holding is less than 25%.
The Directive applies to companies, which take one of the forms listed in the Annex to the
Directive. In this respect, a list of the companies covered for Estonia needs to be included in
the Annex of the Directive. One may assume that the scope of the Directive will cover the
same companies as those covered by the Parent-Subsidiary Directive and the Merger Directive, which are mentioned in the Annex II.9 of the Accession Treaty. In line with the general
principle of EU law, directives only ever express minimum standard. Member States are free
to extend the tax-free treatment of profit distributions to the entities other than those included
in the list.
Another potential limitation to the application of the Directive is that a Member State is
given the option of not applying the Directive where the associated companies’ condition has
not been met for a period of two years prior to the interest/royalty payment. It follows that
the tax-free treatment of the payments has to be provided if a maximum two-year holding
period stipulated in the Directive has been satisfied. Estonia may also give the benefits of the
Directive if the associated companies condition has been met for a shorter than a two-year
holding period. The shorter holding period is not specifically provided for in the Directive,
but it is justified on the basis that EC Directives only ever specify minimum standards.
The Directive specifies a number of other instances where Estonia is given the option of not
applying the withholding exemption to the interest/royalty payments. These include cases
where the payments are re-characterised as distributions and payments made on convertible
debt. There is also an exclusion in respect of the non-arm’s length arrangements. Where a
payment exceeds that which would have been paid between independent parties, Estonia is
not obliged to apply the nil withholding rate to the excess element of the payment.
Besides the special relationship provision referred to above, the Directive also includes specific fraud and abuse provisions enabling Estonia to withdraw the benefits of the Directive
where the principal motive, or one of the principal motives, is tax evasion or tax avoidance.
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Estonia is not precluded from applying domestic legislation or agreement based provisions to
prevent such abuse.
Arbitration Convention
Currently, the Arbitration Convention is not a part of the Estonian legal system. There seems
to be no obstacles for Estonia of signing this Convention and Estonia probably is expected to
sign this Convention after joining the EU.
Taxes on raising capital
The Capital Duty Directive (the Council Directive 69/335/EEC concerning indirect taxes on
the raising of capital) requires to harmonize structures and rates of capital duty. Article 4 of
the Directive provides that certain transactions must and others may be subject to capital
duty. Art. 4(1) reads "The following transactions shall be subject to capital duty: [...]". Thus,
the wording ‘shall be […]’ seems to indicate that application of certain transactions to capital
duty is mandatory and that Member States are obliged to levy capital duty on the transactions
mentioned in this paragraph However, according to the interpretation of several Member
States1580, the Capital Duty Directive allows to apply lower level of taxation than 1 % stipulated by the Directive. Moreover, according to the Directive 85/303/EEC Member States are
free to exempt the contributions of capital altogether since 1 January 1985.
Code of Conduct
The EU has adopted a Code of Conduct designed to inhibit “harmful” competition between
national tax systems. Estonia’s company tax system appears fully consistent with the Code,
which is summarized in section 2.4.4.1. Estonia’s company tax is transparent, with tax liabilities determined under law, and not by administrative discretion. It does not offer special
incentives for non-residents, or transactions with non-residents. It has no special arrangements ring-fenced from the local market. It follows internationally accepted OECD principles.
Fiscal State Aid
Estonian income tax provisions are in line with EU fiscal state aid rules. Estonian tax provisions do not provide in favour of selected undertakings an exception to the application of the
general tax system. Estonian Income Tax Act does not provide for any measure intended partially or wholly to exempt firms in a particular sector from the charges arising from the normal application of the general tax system without there being any justification for this exemption on the basis of the nature or general scheme of this system. Estonian tax measures
are not limited to certain geographical regions, or to certain sectors of economic activity.
Conclusion
The tax legislation of Estonia is reasonably close to that in the EU. However, in some key
aspects there are wide differences. The most significant differences are in the field of income
taxation. In the field of VAT the Estonian legislation is in large extent harmonized with the
obligatory body of the EU law (most importantly (the Sixth Directive).
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Transitional periods and derogations granted to Estonia
Estonia has been granted four transitional periods and one derogation from the acquis in the
taxation chapter.
1580

For example, the Great Britain who does not levy taxes on raising capital and Germany who
abolished its capital duty recently.
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VAT
By way of derogation, in implementing Article 24(2) to (6) of the Sixth Directive, Estonia
may grant an exemption from VAT to taxable persons whose annual turnover is less than the
equivalent in national currency of EUR 16,000 (EEK 250,000). In addition, Estonia may
maintain a reduced rate on the supply of heating until 30 June 2007. Moreover, Estonia may
maintain an exemption on international transport of passengers, referred to in point 17 of
Annex F to the Sixth Directive, until the condition set out in Article 28(4) of the Sixth Directive is fulfilled or as long as the same exemption is applied by any of the present Member
States, whichever is earlier.
Excises
Estonia may postpone the application of the overall minimum excise duty on the retail price
(inclusive of all taxes) of cigarettes in the price category most in demand until 31 December
2009, provided that during this period Estonia gradually adjusts its rates towards the overall
minimum excise duty. Estonia may postpone the application of the overall minimum excise
duty on smoking tobacco until 31 December 2009.
Parent-subsidiary income taxation
By way of derogation from Article 5(1) of Directive 90/435/EEC (Parent-Subsidiary Directive), Estonia may, as long as it imposes income tax on distributed profits without taxing undistributed profits, and at the latest until 31 December 2008, continue to apply that tax to
profits distributed by Estonian subsidiaries to their parent companies established in other
Member States.
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Annex A. Agreements reached at Estonia’s accession negotiations
with the EU in the taxation chapter
Agreement on accession to the EU grants Estonia:
•

a transitional period until 30 June 2007 to apply a reduced VAT rate of not less than
5% on the supply of heating sold to individuals, housing associations, apartment associations, churches, congregations, and institutions or bodies financed from the state,
rural municipality or city budget, as well as on the supply of peat, fuel briquettes, coal
and firewood to individuals;

•

the possibility to apply a VAT registration and exemption threshold for small and
medium sized enterprises whose annual turnover is lower than EEK 250,000. Estonia
shall take steps to ensure that any exemptions will have no adverse effects on the
European Communities’ own resources accruing from VAT.

•

a transitional period until 31 December 2009 at the latest regarding the application of
the overall minimum excise duty envisaged under 2002/10/EC as regards the structure
and rate of excise duty on manufactured tobacco. Estonia will provide a calendar for
gradual alignment with the Directive, starting in 2002. Moreover, Member States
may, until full application of the acquis, maintain, with regard to private travellers entering their territories from Estonia, the same restrictions on the quantity of cigarettes
as applied with regard to private travellers from third countries and carry out the necessary checks without affecting the proper functioning of the internal market. Member States making use of this possibility shall inform the Commission in advance
thereof;

•

a transitional period until 31 December 2008 to ensure full compliance with Article
5(1) of Directive 90/435/EEC (Parent-Subsidiary Directive). Estonia will provide the
Union with information and a timetable as to how it intends to comply with Directive
90/435/EEC. Furthermore, Estonia will explain the measures envisaged and the timetable for the implementation in order to fully comply with the Treaty provisions on
the free movement of capital at the latest by the date of accession.

•

an exemption from VAT on international transport of passengers for the purposes of
applying Article 28(3)(b) of Directive 77/388/EEC (Sixth Directive), until the condition set out in Article 28(4) of the Directive is fulfilled or for as long as the same exemption is applied by any of the present Member States, whichever is the earlier.
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