INTRODUCTION

This study aims at describing the impact of the rulings of the European Court of Justice (the
“Court”) on the Members States’ direct tax systems. The study contains materials available
until December 31, 2007. The case-law of the Court is characterized by its continuing
development, in a changing institutional, political, social and economic context.

The area of taxation, and in particular the area of international taxation, is also an evolving
field, in which conflicting or converging interests between States, or between States and
taxpayers, play an important role in the shaping of the applicable national rules, which face
new realities due to the economic globalization.

The study is divided in four chapters.

In the first chapter, preliminary remarks are made as to the legal context in which the Court
decides on its cases. The basic elements of the income tax systems of the Member States are
briefly recalled, as well as the EC Treaty provisions and secondary legislation relevant for
direct taxation. Finally, the methods of reasoning used by the Court of Justice are outlined,
with particular reference to direct taxation.

In the second chapter, the Court’s judgements in the area of direct taxation are analyzed. To
facilitate comprehension, the cases have been divided in three main categories, viz. taxation of
individuals, taxation of companies and taxation of company shareholders, with emphasis on
the last two categories. Within each part, sub-categories have been drawn, which do not
always correspond to classical schemes but which are intended to offer a systematic view of
the dynamics at stake in the Court’s case-law.

This chapter includes also, for each type of cases an attempt to describe the major trends in
the implementation of the Court’s case-law by Member States. Particular attention is given to
Member States whose legislations have been directly assessed by Court decisions as to their
compatibility with EC law.

The third chapter draws up provisional conclusions on the manner in which the development
of the Court’s case-law influences the direct tax systems of the Member States.

In a fourth chapter, the limits of the so-called “negative integration” through the case-law of
the Court are discussed and suggestions are also made as to room for further European action,
notably the adoption of EC legislative acts in direct tax matters.
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|I. TAXATION OF COMPANIES AND INDIVIDUALS WITHIN A EUROPEAN CONTEXT:
SOME PRELIMINARY REMARKS

A. DIRECT TAXATION IN THE INTERNAL MARKET

1.  States raise taxes in order to fund their budget. Taxation is thus directly linked to the
exercise of sovereignty. Since the early 20™ century, (direct) income taxation has become an
important component of the total State revenue®.

2. Income taxation first bears on the income of individuals. It also bears on the income of
incorporated entities, the income of which on the one hand may find its substance in
dividends distributed by subsidiaries which have paid income tax and on the other hand is
eventually distributed to individuals. Taxation of the same economic income at the level of
the subsidiary, of the parent and of the individual shareholder gives rise to the problem of
“economic double taxation”.

3. States traditionally affirm their jurisdiction to tax on the basis of criteria involving a
nexus (link) with the income. This link may exist either with the beneficiary of the income,
who is e.g. a resident of the State, or with the income itself, which finds e.qg. its source in the
State. The result of the interaction between the two types of criteria and of varying definitions
of each type is that the same income may be taxed in two or more States, giving rise to the
problem of “international double taxation”. As to corporate taxation, the two types of
double taxation interact and reinforce one another when the subsidiary, the parent and the
individual shareholder are located in different States, each of which may indeed be less prone
to solve a problem which concerns a foreign taxpayer.

4.  Relief for international double taxation can be granted either by unilateral measures,
pursuant to which a State agrees to withdraw its tax claim, or by international double
taxation conventions (hereafter DTCs). Two main methods are proposed in order to avoid
double taxation: the exemption method and the imputation or tax credit method. According
to the OECD Commentary, “under the principle of exemption, the State of Residence R does
not tax the income which according to the Convention may be taxed in the State of Source”.
With the ordinary “imputation” or “credit” method, “the State of Residence allows, as a
deduction from its own tax on the income of its resident, an amount equal to the tax paid in
the other State ... but the deduction is restricted to the appropriate proportion of its own
tax”™. It must be noted that those methods serve not only to relieve juridical double taxation,
but also to alleviate or eliminate economic double taxation, be it at a domestic or at an
international level.

5. Which of these methods — exemption or imputation — leads to the optimal use of
economic factors? According to some economists (see nos. 179-189), the best allocation is
reached by imposing worldwide taxation combined with an imputation system. This
combination ensures “capital export neutrality”, meaning that wherever the taxpayer
invests, he will pay the same amount of tax in his State of residence. In contrast, “capital
import neutrality” implies taxation only in the State of source, leading to territoriality that is
to say to different tax burdens depending on the source country (see Annex 1, Glossary,
“Territorial taxation™). Capital import neutrality allows foreign investors to compete in the
State of source on an equal footing with a local investor.

* In 2005, the share of direct taxes collected by EU Member States amounted on average to one third of their
total tax revenue (including social contributions). Source: European Commission, Taxation Trends in the
European Union, Luxembourg, Office for official publications of the European Communities, 2007.

®> OECD Model Convention (2005), Commentary, 23/13 and 23/57.

IP/AJECON/ST/2007-27 Page 2 of 120 PE 404.888



From this perspective, capital import or export neutrality is appreciated from the point of view
of the State of residence. Most tax systems use a hybrid structure of capital export and capital
import neutrality rules. However, a great variety of regimes can be observed, reflecting the
diversity of the international tax policies pursued by States®.

6.  Within the EU, most of the tax treaties concluded by the Member States follow the
OECD Model Convention’. This Model Convention includes first the general provisions as
to applicability and general definitions of treaty terms, which are followed by so-called
“distributive rules” defined in Articles 6 to 22 of the Model Convention providing for
allocation of taxing powers between the Contracting Parties. The Model Convention also
contains provisions as to exchange of information and sometimes arbitration procedures.

7. Since income taxation can be regarded as a cost linked to the production of income, it
influences economic choices. The obvious result of international double taxation is to
discourage cross-border economic activity, hereby directly hindering the achievement of the
Internal market (Article 14 EC).

B. EXTENT AND SCOPE OF EC COMPETENCE IN THE AREA OF TAXATION

1. EC Treaty provisions regarding taxation

8.  Unlike Member States, the European Community does not exercise its competences in
the field of taxation having primarily a revenue objective in mind. The rules governing the
financing of the EU budget are indeed adopted on a different legal basis and by different
institutional bodies. These differences are reflected in the EC Treaty by the distinction drawn
between “tax provisions” (Articles 90 to 93 EC) under Title 111 (Common Policies) and
“financial provisions” (Articles 269 to 280 EC).

9.  Therefore, European tax law exists despite the absence of a genuine European tax
system®. As a consequence, those few EC Treaty Articles which explicitly or implicitly refer
to taxation find their justification in their contribution to Community policies, and in
particular to the objective of the achievement of the Internal market. In order to further the
Internal market, the EC Treaty provides for two types of tax provisions which aim at
removing obstacles to intra-Community trade that result from the exercise of taxation powers
by Member States.

® The exemption and imputation methods can both be applied on an “overall” and on a “per country” basis. With
a “per country” limitation, an excess tax credit in relation to one State cannot be offset against tax credits
remaining unused in relation to other States. The “overall” limitation allows the credit to be calculated on the
global amount of income earned abroad.

" The OECD MC governs relations between developed countries. The UN Model Convention (the 1% edition of
which was published in 1980) has been developed in order to cover the specific needs for tax treaties between
developed and developing countries based on the statement that the OECD Model was less suitable for capital
importing or developing countries. The general pattern of the articles follows the one of the OECD Model
(Introduction. to the OECD MC Commentary, at 14). However, the UN Model globally grants more taxation
rights to the source State (Introduction. to the UN MC Comm. at 3).

8 At the moment, only the tax levied on salaries and pensions of EU officials (Regulation no. 260/68, extended to
MEPs and free lance interpreters) can be considered to be real EU taxes. Moreover, some links between EC
competences and EC revenues exist. Customs duties and agricultural levies show very strong characteristics of
an EU tax. Harmonized VAT enters into consideration to a certain extent, when calculating the EU own
resources. See European Parliament Resolution of 29 March 2007 on the future of the European Union’s own
resources Document A6-0066/ 2007 (2006/2205/INI), Report on the future of European communities own
resources, Committee of Budgets, 13 March 2007, DOC A6-0066/2007 (rapporteur: A. Lamassoure) and Report
on the proposal for a council decision on the system of European communities own resources, Committee of
Budgets, 23 July 2006, DOC A6-0223/2006 (rapporteur: A. Lamassoure). See also Lang, M.(ed.), EU-Taxes,
Linde Verlag, 2008, forthcoming.
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The first type of EC Treaty provisions enables the Council (and only the Council) to adopt
harmonization directives in the field of taxation. The second type regards general prohibitions
for Member States to establish or maintain obstacles to intra-Community movement and
trade. From the taxpayers’ perspective, such prohibitions create individual rights and
freedoms, directly enforceable before national and European courts.

10. In respect of indirect taxation, a distinction between empowerment provisions and —
directly applicable — tax prohibitions is clearly drawn in the EC Treaty. On the one hand,
Article 93 EC empowers “the Council ... acting unanimously on a proposal from the
Commission and after consulting the European Parliament and the Economic and Social
Committee, [to] adopt provisions for the harmonisation of legislation ... of indirect taxation
to the extent that such harmonisation is necessary to ensure the establishment and the
functioning of the internal market ...”. This legislative power in the area of indirect taxation
has been exercised as regards value added tax, excise duties and indirect taxes on the raising
of capital®. On the other hand, Article 90 EC prohibits discriminatory internal taxation™.
Together with Article 25 EC, prohibiting customs duties and charges having an equivalent
effect, these tax prohibitions aim at ensuring the free movement of goods in the Community
and the effectiveness of the Customs Union™.

11. As regards direct taxation, the above-mentioned two types of provisions —empowerment
and prohibitions — are to be found in the EC Treaty, although their wording does not explicitly
refer to taxation. Concerning Treaty articles founding the power to adopt regulations or
directives in direct tax matters, it must be emphasised that the EC Treaty does not explicitly
grant legislative competence to the Council in the area of direct taxation, neither alone or
jointly with the European Parliament'?. Moreover, Article 95 EC explicitly excludes taxation
from its scope of application. This does not mean however that legislative acts regarding
direct taxation cannot be adopted, but rather that such provisions can only be adopted on the
basis of general clauses such as Articles 94 or 308 EC, and only to the extent that these acts
serve Community objectives. Moreover, and independently of the provisions on taxation, the
EC Treaty confers upon European citizens general rights and freedoms aimed at guaranteeing
non-discrimination and freedom to circulate and to undertake economic activities throughout
the Community. These rights and freedoms are the free movement of workers (Articles 39 to
42 EC), the right of establishment (Articles 43 to 48 EC), the freedom to provide and to
receive services (Articles 49 to 55 EC), the free movement of capital and payments
(Articles 56 to 60 EC), and, since the Treaty of Maastricht, the right to move and reside
freely within the territory of the EU (Article 18 EC). Since the scope of application of these
rights and freedoms is not limited to the extent of the Community's legislative competence, it
encompasses the direct tax provisions of the Member States.

% A complete list of Community legislation in the field of indirect taxes is available on the EUR-Lex site
(http://eur-lex.europa.eu/).

19 Article 91 EC, on excessive export tax repayments and Article 92 EC on direct taxes paid affecting exports,
have lost their original relevance, due to the evolution of the legislative framework in the area of the taxation of
goods, See Farmer, P., and Lyal, R., EC Tax Law, Oxford, Clarendon Press, 1994, p. 77-82.

1 Articles 25 and 90 EC have distinct but complementary scopes of application. See ECJ, 8 June 2006, Case C-
517/04, Visserijbedrijf D. J. Koornstra & Zn. vof v Productschap Vis, ECR 1-5015; 9 September 2004, Case C-
72/03, Carbonati Apuani v Comune di Carrara, ECR 1-8027.

12 Article 293 EC is viewed as a mere exhortation to the Member States to negotiate agreements in order to
remove double taxation. It does not grant competence to the Community and is not directly enforceable by the
courts (ECJ, 12 May 1998, Case C-336/96, Gilly v Dir. Services fiscaux Bas-Rhin, ECR 1-2793, paras. 15-17).
Moreover, it has been abrogated by the Treaty of Lisbon.
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According to settled case-law, *“‘although, as Community law stands at present, direct
taxation does not as such fall within the purview of the Community, the powers retained by
the Member States must nevertheless be exercised consistently with Community law”*.

2. EC legislative acts in the field of direct taxation

12. Relatively scarce secondary legislation has been enacted by the Council in the area of
direct taxation on the basis of Article 94 EC on the approximation of laws. Direct taxes
may cause distortions with regard to the location of employment, to the investment in, and to
the establishment of companies inside the European Union. Some of these obstacles to the
achievement of the Internal market have been the object of two “packages” of EC legislation,
adopted in 1990 and in 2003.

13.  Concerning company taxation, the Council has so far adopted three directives. The
Merger Directive® aims at mitigating the negative tax consequences that arise from
reorganising one or more companies at a European level.

The Parent-Subsidiary Directive™ ensures that cross-border payments of dividends within
the same group of companies established in different Member States do not suffer economic
double taxation.

The Interest-Royalties Directive™ provides for the elimination of double taxation of interest
and royalties between associated companies which are resident in different Member States, by
exempting them from taxation in the State of source.”’

These three Directives are supplemented by the Arbitration Convention, adopted by the
Member States on the basis of Article 293 EC in order to address the problems of transfer
pricing of goods, services and intangibles between associated companies®®.

14. In the area of personal taxation, the only legislative act adopted by the Council is the
Savings Directive. This Directive does not harmonize the provisions of the Member States
as regards the taxation of interest received from savings. Its objective is rather to enhance the
exchange of information between Member States, and even between Member States and a
number of third countries (Switzerland, Andorra, Liechtenstein, San Marino and Monaco). In
its intra-Community role, it aims at reinforcing the administrative co-operation mechanisms
contained in the Mutual Assistance Directive 77/799/EEC® and in Directive 76/308/EEC
on mutual assistance for the recovery of claims®.,

¥ ECJ, 14 February 1995, Case C-279/93, Finanzamt Koln-Altstadt v Schumacker, ECR 1-225, para. 21; 13
December 1967, Case 17/67, Neumann Hauptzollamt Hof/Saale, ECR 441.

¥ Council Directive 90/434/EEC of 23 July 1990, OJ L 225, 20.8.1990, pp. 1-5, amended by Council Directive
2005/19/EC of 17 February 2005, OJ L 58, 4.3.2005.

5 Council Directive 90/435/EEC of 23 July 1990, OJ L 225, 20.8.1990, pp. 6-9, significantly amended by
Council Directive 2003/123/EC of 22 December 2003, OJ L 741, 13.1.2004.

1® Council Directive 2003/49/EC of 3 June 2003, OJ L 157, 26.6.2003, pp. 49-54.

7 In June 2006 the European Commission published a survey on the implementation of the Interest Royalty
Directive, available on the DG TAXUD website (http://ec.europa.eu/taxation_customs/index_en.htm).

18 Convention 90/436/EEC, OJ L 225, 20.8.1990, pp. 10-24 and OJ C 160, 30.6.2005, pp. 11-22, amended by
the Convention of 21st December 1995 on the accession of Austria, Finland and Sweden to the Arbitration
Convention, the Protocol of 25 May 1999 amending the Arbitration Convention and the Convention signed on 8
December 2004 by the Czech Republic, Estonia, Cyprus, Latvia, Lithuania, Hungary, Malta, Poland, Slovenia
and Slovakia on their accession to the Arbitration Convention. This instrument has not yet yielded significant
results. However, several Communications containing guidelines should render its application more effective.
More details on the EU Joint Transfer Pricing Forum are available on the DG TAXUD website (see fn 17).

19 Council Directive 2003/48/EC of 3 June 2003, OJ L 157, 26.6.2003, pp. 38-48.

20 Council Directive 77/799/EEC of 19 December 1977, OJ L 336, 27.12.1977, pp. 15-20.

2! Council Directive 76/308/EEC of 15 March 1976, OJ L 73, 19.3.1976, p. 18.
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3. Other EC acts and initiatives in the field of direct taxation

15. Besides the EC legislation and the case-law of the Court of Justice, several initiatives of
the EC Commission deserve a mention?’. These actions have not only been taken in order to
enhance co-ordination between national tax systems and to remove obstacles to the freedoms
of movement, but also in order to reduce harmful tax competition between Member States.

a) Fight against harmful tax competition

16. The problems caused by divergences between the corporate income tax systems of the
Member States, among which (harmful) tax competition®, have been the object of numerous
reports and studies on behalf of the Commission since the very start of European
integration®. In the 1990°s, the difficulties faced by the Commission in its attempts to achieve
an agreement among the Member States on a legislative act in this field led to the adoption of
a soft law approach, reflected in the Monti Report®®. This method was the basis of the
Council's Code of Conduct for Business taxation?®, the implementation of which, namely
through the “Primarolo Report”, led to the dismantling of national tax regimes that had been
found “harmful”, like the Belgian Coordination Centres, the Irish International Financial
Services Centre (Dublin) or the Dutch finance companies. The Code has been extended to the
new Member States?’.

b) Prohibition of fiscal State aid and use of tax incentives

17. The effectiveness of the soft law approach has been strengthened by the parallel actions
of the Commission concerning fiscal State aid. Indeed, harmful tax measures may also
constitute State aid incompatible with the Common Market within the meaning of Articles 87
and 88 EC. In 1998, following the Code of Conduct, the Commission released a “notice on
the application of the State aid rules to measures relating to direct business taxation”, the
implementation of which was examined in a Commission Report in 2004%, These documents
confirm the applicability of Articles 87 and 88 EC to direct tax measures and provide
guidelines for the Member States.

22 See van Arendonk, H.M. 'Fifty Years of European Co-operation and the Tax Policy of the European
Commission’, and Aujean, M., 'L’évolution de la fiscalité en Europe sous I’impulsion de la Commission' in
Hinnekens, L. and Hinnekens, P. (ed.), A vision of taxes within and outside European borders. Festschrift in
honor of Prof. Dr. F. Vanistendael, Alphen aan den Rijn, Wolters Kluwer, 2008, p. 1 and p. 21.

2% On the definition of the concept of harmful tax competition, see among others, Pinto, C., Tax competition and
EU law, Kluwer Law international, The Hague/London/New York, 2003, chapter 1.2.

% See e.g. Report of the Committee of Independent Experts on Company Taxation (Ruding Report) Commission
of the European Communities, March 1992. For earlier studies, see European Commission, Fiscal and Financial
Committee, Report on tax harmonization in the Common Market (Neumark Report), 8 July 1962; The
Development of a European Capital Market (Segré Report), November 1966; van de Tempel, A.J., Corporation
Tax and Individual income tax in the European Communities, 1970.

% European Commission, Taxation in the European Union, Discussion paper for the Informal Meeting of
ECOFIN Ministers, SEC(96) 487 final, 20.03.1996. See also Communication of 2 June 1993 on improving the
effectiveness of the single market (a strategic program for the Internal market), final version 22 December 1993.
See van Arendonk (2008), p. 12.

%6 Conclusions of the ECOFIN Council Meeting of 1 December 1997, OJ C 2, 6.1.1998, pp.2-6.

*" The Report of 23 November 1999 of the Code of Conduct Group (business taxation) to the Council (Primarolo
Report, SN 4901/99), listed 66 harmful tax measures.

28 Commission Notice on the application of the State aid rules to measures relating to direct business taxation,
0J C 384, 10.12.1998, p. 3; Commission Report of 9 February 2004 on the implementation of the Commission
notice of 1998.
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The Court of Justice substantially agrees with the Commission’s views on fiscal State aid,
although certain divergences can be observed in respect of the time frame for the
implementation of the Code of Conduct as to regimes which are also covered by Articles 87
and 88 EC? and to regional taxation®® Nevertheless, tax incentives in favour of undertakings
have also been the object of more positive attention by European institutions, especially in the
field of research and development, in line with the Lisbon objectives™.

c) Towards coordination and harmonization of corporate taxation

18. The Code of Conduct and the rules on State aid restrict the power of the Member States
to adopt measures that are liable to affect free and fair tax competition between enterprises
and even, to a certain extent, between the Member States themselves. However, recent
initiatives tend to promote a more co-operative manner of achieving the objectives of the
Internal market, while taking into account the Member States’ need to preserve their tax
resources and to fight tax evasion and avoidance. Besides the initiatives in the field of
transfer pricing (implementation of the Arbitration Convention 90/436/EEC), the
Commission addresses concrete issues, in line with a strategy set out in the 1996 Monti
Report and in the programmatic Communications of 2001, 2003 and 2006%. Co-ordinated
solutions have been proposed in two areas in which the Court of Justice has issued important
decisions that have triggered the need to adopt a common approach, i.e. exit taxes and
compensation of cross-border losses® — this latter issue having also been the object of a
Parliament resolution®*. The fight against tax fraud and tax evasion has also been the object
of recent initiatives, in the fields of both direct and indirect taxation®. However, as regards
corporate taxation, the most significant project of the Commission is its proposal for a
Common consolidated corporate tax base (CCCTB), announced for the end of 2008. This
ambitious project had already been suggested in 2001 in line with the Lisbon Strategy*®.

2 ECJ, 22 June 2006, Case C-399/03, Commission v Council, ECR 1-05629, Joined Cases C-182/03 and C-
217/03, Kingdom of Belgium and Forum 187 ASBL v Commission, ECR 1-5479.

%0 ECJ, 6 September 2006, Case C-88/03, Portugal v Commission, ECR 1-7115.

31 Commission Communication of 22 November 2006, ‘Towards a more effective use of tax incentives in favour
of R&D’, COM (2006) 728. See also European Parliament, Resolution of 24 October 2007 on the contribution of
taxation and customs policies to the Lisbon Strategy, Report of 15 October 2007, Committee on Economic and
Monetary Affairs (rapporteur: Sahra Wagenknecht), Document A6-0391/2007 (2007/2097(INI)).

%2 Commission Communication of 23 May 2001, Tax policy in the European Union - Priorities for the years
ahead", COM (2001) 260, OJ C 284, 10.10.2001, p. 6; Commission Communication of 23 November 2003, An
Internal Market without company tax obstacles: achievements, ongoing initiatives and remaining challenges,
COM (2003) 726; Commission Communication of 19 January 2006, Co-ordinating Member States' direct tax
systems in the Internal Market, COM (2006) 823.

¥ Commission Communications of 19 January 2006, Treatment of Losses in Cross-Border Situations, COM
(2006) 824 and Exit taxation and the need for co-ordination of Member States' tax policies, COM (2006) 825.
These Communications refer respectively to the Marks and Spencer (C-446/03), the de Lasteyrie du Saillant (C-
9/02) and the N. (C-470/04) cases.

% European Parliament, Resolution of 13 December 2007 on Tax Treatment of Losses in Cross-Border
Situations, Report of 30 November 2007, Committee on Economic and Monetary Affairs (rapporteur: Piia-
Noora Kauppi), Document A6-0481/ 2007 (2007/2144/INI).

% See among others, Commission Communication of 10 December 2007, The application of anti-abuse
measures in the area of direct taxation — within the EU and in relation to third countries, COM (2007) 785;
Commission Communication of 31 May 2006 concerning the need to develop a co-ordinated strategy to improve
the fight against fiscal fraud, COM (2006) 254; Commission Communication of 22 February 2008 on possible
measures to combat VAT fraud (Introduction of taxation for intra-Community supplies and introduction of a
generalised reverse charge), COM(2008) 109.

% COM (2001) 260, p. 19; COM (2003), p. 18. See also EP Resolution of 24 October 2007.
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Since 2004, working groups of Members States’ experts and Commission’s delegates have
been clearing the ground®’. The Parliament has issued resolutions to support the project®, and
the Commission intends to present a proposal for 2008.

The CCCTB should provide a comprehensive and sustainable solution to remove numerous
existing tax obstacles faced by European undertakings operating in more than one Member
State. More precisely, the objectives are the adoption of common rules defining the tax base
- and not the tax rate - of companies, in order to reduce the compliance costs arising from the
differences between the 27 national corporate tax systems and the creation of a consolidation
mechanism at European level, in order to permit cross-border compensation of losses and to
avoid transfer pricing disputes. This latter goal implies inevitably the setting up of a - fair,
equitable and simple - sharing mechanism (“apportionment”) of the consolidated tax base
between the Member States concerned, mainly in order to avoid artificial profit shifting
between Member States and to mitigate harmful tax competition. Since the project only
concerns the tax base, each Member State would then remain competent to apply its own tax
rate to the portion of the companies’ pan-European tax base attributed to its jurisdiction.

19. Of course, such a thorough reform raises a number of issues. Some of them are more
technical, such as, among others, the relation between the rules for the determination of the
tax base and the existing accounting rules - national or international -, the perimeter of the
consolidation group or the optional or compulsory character of the CCCTB. Other issues are
more political, i.e. the willingness to accept further integration in (direct) tax matters, the
abandonment of the Member States’ power to grant tax incentives in the form of a reduction
of the tax base, not to mention the necessity to improve the cooperation between Member
States. Indeed, one cannot underestimate the administrative and judicial apparatus that should
be put in place to make the system work. At the moment, since various Member States have
clearly declared that they would not participate in such a project, the possibility of enhanced
cooperation has already been mentioned, although such option would be, according to the
Commission, a “last resort approach™®. Moreover, enhanced cooperation would certainly add
further complexity to the already sensitive issues to be solved.

C. THE ROLE OF THE EUROPEAN COURT OF JUSTICE IN MATTERS OF DIRECT TAXATION

20. As regards direct taxation, the Court of Justice becomes involved following either an
infringement procedure initiated by the Commission (and possibly by a Member State —
Article 227 EC) or the request of a national jurisdiction for a preliminary ruling concerning
the interpretation of EC law.

3" Commission Non-Paper to informal Ecofin Council, 10 and 11 September 2004, A common consolidated
corporate tax base, 7 July 2004. Commission Communication of 2 May 2007, Implementing the Community
Programme for improved growth and employment and the enhanced competitiveness of EU business: Further
Progress during 2006 and next steps towards a proposal on the Common Consolidated Corporate Tax Base
(CCCTB), COM (2007) 223; Commission Communication of 5 April 2006, Implementing the Community Lisbon
Programme: Progress to date and next steps towards a Common Consolidated Corporate Tax Base (CCCTB),
COM (2006) 157. See also the three Commission’s Working Documents of 26 July 2007, CCCTB/ Possible
elements of technical outline (WP057) and 13 November 2007, CCCTB: possible elements of a sharing
mechanism (WP060) and CCCTB: possible elements of the administrative framework (WP061).

* European Parliament Resolution of 13 December 2005 on taxation of undertakings in the European Union: a
common consolidated corporate tax base, Report of 1 December 2005, Committee on Economic and Monetary
Affairs (rapporteur: Pier Luigi Bersani), Document A6-0386/ 2005 (2005/2120/INI). See also, more recently EP
Resolution of 24 October 2007.

% CCCTB non-paper of 7 July 2004, p 4. See also European Parliament Resolution 13 December 2005, para 12.
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Contrary to infringement procedures, where the Court may declare national rules to be
incompatible with EC law, preliminary rulings admit merely indirect control of national
legislation. In fact, in a preliminary decision, the Court interprets Community law to the
extent it may affect the specific legal provisions at stake in particular proceedings before a
national judge.

On the basis of Article 10 EC, Member States are obliged to accept all the consequences of
the Court's rulings and to implement them in their national law, in accordance with general
principles forming part of the Community’s legal order, such as effectiveness, equivalence
and legal certainty®®. According to the Court, when a national tax measure is found to
infringe European law, taxpayers may obtain a refund of unduly paid taxes** by claiming it
before national jurisdictions according to the national procedural rules, which can lead to
serious financial repercussions for the budget of a Member State (see no.219)*.

21. The role of the Court is not limited to the strict application and interpretation of the
Treaty and of the secondary legislation. The Court has also developed an array of general
legal principles which are relevant in the area of taxation. An eloquent example can be found
in the principles of protection of the taxpayers’ legitimate expectations or of legal
certainty. Although this principle is not written in the Treaty nor in any tax directive, it is part
of Community law, and it can protect taxpayers against, for example, retroactive tax laws, at
least in harmonized areas®. Another important principle in the area of taxation is the principle
of proportionality, according to which national measures restricting the individual freedoms
cannot exceed what is necessary to attain their legitimate objectives®. In tax matters, the
Court has made applications of this principle in order to limit the scope of national anti-abuse
provisions™®.

22. Some cases concern the application and interpretation of the direct tax Directives.
Concerning the Parent Subsidiary-Directive, the Court of Justice has for example clarified the
notions of “withholding tax” (Epson Europe®, Athinaiki Zithopoiaa®’, Océ van der
Grinten®®) and “holding period” (Denkavit and others*®). Concerning the Merger Directive,
the Court has also contributed to the definition of the operations which fall within its scope of
application (Andersen og Jensen®, Leur-Bloem*, Kofoed™?).

“0 See for example ECJ, 3 December 1998, Case C-381/97, Belgocodex v Belgian State, ECR 1-8153.

“! See a.0. ECJ, 2 October 2003, Case C-147/01, Weber's Wine World, ECR 1-11365; 14 January 1997, joined Cases C-
192/95 to C-218/95, Comateb, ECR p. I-165.

%2 0On the effects in time of the ECJ judgements in tax matters, see the Opinions of AGs Jacobs and Stix-Hackl in Case
C-475/03 Banca Popolare di Cremona ECR 1-9373 and in Case C-292/04, Meilicke, ECR 1-1835, and Lang, M.,
“Limitation of the temporal effects of judgments of the ECJ”, Intertax, 2007, p. 230.

# ECJ, Belgocodex (fn. 40); 26 April 2005, Case C-376/02, Stichting "Goed Wonen" v Staatssecretaris van Financién,
ECR 1-03445.

*“ This principle has to be distinguished from the principle laid down at Article 5 EC Treaty, governing the attribution
of powers to the EC. See Protocol (no 30) on the application of the principles of subsidiarity and proportionality
(1997).

* See e.g. ECJ, 13 March 2007, Case C-524/04, Test Claimants in the Thin Cap Group Litigation, ECR 1-2107, p. 83.
“ ECJ, 8 June 2000, Case C-375/98, Epson Europe, ECR 1-4245.

T ECJ, 4 October 2001, Case C-294/99, Athinaiki Zythopoiia v Elliniko Dimosio, ECR 1-6797.

“ ECJ, 25 September 2003, Case C-58/01, Océ van der Grinten v Revenue Commissioners, ECR 1-9809.

“ECJ, 17 October 1996, Cases C-283/94, C-291/94 and C-292/94, Denkavit International v Bundesamt fiir Finanzen,
ECR 1-5063.

%0 ECJ, 15 January 2002, Case C-43/00, Andersen og Jensen v Skatteministeriet, ECR 1-379.

L ECJ, 17 July 1997, Case C-28/95, Leur-Bloem v Inspecteur der Belastingdienst, ECR 1-2471.

*2 ECJ, 5 July 2007, Case C-321/05, Kofoed v Skatteministeriet.
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23. However, the overwhelming majority of the cases decided by the Court of Justice deal
with the compatibility of direct tax provisions of the Member States with the EC Treaty
freedoms, in particular the free movement of persons, the free provision of services and the
free movement of capital®.

The free movement of persons covers the right of employees to take up residence for work
purposes (Article 39 EC) and the right of undertakings (i.e. companies) and self-employed
people to set themselves up or to open branches, subsidiaries or agencies in other Member
States (Articles 43 to 48 EC). As regards shareholders, the Court has held that the situation
must be appreciated from the perspective of the freedom of establishment when the “holding
gives [the shareholders] definite influence over the company’s decisions and allows them to
determine its activities .

In contrast to the right of establishment, which addresses permanent establishments, the free
movement of services encompasses temporary economic activity carried out in another
Member State. Article 49 EC not only assures the provider of a service the right to enter the
market of another Member State and to be treated there in the same way as a domestic service
provider, but it also protects the recipient of that service.

The free movement of capital prohibits obstacles to cross-border investments such as direct
investments, portfolio investments, or the acquisition and sale of immovable property. It
applies in situations where a person neither pursues an economic activity nor has a permanent
presence in the State in which the tax measure under challenge has been enacted®, or where a
shareholder has an “insufficient level of participation” in a company in order to benefit from
Article 43 EC*®.

In ascertaining which freedom is to be applied, the Court states that “the purpose of the
legislation concerned must be taken into consideration”. The distinction between the free
movement of capital and the other freedoms is of particular importance with regard to non-EU
States, since the free movement of capital extends to such third States®, whereas the exercise
of other freedoms is restricted to Community borders.

24.  The four freedoms encompass two dimensions: a right of cross-border circulation
and a prohibition of discrimination on grounds of nationality. In applying EC freedoms in
tax matters, the Court of Justice examines first whether the national tax provisions in
question create an overt (direct) discrimination on the grounds of nationality, then, if not,
whether these provisions have a restrictive effect on cross-border movement, which indirectly
lead to the same result (covert or indirect discrimination)®®. Income tax raises a specific
difficulty in this context, as it usually refers to residence as a connecting factor rather than to
nationality.

>3 The free movement of goods has rarely been invoked in respect of direct taxation matters. See ECJ, 7 May
1985, Case 18/84, Commission v France, ECR 1339 and ECJ, 7 March 1990, Case C-69/88, Krantz v Ontvanger
der directe belastingen, ECR 1-583.

% ECJ, 21 November 2002, Case C-436/00, X and Y v Riksskatteverket, ECR 1-10829, para. 37; ECJ 13 April
2000, Case C-251/98, Baars, ECR 1-2787, paras 22 and 28- to 31.

% See, e.g. ECJ, 11 October 2007, Case C-451/05, ELISA v Directeur général des impots.

X and Y, para. 67.

> For instance, see ECJ, 24 May 2007, C-157/05, Holbdck, ECR 1-4051para. 22.

%8 Nevertheless, Article 57 EC provides for a standstill clause regarding relations with third countries and allows
the continued application of restrictive measures that existed already on 31 December 1993.

> For example, ECJ, 13 July 1993, Case C-330/91, Commerzbank, ECR 1-4017, paras.14, 15, 19.
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However, since the Court considers that the use of the residence criterion by Member States is
likely to favour their own nationals®, the key to identifying whether a measure at issue is
incompatible with EC Law lies therefore in establishing whether an unjustified difference of
treatment is made between residents and non residents that are in “objectively comparable”
situations for the purpose of the application of the challenged tax provisions®.

25.  According to the Court of Justice, overt discrimination may be justified either by those
grounds set out explicitly in the EC Treaty (such as public policy, public security and public
health) whereas a restrictive measure is permissible “only if it pursues a legitimate objective
compatible with the Treaty and is justified by imperative reasons in the public interest”.
Furthermore it must “not go beyond what is necessary to attain the objective pursued”®. In
the field of direct taxation, several justifications could potentially apply: the need for
effective fiscal supervision®; the need to maintain fiscal cohesion®®, the prevention of abuse®
or the need to protect the balanced allocation of taxing powers between Member States®. In
contrast, the Court has never accepted justifications like the prevention of a reduction of tax
revenue® or the existence of other, compensating, tax advantages®.

% Schumacker, para. 28 : “However, 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, are liable to operate mainly to the detriment of nationals of other Member States. Non-
residents are in the majority of cases foreigners™.

®. An increasing number of ECJ rulings seem to focus rather on the restrictive effect of national measures on
cross-border movements (“non-discriminatory restrictions”). For example, ECJ, 15 May 1997, Case C-250/95,
Futura Participations and Singer, ECR 1-2471, para 26.

%2 For example ECJ, 11March 2004, Case C-9/02, de Lasteyrie du Saillant, ECR 1-2409, para. 49.

% For example, Futura Participations and Singer, para. 31; ECJ, 8 July 1999, Case C-254/97, Baxter, ECR I-
4811, paras. 18-19 and ECJ, 22 March 2007, C-383/05, Talotta, ECR 1-2555, paras. 34-37.

¢4 ECJ, 28 January 1992, Case C-204/90, Bachmann v Belgian State, ECR 1-249.

6 ECJ, 18 July 2007, Case C-231/05, Oy AA, paras. 62- 63.

% See ECJ, 8 November 2007, C-379/05, Amurta, para. 56.

7 ECJ, 16 July 1988, Case C-264/96, ICl, ECR 1-4695, para. 28; ECJ, 21 September 1999, Case C-307/97,
Saint-Gobain, ECR 1-6163, para. 50.

% Saint-Gobain, para. 53 and C-294/97, Eurowings, para. 44.
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1. ANALYSIS OF THE CASE-LAW OF THE COURT AND OF ITS IMPLEMENTATION
BY THE MEMBER STATES

26. In the field of direct taxation, the Court of Justice is faced primarily with questions
referred to it for a preliminary ruling. The Court provides to the national judges answers
enabling them to decide the case pending before them. Furthermore, the number of
infringement procedures launched by the Commission against Member States potentially not
complying with EC law that comes before the Court is growing®®.

27. Member States have the obligation under the Treaty to respect the Court’s decisions,
be it preliminary rulings or decisions in infringement procedures. Therefore, national
jurisdictions must apply Community law as interpreted by the Court and Member
States have to adapt their domestic rules accordingly. While they are free as to the means,
they must respect efficient implementation. Court’s decisions are part of the “acquis” to be
implemented by candidate countries before their accession.

28. However, the Court’s rulings give rise to interpretation. In this context, it is not
surprising that implementation of the Court’s rulings varies amongst Member States, even at
the level of domestic jurisdictions. A great difference exists between Member States as to the
number of cases in which their legislation has been scrutinized by the Court. On December
31%, 2007, no case had been decided involving the direct tax system of “old” Member States
like Italy or Ireland (outside State aid), while the tax legislations of the Netherlands,
Germany, the United Kingdom and even Finland are regularly challenged before the ECJ.
Moreover, different attitudes can be observed as to the efforts made by Member States to
adapt their tax legislation to the EC requirements’. Regarding the new Member States, it is
difficult to appreciate in which measure the gaps noticed in the integration of the “acquis”
stem from difficulties of interpretation of the case law of the Court™.

29. However, it seems that there is no direct link between the number of cases referred to
the ECJ and the legislative changes made by Member States to adapt their direct tax system to
the EU requirements. For example, very few direct tax cases involve Austria, while that
Member States has undertaken numerous reforms in order to comply with the EC freedoms as
interpreted by the ECJ in judgements regarding other countries. The same diligence can be
observed in Finland, a country whose legislation is often the object of ECJ rulings’?. On the
other hand, despite the lack of ECJ direct tax decisions concerning Italy, the Italian direct tax
system seemingly presents features that could hinder the effectiveness of the EC freedoms.

69 Cf. the annexes at this end of the study.

70 See the differences between Portugal and Austria, for instance. Dourado, A.P., “Portugal” in Brokelind, C.,
Towards and Homogeneous Tax Law, IBFD, 2007, p. 341. and Kéfler, G., “Austria”, in Brokelind (2007), p. 59.
™ As an example, some new Member States apply tax incentives that are likely to contravene State aid
provisions (see Devereux, M., “Taxes in the EU New Member States and the Location of Capital and Profit”,
2006, University of Warwick, IFS and CEPR, 2006, p. 9)

"2 potential incompatibilities of the Finnish income tax system with EC law remain, such as the rule extending
the tax sovereignty of Finland to former resident taxpayers during a period of three years after their moving
abroad. See Aima, K., “Finland”, in Brokelind (2007), p. 209.

7 pistone, P., “Italy”, in Brokelind (2007), p. 330-331. The Porto antico di Genova case (ECJ, 25 October 2007,
Porto Antico di Genova v. Agenzia delle Entrate Genova 1) is connected to direct taxation, but cannot be
considered relevant since it does not concern either the tax Directives or the EC freedoms, but the taxation of
Community grants. Moreover, the Commission has decided almost two years ago to bring Italy before the ECJ
on the tax treatment of foreign shareholders, but has not yet acted accordingly. See Commission decision of
12.12.2006 in the infringement procedure 2004/4350 and Commission Press release IP/07/66 of 22 January
2006. However, numerous ECJ tax cases concerning Italy have been decided in the area of indirect taxation
(mainly VAT).
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30. This section aims at providing an analysis of the Court’s decisions in the field of
direct taxation rendered until 31% of December 2007. In addition, it gives an overview of the
implementation of the Court rulings in the Member States in grey shaded boxes. The case-law
has been subdivided according to the types of taxpayers involved, e.g. individuals (A),
companies (B) and shareholders (C).

A. TAXATION OF INDIVIDUALS

31.  Regarding the application of EC freedoms, the issues addressed in the area of personal
taxation cover a very wide range of situations. In the income tax systems of the Member
States, individuals are treated not only as economic operators but also as persons enjoying
certain rights and benefits in relation to their individual or social needs, whether or not these
are connected to their economic activity. For example, most Member States grant tax
advantages to married persons, or allow tax deductions for contributions to pension schemes.
Throughout the years, the Court of Justice has developed a case-law which, starting from the
application of the economic freedoms, has progressively widened its scope to a much broader
recognition of European citizenship in tax matters, based on Articles 12 and 18 EC,
introduced by the Maastricht Treaty™.

1. Transfer of residence

32.  According to the Court's settled case-law, “provisions which prevent or deter a
national of a Member State from leaving his State of Origin to exercise his right to freedom of
movement constitute an obstacle to that freedom ...”". The Court dealt with such a provision
in an early case on direct taxation of individuals (Biehl™). The case concerned a Luxembourg
tax provision that excluded the possibility of a refund of an excess of income taxes withheld
in a case where the employee had transferred his residence from Luxembourg to another
Member State in the course of the year. The Court held such provision incompatible with the
free movement of workers under Article 39 EC: “the principle of equal treatment with regard
to remuneration would be rendered ineffective if it could be undermined by discriminatory
national provisions on income tax ...”"".

Luxembourg did not comply with the ruling. Hence, the Commission launched an
infringement procedure, in which the Court decided that the relevant provisions were in
breach of EC law (Biehl 11)".

The Court has dealt in more recent cases with national tax provisions which hinder an
individual's ability to transfer his residence from one Member State to another’. For
example, the application of exit taxes on unrealized capital gains on shares owned by
individuals transferring their residence to another Member State or of taxes on persons
emigratigrcl)g to another Member State after their retirement often lead to situations of double
taxation™.

" ECJ, 11 July 2002, Case C-224/98, D'Hoop v Office national de I'emploi, ECR 1-6191.

> ECJ, 12 December 2002, Case C-385/00, de Groot v Staatssecretaris van Financién, ECR 1-1181, para. 79;
ECJ, 13 November 2003, Case C-209/01, Schilling v Finanzamt Nirnberg-Sud, ECR 1-13389, para. 25. This
principle is also applied outside the field of taxation: ECJ, 2 October 2003, Case C-232/01, Criminal
proceedings against Van Lent, ECR 1-11525, para. 16.

® ECJ, 8 May 1990, Case 175/88, Biehl v Administration des contributions du Luxembourg, ECR 273.

" Biehl, para. 12.

8 ECJ, 26 October 1995, Case 151/94, Commission v Luxembourg (Biehl I1), ECR 1-3685.

" The double payment of social security contributions can also be a deterrent to a transfer of residence: ECJ, 26
January 1999, Case C-18/95, Terhoeve, ECR 1-345, para. 42.

8 On the taxation of pensions, see no. 44 et seq. On the taxation of capital gains, see n0.126 et seq.
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33. However, “the EC Treaty offers no guarantee to a citizen of the Union that
transferring his activities to a Member State other than the one in which he previously resided
will be neutral as regards taxation”®’. The Treaty indeed prohibits only direct or indirect
discrimination or unjustified obstacles to the exercise of the EC freedoms. It does not
address disadvantages which arise out of mere disparities between the tax systems of the
Member States, like the transfer of residence from a Member State which applies progressive
taxation on income to another Member State which applies a similar system with higher
brackets.

A fortiori, the Treaty, and in particular Article 18 EC, does not as a rule protect taxpayers
against the negative tax consequences of a relative’s transfer of residence. In Schempp, the
transfer of residence from Germany to Austria of the taxpayer's ex-wife gave rise to the
consequence that he could no longer deduct from his income the maintenance allowance
which he paid to her. The Court held that there was no breach of Article 18 EC, since the wife
had moved to a Member State in which income derived from maintenance payments was not
taxable, while in Germany the deductibility of such payments from the income of the payer
was balanced by the taxation of such income in the hands of the beneficiary®.

Finally, in relation to a transfer of residence from a Member State to a third country, the Court
has stated, in Van Hilten-Van der Heijden, that “the mere transfer of residence from one
State to another” does not fall within the scope of free movement of capital (Article 56 EC)®,
the only freedom applicable to third countries.

2. Income from cross-border economic activity (employed or self-employed)

34.  The core of the Court's case-law in the area of cross-border economic activity
concerns discrimination by Member States towards non-resident workers, whether employed
or self-employed, and irrespective of the fact that they were previously resident in this
Member State. For employed workers, such situations are not only generally covered by
Article 39 EC, but are also explicitly mentioned in Article 7 of Regulation 1612/68, which
states that non-resident workers “shall enjoy the same ... tax advantages as national
workers”®,

According to the Court, those provisions do not impede the application by Member States of
different tax rules or tax systems to resident and non-resident natural persons, since these two
categories of persons are generally not comparable®.

81 ECJ, 12 July 2005, Case C-403/03, Schempp v Finanzamt Miinchen, ECR 1-6421, para. 45. The Court has
issued the same statement in cases involving indirect taxation, for example, ECJ, 29 April 2004, Case C-387/01,
Weigell v Finanzlandesdirektion fir Vorarlberg, ECR 1-4981, para. 55 (on Article 39 EC) and also in cases
concerning social security regulations, e.g. 19 March 2002, Cases C-393/99 and C-394/99, INASTI v Hervein
and Hervillier and Lorthiois and Comtexbel, ECR 1-2829, para. 51 (on Article 43 EC).

82 Schempp, para. 46. This case has been the object of criticism by authoritative European academics. See among
others Lang, M., '‘Das EuGH-Urteil in der Rechtssache Schempp - Wéchst der steuerpolitische Spielraum der
Mitgliedstaaten?’, SWI, 2005, p. 411.

8 ECJ, 23 February 2006, Case C-513/03, Van Hilten-Van der Heijden, ECR 1-1957 para. 49. See also Opinion
AG Léger in this case, para. 58.

8 Council Regulation 1612/68 of 15 October 1968 on the freedom of movement for workers within the
Community, OJ, English Special Edition 1968 (Il), p. 475.

8 According to the Court “there are objective differences between them, both from the point of view of the
source of the income and from the point of view of their ability to pay tax or the possibility of taking account of
their personal and family circumstances” (ECJ, Schumacker, paras. 31-34; 11 August 1995, Case C-80/94,
Wielockx v Inspecteur der Directe Belastingen, ECR 1-2493, para. 18; ECJ 27 June 1996, Case C-107/94
Asscher, ECR 1-3089 para. 41). In Asscher, however, the ECJ ruled that Member States could not apply a higher
tax rate to non-residents without proper justification (Asscher, para. 49; see also ECJ, 12 June 2003, Case C-
55/98, Gerritse v Finanzamt NeukdlIn-Nord, ECR 1-5933, para. 54).
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However, depending on the circumstances of the case, the Court may consider that a specific
tax burden imposed only on non-residents, or the denial by a Member States to non-residents
of a tax advantage available to residents, constitutes a discrimination if “there is no objective
difference between the situations of the two such as to justify different treatment in that

regard”®®,

An example of the first situation was found in Talotta®”, which concerned a self-employed
resident of Luxembourg who was running a restaurant in Belgium. The Court stated that a
Belgian provision which laid down minimum tax bases, and which was only applicable to
foreign undertakings operating in Belgium, was not compatible with the freedom of
establishment and could not be justified by the need to ensure the effectiveness of fiscal
supervision.

Belgium amended its legislation so that, as of assessment year 2005, resident taxpayers
could also be subject to taxation on a minimum basis®.

As regards the second situation, a distinction can be drawn, for the sake of clarity, between
national measures denying to non-residents advantages conditional upon their personal and
family situation, and national measures denying the deduction of costs and expenses in
relation to an economic activity undertaken by non-residents.

a) Tax advantages related to the personal and family situation

35.  The leading case in that respect is Schumacker®® which concerns a Belgian resident
employed in Germany. Because of his non-resident status, Mr. Schumacker was denied in
Germany the “splitting regime”, an income tax regime allowing couples to benefit from a
lower progression, and the procedural advantage of an overall tax assessment at the end of the
year, as both advantages were only granted to German residents. Such legislation was
considered to be contrary to Article 39 EC.

The Schumacker doctrine can be summarized as follows:

- The Court accepts the general principle of international tax law, embodied in the
OECD Model convention, according to which personal and family circumstances have
to be taken into account in the State of residence applying worldwide taxation®.

- Exceptions to this principle must be made when the non-resident taxpayer undertakes
significant economic activity in the Member State. In this case, he is deemed to be in
a situation comparable to that of the taxpayers resident of that State if he derives his
income entirely or almost exclusively from the economic activity which he performs
in that State™.

8 Schumacker, paras 36-38, and Asscher, para. 42.

87 ECJ, 22 March 2007, Case C-383/05, Talotta v Belgian State, ECR 1-2555.

8 However, discrimination might still subsist in some cases: see Malherbe, J. and Wathelet, M., 'Incompatibilité
avec l'article 43 du traité CE de la Iégislation belge prévoyant une assiette minimum pour les seuls contribuables
non-résidents', Dr. Fiscal, 2007, p. 850.

8 ECJ, 14 February 1995, Case C-279/93, Finanzamt KdIn-Altstadt v Schumacker, ECR 1-225.

% See also ECJ, 14 September 1999, Case C-391/97, Gschwind v Finanzamt Aachen-AuRenstadt, ECR 1-5451,
para. 23; Gerritse, para. 44; ECJ 6 July 2006, Case C-346/04, Conijn v Finanzamt Hamburg-Nord, ECR 1-6137,
para.17.

% De Groot para. 89. However, according to the Court the application of criteria adopted in double taxation
conventions between Member States could justify, in some circumstances, differences in treatment between
resident and non-resident taxpayers. See, concerning frontier workers, ECJ, 12 May 1998, Case C-336/96, Gilly
v Directeur des services fiscaux du Bas-Rhin, ECR 1-2793.
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Interestingly, the 1995 Court judgement followed the Commission’s unsuccessful attempts
to harmonize the income tax systems of the Member States in this respect, first through the
1979 Commission proposal for a directive concerning the harmonization of income taxation
provisions with respect to freedom of movement for workers within the Community, which
was withdrawn in 1993, and then through “soft law”, with the 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®.

36. The Court refined its position in Gschwind. It considered the German legislation, as
amended after Schumacker, to pose no further problems of compatibility with EC law®.
German law extended the treatment given to residents to non-resident couples earning at least
90% of their taxable income in Germany or alternatively earning less than 24,000 DEM
outside Germany®*. This doctrine has been applied in other cases involving joint taxation of
married couples. In Zurstrassen, the Court declared the denial of the lower tax scale
applicable in joint assessments resulting from the fact that the spouses resided in two different
Member States to be incompatible with Article 39 EC*. In Meindl, the Court held that, in
order to calculate the 90% fraction, the State of activity could not take into consideration
income of one of the spouses which was not considered taxable by the Member State of such
spouse’s residence®®.

%2 0J L 039, 10.02.1994, pp. 22-28.

% Gschwind, para. 6:

% Gschwind, para. 32. Commission Recommendation 94/79/EC (see above) referred to a 75% threshold.

% ECJ, 16 May 2000, Case C-87/99, Zurstrassen, ECR 1-3339, at 3353.

% ECJ, 25 January 2007, Case C-329/05, Finanzamt Dinslaken v Meindl, ECR 1-1107. See also ECJ, 1 July
2004, Case C-169/03, Wallentin v Riksskatteverket, ECR 1-6443, para. 18.
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Even though the Schumacker doctrine is clear in principle, it appears to be difficult to
implement in practice. Only some Member States seem to comply with the Schumacker
doctrine®’. Moreover, amongst these Member States, there are several important
differences. Some countries, like the Netherlands®® Austria®, Germany, Luxembourg"®
or Sweden™® grant non-residents the choice to opt for the worldwide taxation regime of
residents under certain conditions, usually linked to the proportion of the overall income
earned on their territory. Others grant to non-residents the benefit only of some, but not
of all the tax advantages linked to the resident status, also provided that the non-residents
earn a minimum of 75%%% or of 90%'% of their worldwide income in the State of source.

A brief comparison between the Dutch, the Austrian and the German system shall
enlighten the differences in the first category of States. The Netherlands have adopted an
optional system allowing non-residents to be treated like resident taxpayers, which
means that they are taxed on their worldwide income'®, provided that they are resident
in an EU Member State or in countries with which the Netherlands has concluded a DTC
containing an exchange of information clause’®.

Austria allows the same option to EU nationals, wherever they reside, who earn more
than 90% of their income in Austria or earn less than 10,000 € outside Austria and limits
the resident treatment to the income sourced in the country'®.

A third system applies in Germany, which also has the 90% threshold, but sets up the
alternative maximal foreign sourced income criterion at 6,136 € and leaves the option of
being taxed as a resident open to all non-residents, while, amongst these, only EEA
nationals are entitled to certain tax benefits such as the deduction of alimony payments

(Schempp) or the joint assessment of spouses (Zurstrassen)'*’.

Luxembourg grants the resident treatment to non-residents earning more than 90% of
their professional income in the country; the tax is computed taking into account foreign
professional income (reserve of progression); the regime is optional and does not apply if
less favourable'®. Belgium, Cyprus, the Czech Republic and Latvia extend the benefit of
personal and family provisions to qualifying non-residents.

% This seems to be generally the case in Austria, Germany, Greece, Luxembourg, the Netherlands, Slovenia,
Spain and Sweden (Lenaerts, K., and Bernardeau, L., “L’encadrement communautaire de la fiscalité directe”,
Cabh. dr. eur., 2007, p.75).

% Dutch Income Tax Law, Article 2(5). The non-resident is however entitled to a tax relied for the items of
income that are taxable in other States according to DTCs or Dutch national law.

% Income tax law, sec. 1(4). This regime is also applicable to EEA nationals and to nationals of countries with
which Austria has signed a DTC. See Kofler, G., 'Austria’ in Brokelind (2007), p. 70-71.

100 TNS-218 (1997).

101 |BFD Individual Taxation Database, January 2007.

102 A . Belgium, Denmark, Estonia, Finland (as from 1% January 2006), Hungary, Ireland, Latvia, Spain.

103 For example the Czech Republic, Greece, Luxembourg.

104 Wet op inkomstenbelasting, Art. 2(5). The non-resident is however entitled to a tax relied for the items of
income that are taxable in other States according to DTCs or Dutch national law.

105 gpain applies similar rules with specific formalities (see R.D. 326/1999 of 26 February 1999, O.G. 27
February 1999, TNS-51 (1999).

106 Austrian Income tax law, sec. 1(4). This regime is also applicable to EEA nationals and to nationals of
countries with which Austria has signed a DTC. See Kofler, G;, (2007), pp. 70-71.

197 |nformation on Member States tax legislation has been found on the IBFD online database (December 2007).
108 Art. 157 ter LIR ; circ. of 8 January 2003, http://www.impotsdirects.public.lu. The reference to “professional
income” reflects the limited scope of application of the Treaty provisions. It should be abrogated in order also to
put the provision in conformity with the Lakebrink case (see Draft Law 5801 (2007/2008), art. 31 modifying art.
157ter LIR.
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37. More generally, as a result of the Court’s case-law, Member States can no longer
apply to non-residents a tax system differing from the system which applies to residents, such
as a withholding tax based on gross earned income, denying any allowance or deduction
which exists for resident taxpayers and which is linked to their personal circumstances,
provided that such non-residents are in the same situation as residents. This principle has been
applied by the Court in Wallentin to Sweden's refusal to grant the basic allowance (minimum
taxable income) to a German student without taxable income in Germany, whose only taxable
income had been earned in Sweden'®.

After Wallentin, Sweden subsequently amended its legislation, provided that the

taxpayer’s wordwide net earned income is exclusively or almost exclusively from

Swedish source®.

38. However, the EC freedoms do not oblige Member States to grant these benefits to
non-residents in all circumstances. For example, insofar as the basic allowance is concerned,
objective differences between residents and non-residents, such as whether the person in
question is affiliated to the national social security system (Blanckaert)'** or benefits from a
comparable advantage in the State of residence (De Groot and Gerritse)'*?, could justify a
difference in treatment. However, the State of residence is not allowed to reduce personal and

family advantages in proportion to the income earned by its residents abroad (De Groot)'**.

In implementing De Groot, the Netherlands amended their legislation but, it would
seem, not perfectly''*. Belgium still does not grant certain personal tax deductions to
residents who earn part of their income abroad, Belgium and Austria are currently
being investigated by the Commission in this respect*>. Finland adjusted the domestic
tax rules to make the tax burden on cross-border situations equal to the domestic

ones**e.

109 On the legitimate refusal by Member States to grant a basic allowance to non-residents, see also Gerritse,
paras. 51-54 and ECJ, 5 July 2005 Case C-376/03, D. v Inspecteur van de Belastingdiens, ECR 1-5821, para. 36.
19 Muten L.: “The effects of ECJ rulings on Member States direct tax law: introductory speech” in Brokelind
(2007), p. 36. It seems that this measure is not sufficient to remove tax obstacles to the free movement of
persons. When, for instance, one half of the income is earned in one country and the other half in another
country. See also, as to the deduction of mortgage interests, the Commission Press Release 1P/07/1163 of 24 July
2007.

11 ECJ, 8 September 2005, Case C-512/03, Blanckaert v Inspecteur van de Belastingdienst, ECR 1-7685. This
case was decided on the ground of the free movement of capital, because Mr Blanckaert, a Belgian resident, had
no income from employed or self-employed activity in the Netherlands, but only an income from savings and
investments.

12 De Groot, para. 100; Gerritse, para. 51.

113 See the comments of Essers, P., and Elsweier, F., 'Dutch experience with European developments: a story of
Dr. Jekyll and Mr. Hyde', EC Tax Rev., 2003, p. 82.

114 See Marres, O., ”The Netherlands”, in Brokelind, (2007), p. 105. Decree 1FZ2003/189M of 28 February
2003, TNS-433 ( 2000); Decree of 8 April 2005, TNS Online 26 April 2005. For the application of the De Groot
case-law by Dutch Supreme Court, see cases 38.067, 38.069 and 38.070 decided on 7 May 2004, TNS Online, 18
May 2004; case 42.111 of 1% December 2006, TNS Online, 10 January 2007.

115" According to Austrian tax law certain personal expenses can be deducted from income when calculating
income tax (“Steuerabsetzbetrage™). However, if the resident taxpayer has foreign income which is tax exempt
but subject to progression, the same legislation limits this deduction to a pro rata amount of these expenses,
whereas a resident with only domestic income will receive the full allowances. Cf. Commission Press Release of
26 March 2007, IP/07/414. As regards Belgium, see Commission Press Release of 20 July 2006, 1P/06/1048, and
comments by the Minister of Finance (P.Q. n° 13561 of 10 January 2007, Repr. Govaerts, CRA Com. Fin.
Chambre, Com 1152, p. 8-9).

116 TNS Online 15 February 2006.
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b) Deduction of costs related to the economic activity of the taxpayer

39. Income from activity performed by non-residents cannot be taxed more heavily than
income earned by residents, as regards costs and expenses which are directly linked to the
economic activity that generated the taxable income.

In Gerritse, German legislation which excluded almost entirely the deduction of business
expenses from the taxable gross income earned in Germany by non-residents, while
permitting this deduction to residents, was found to be incompatible with Article 49 EC''.
Moreover, in Scorpio'*® the Court considered that a legislation which allowed the deduction
of such expenses for non-residents, but only after the payment of income tax, through a refund
procedure which had to be initiated by the taxpayer himself, was also contrary to EC law.
According to the Court, “in that commencing such a procedure involves additional
administrative and economic burdens, and to the extent that the procedure is inevitably
necessary for the provider of services, the tax legislation in question constitutes an obstacle to
the freedom to provide services ...”**°. The Court issued a similar ruling in relation to the
freedom of establishment in Conijn, a case which concerned the deduction of costs incurred

in obtaining tax advice, which was only granted to residents under German legislation*%.

Following Scorpio, the Netherlands changed their legislation by simply abolishing,
under certain conditions, the taxation of non-resident artists**. This case also gives an
illustration of another type of “extended” implementation of the EC freedoms, in that
the Netherlands simultaneously abolished a (very similar) direct tax regime applicable
to non-resident sportsmen'?,

On the contrary, the circular*® issued by the German Ministry of Finance seems to

restrict the application of Scorpio, especially as regards proving a deduction for costs,
the timing of cost deductions and the introduction of a net tax rate of 40%"*. Likewise,
the German implementation of Gerritse consisted of the release of federal
administrative instructions in form of a circular issued by the Ministry of Finance. It
provided an ad hoc solution, which was only available to non-residents who were both

nationals of and residents in an EEA country*®.

17 For a comment, see Hinnekens, L., 'European Court challenges flat rate withholding taxation of non-residents:
comments on the Gerritse decision’, EC Tax Rev., 2003, p. 207.

118 ECJ, 3 October 2006, Case C-290/04, FKP Scorpio Konzertproduktionen GmbH/Finanzamt Hamburg-
Eimsbiittel,, ECR 1-9461, para. 44. Cf. with Futura Participations and Singer, para. 43 (no. 61).

119 scorpio, para. 47.

120 Conijn, para. 20-25.

121 See Molenaar, D., and Grams, H., “Scorpio and the Netherlands: Major changes in Artist and Sportsman
Taxation ion the European Union”, Eur. Tax., 2007, p. 67-68.

122 Belgium has also abolished the specific regime applicable to non-resident sportsmen since 1 January 2008.
See Belgian Ministry of Finance Circular Ci. RH.244/587.755 (AFER 45/2007) dd. 21.11.2007 published on
www.fisconet.be.

12 BMF-Schreiben IV C 8 — S 2411/07/0002 of 5 April 2007.

124 See also Bundesfinanzhof, 24 April 2007, | R 39/04 giving the final decision in Scorpio that Germany can
continue to charge WHT of 20%; Bundesfinanzhof, 22 August 2007, | R 46/02 and 29 November 2007, | B
181/07 applying a restrictive view of Scorpio. The Bundesfinanzhof ruled that the denial of interest on the
refunded withholding tax is compatible with EC law (13 February 2008, TNS Online, 19 February 2008).

125 BMF-Schreiben of November 2003 (BStBI 2003, part |, at 553, available on
www.bundesfinanzministerium.de) and letter of 2004 (BStBI 2004, part I, at 860). The minimal though rapid
implementation of the Gerritse decision is criticized by Cordewener, A., “Germany” in Brokelind (2007), p. 154
and Internationales Steuerrecht (2004), p. 109 seq.
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Currently, the Commission requests Germany in a reasoned opinion to modify the
withholding tax system applied particularly on the income of non-resident artists and
sportsmen*®. Changes made by Germany to its law are not fully satisfactory to the

Commission which issued a supplementary reasoned opinion*?’,

Some other tax systems seem not to fully comply with the ECJ case-law: the Czech
Republic*?®, Estonia'®, Italy’®, Latvia'™', Poland*®, Portugal a.o. still apply a final
withholding tax system on gross income from certain types of income or activities.

40. Discrimination in respect of income or expenses related to economic activity in other
Member States may also be rooted in the legislation of a worker's State of residence.
Article 49 EC implies that Member States must allow the deduction of costs and expenses
incurred in another Member State in the same manner as they allow deductions of business
expenses incurred on their territory. In Vestergaard™*, a Danish certified auditor, employed
by a company of which he was the sole shareholder, was denied deduction of the expenses
incurred attending a training course in Crete, on the grounds that such courses were deemed
under Danish tax law to serve primarily touristic purposes. In contrast, such a presumption did
not apply for expenses incurred on similar courses in Danish tourist resorts. This difference in
treatment was held to be incompatible with the freedom to provide services.

3. Income or expenses related to pensions and social benefits

41.  The Treaty freedoms provide a protection that goes beyond a mere guarantee that
income (including related deductions) directly earned from cross-border activity will not be
treated in a discriminatory manner by any Member State. Other items of income and
corresponding deductions also enjoy Treaty protection. This is the case for pensions, whether
public or private, and other social benefits. In the fiscal systems of the Member States, such
items of income usually enjoy a more favourable regime than the one bearing on income from
work, and the related social contributions are usually deductible for income tax purposes. At a
European level, numerous harmonization directives have been adopted, although none

concerning direct taxation™**,

126 See Commission Press Release IP/07/413 of 26 March 2007.

127 Commission Press Release 1P/08/144 of 31 January 2008.

128 250 final withholding tax (WHT) on income from independent activities and from services paid to non-
residents.

129 Final WHT on gross income from artistic and sport activities and on fees from professional services provided
in Estonia.

130 Final 30% WHT on compensation for independent work carried out in Italy by non-residents (including
director’s fees).

31 Final WHT on artists, sportsmen and coachs, directors’ fees (25%), management and consultancy fees (10%).
32 Final 20% WHT on some advisory and management services, entertainment and sport activities, directors’
fees.

133 ECJ, 28 October 1999, Case C-55/98, Skatteministeriet v Vestergaard, ECR 1-07641.

3% For legislation adopted in the field of social security see, above, Parliament and Council Regulation (EC)
883/2004 of 29 April 2004 on the coordination of social security systems, OJ L 166, 30.4.2004, p. 1, replacing
Regulation (EEC) 1408/71 of the Council of 14 June 1971, OJ L 149, 5.7.1971, p. 2. Among the legislation
adopted in the areas of life and non-life assurances, see Parliament and Council Directive 2002/83/EC of 5
November 2002 concerning life assurance, OJ L 345, 19.12.2002, p. 1, and Council Directive 92/49/EEC of 18
June 1992 (the third non-life insurance Directive), OJ L 228, 11.8.1992, p. 1.
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42.  The case-law provides a large number of examples where the freedom of movement
has been held to apply to this area. In an early example, Bachmann'*, a Belgian provision
that excluded the deductibility, for income tax purposes, of insurance contributions paid in
another Member State, while allowing the deductibility for contributions paid in Belgium,
was held to be contrary to Articles 39 and 43 EC. At that time, eight Member States out of
fifteen limited in the same way the deductibility of insurance premiums to the ones paid to a
resident insurance company™°. The Court admitted that this non-deductibility was
nevertheless justified by “the need to safeguard the cohesion of the applicable tax system™**’,
This is the only case in which the Court has admitted such a justification and it is likely to
remain so in the light of the subsequent judgements on the income tax treatment of insurance
contributions, which have progressively restricted and then abandoned the justification used

in Bachmann®38,

Germany extended the deductibility of contributions for health, accident, liability and
life ir;féjrance paid to EU insurance companies in 1994, Belgium changed its law in
2004,

The refusal by Member States to grant the same tax treatment to insurance contributions paid
to insurance companies established on their territory and to contributions paid to companies
established in other Member States has also been considered by the Court to be incompatible
with the free provision of services, both from the perspective of the insurance companies
established in other Members State and of their clients (Safir, Danner, Skandia/Ramstedt*").

43.  The case-law contains a number of other instances of discrimination or unjustified
restrictions under the EC freedoms where pensions are involved. In Turpeinen, the Court
considered incompatible with Article 18 EC a national law subjecting a retirement
pension paid in a Member State to a resident of another Member State to a higher tax
burden than the same pension paid in the first Member State to one of its residents**. In
Pusa, the Court considered that, in a situation involving a resident of Spain who received
a pension in Finland, “[Article 18 EC] in principle precludes legislation of a Member
State under which the attachable part of a pension paid ... in that State to a debtor is
calculated by deducting ... the income tax prepayment levied in that State, while the tax
which the holder of such a pension must pay on it subsequently in the Member State
where he resides is not taken into account at all for the purposes of calculating the
attachable portion of that pension”**.

135 ECJ, 28 January 1992, Case C-204/90, Bachmann v Belgian State, ECR 1-249 and Case C-300/90,
Commission v Belgium, ECR 1-305.

136 Binon, 1996, p. 131.

37 Bachmann, para. 23; Commission v Belgium (C-300/90), para. 16.

138 ECJ, 30 January 2007, Case C-150/04, Commission v Denmark, ECR 1-1163 (on Avrticles 39, 43 and 49 EC);
5 July 2007, Case C-522/04, Commission v Belgium, (Articles 18, 39, 43 and 49 EC — employers’ contributions).
Cf. in particular Bachmann, para. 27 and Commission v Denmark (C-150/04), paras. 72-74.

139 5ee Sec. 10(2) no 2 of ITA ; TNS Online, 9 May 1994.

140 |_aw of 27 December 2004, M.B., 31 December 2004.

4 ECy, 28 April 1998, Case C-118/96, Safir, ECR 1-1897; 3 October 2002, Case C-136/00, Danner, ECR I-
08147; 26 June 2003, Case C-422/01, Skandia and Ramstedt v Riksskatteverket, ECR 1-6817, 30 January 2007,
C-150/04, Commission v. Denmark.

142 ECJ, 9 November 2006, Case C-520/04, Turpeinen, ECR 1-10685.

13 ECJ, 29 April 2004, Case C-224/02, Pusa, ECR 1-5763, para. 32. In the light of the latter case-law, it seems
that the early Werner case (ECJ, 26 January 1993, Case C-112/91, ECR 1-429), in which the Court denied the
protection under Article 43 EC of a German national who had moved his residence to the Netherlands while
keeping his economic activity in Germany, is no longer relevant (see Terra, B.J.M., and Wattel, P.J., European
Tax Law, The Hague, Kluwer Law International, 4" ed., 2005, p. 34).
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44,  Although the taxation of pensions forms the major part of the case-law in this area, the
Court has also issued judgements concerning the fiscal treatment of other social benefits, such
as unemployment benefits, which involved a discrimination under Article 39 EC against
frontier workers in respect of whether taxes on wages could be taken into consideration for
the computation of unemployment benefits in Merida**, or in cases of maternity allowances
in MeindI**,

Regarding the income tax regimes applicable to pensions, a rather reluctant attitude of
the Member States can be particularly damaging to the effectiveness of EC law. It can
hinder the cross-border payment of contributions to pension schemes provided for in
other Member States. It can also constitute an obstacle to the cross-border payment of
pensions as such. On this matter, the problems arising from the emigration of retired
persons, such as double taxation or double non-taxation of pension benefits, remain
numerous and difficult to tackle due to the lack of Community-wide coordination in this
area, despite the critiques in the doctrine'*® and the efforts made by the Commission'*’,
or even by Member States on a bilateral basis**®. Today, many Member States still do not
comply with the EC freedoms in that respect, a situation that motivated the Commission
to initiate infringement procedures which have already led to compliance by Members
States (Sweden) or to judgements stating the incompatibility of national legislation
(Belgium and Denmark)**®°, while others are still pending (Germany)**®. Some countries
comply, such as Finland™".

4. Income, losses and wealth from immovable property located in other Member
States

45. A third category of cases deals with the taxation of cross-border situations involving

immovable property, generally situated in a Member State which is different from the State in

which the owner is assessed under the income tax*?.

Y4 EC), 16 September 2004, Case C-400/02, Merida v Germany, ECR |- 8471.

15 ECy, 25 January 2007, Case C-329/05, Finanzamt Dinslaken v Meindl, ECR 1-1107.

14 Stevens, L., '"Worrying about pension problems in the European Union’, EC Tax Rev., 2003, p. 66; de Greef,
'EU-policy for lifting pension tax obstacles does not work’, EC Tax Rev., 2005, p. 202; Dietvorst, 'Proposal for a
pension model with a compensating layer', EC Tax Rev., 2007, p. 142.

147 Communication from the Commission to the Council, to the European Parliament and to the European
Economic and Social Committee of 19 April 2001, on “The elimination of tax obstacles to the cross-border
provision of occupational pensions”, COM(2001) 214 final.

148 See DTC between Netherlands and Portugal of 20 September 1999, Article 18 and DTC between Denmark
and Portugal of 14 December 2000. On the issue of improving the coordination between European (and
international) tax and social security law, see Lang, M., (ed.), Double Taxation Conventions and Social Security
Conventions, Vienna, Linde Verlag, 2006.

149 See Commission v Denmark (C-150/04). As a result of Commission v Belgium (C-522/04), Belgium modified
in 2007 a provision, introduced in 1993 (just after Bachmann), amounting to an exit tax on the capital of a life
insurance (Article 364bis CIR), by excluding from the scope of application of this provision the transfer of
residence between Member States.

%0 For example, case C-269/07, Commission v. Germany, O.J., C 199, 25.08.2007, p. 19.

151 As of 1st January 2006; see also the ruling of the Finnish Supreme Administrative Court, 25 May 2007, TNS
Online 2 July 2007.

152 Relevant cases involving the taxation of income from immovable property concern also company taxation
(Case C-451/05, Elisa) and the taxation of non-profit organizations (Case C-386/04, Stauffer). On a Dutch tax on
company transactions involving immovable property, see Case C-1/93, Halliburton. On the taxation of a person
owning immovable property subsequently to a transfer of residence, see Van Hilten-Van der Heijden (no. 33
above, on the transfer of residence).
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46. Even if the tax treatment of losses has been the object of a number of well known
decisions in the area of corporate taxation, recent decisions of the Court have also dealt with
this topic in relation to natural persons and with regard to their immovable property. In Ritter-
Coulais, the Court held incompatible with the free movement of workers a German law which
did not take into account rental income losses (“negative income”) relating to the use of a
private dwelling in another Member State for the purposes of determining the rate of
progressive taxation, whereas positive income deriving from the use of a dwelling situated in
Germany was taken into account for that purpose™. In Lakebrink, the Court confirmed its
position in respect of a similar Luxembourg provision™*.

Since the tax treatment of losses from immovable property can be seen as one where ““all the
tax advantages connected with the non-resident’s ability to pay tax ... are not taken into
account either in the State of residence or in the State of employment (...)” and “since the
ability to pay tax may indeed be regarded as forming part of the personal situation of the
non-resident ...”, Lakebrink and Ritter-Coulais are thus an application of the Schumacker

doctrine®®.

In Luxembourg, a bill has been submitted to Parliament in order to consider global worldwide
income (instead of worldwide professional income) to determine the tax rate applicable to
local income, thus allowing some taking into consideration of foreign losses™®.

47.  Another way of hindering the freedom of movement guaranteed by the EC Treaty is to
subject tax incentives for the acquisition of immovable property to the condition that the
acquired property be located in the Member State granting the incentive. In two infringement
procedures against Portugal™’ and Sweden*®®, the Court ruled that under Articles 18, 39 and
43 EC these Member States could not subject a deferral of taxation on capital gains arising
from the sale of a property to the condition that the reinvestment in real property be made on
the territory of that Member State, thus excluding real property reinvestments in other

Member States™.

153 ECJ, 21 February 2006, Case C-152/03, Ritter-Coulais v Finanzamt Germersheim, ECR 1-1711, para. 40. On
losses, see also ECJ Order, 12 September 2002, Case C-431/01, Mertens v Belgian State, ECR I- 7073 .

14 ECJ, 18 July 2007, Case C-182/06, Luxembourg v Lakebrink, para. 26. However, whereas in Ritter-Coulais
the national legislation disregarded only the negative income, in Lakebrink the Luxembourg legislation took
neither the negative, nor the positive foreign income into account for tax purposes. The Court did not consider
this difference relevant (see paras. 20, 24-25).

155 | akebrink, para. 34. See also the Opinion of AG Léger in Ritter-Coulais, paras. 97-99. See also Pending Case
C-527/06, Renneberg v Staatssecretaris van Financien, OJ C 56, 10.03.2007, p. 20.

16 Draft Bill 5801 of 6 November 2007, TNS Online, 14 November 2007.

ST ECJ, 26 October 2006, Case C-345/05, Commission v Portugal, ECR 1-10633.

158 ECJ, 18 January 2007, Case C-104/06 Commission v Sweden, ECR 1-671.

% 1n both cases, the Court rejected justifications based on the coherence of the tax system, and on housing
policy considerations (see Commission v Portugal, paras. 30-35, and Commission v Sweden, para. 27). On the
justifications for the exclusion of foreign houses from the scope of such incentives, see the Opinion of AG Bot of
28 June 2007 in ECJ, 18 January 2008, Case C-152/05, Commission v Germany, paras. 83-94.
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Sweden amended its national provision on the deferral of capital gains from immovable
property even before the Court decided Commission v. Sweden (C-104/06)*®. The
Commission also recently closed an infringement procedure against Belgium regarding a
tax relief for owner-occupied and secondary residences limited to houses located in
Belgium, which did not go beyond the stage of the reasoned opinion'®’. A re-investment
condition exists in Hungary'®?, in Luxembourg®®; Poland abolished that condition as
from 1% January 2007*%,

48.  Similarly, EC law, in particular Article 56 EC, prohibits national measures which
subject the taxation of capital gains arising from the sale of immovable property located in a
Member State by non-residents in that State to a higher burden than the one which would be
applicable to such capital gains had they been earned by a resident of that State
(Hollmann)*®.

49. Moreover, the Court has applied Article 56 EC to direct taxes on immovable property
other than income tax, such as inheritance taxes, in the cases Heirs of Barbier'*® and Jager'®’
and wealth taxes, in D.'®®. These levies can indeed cause potential restrictions to intra-
Community investments. In Heirs of Barbier, the Court declared incompatible with the free
movement of capital a Dutch law which restricted certain debts related to immovable property
from being deducted for the computation of the taxable base for Dutch inheritance tax, when
the deceased was a non-resident at the time of his death, whilst allowing it for residents. In D.,
the Court held that Articles 56 and 58 CE could also apply to wealth taxes; however, in that
particular case the Dutch legislation in question, which did not grant allowances to non-
residents who owned less than 90% of their real estate wealth in the Netherlands, was found
compatible with EC law under the Schumacker doctrine®.

' The Dutch tax authorities apply the Barbier doctrine’”,

5. Other income or expenses in relation to cross-border services

50. A final category of cases includes various situations in which a taxpayer receiving
services from a provider established in another Member State suffers a tax disadvantage in
comparison with the situation in which the provider of the service would be established in the
same Member State as the recipient. These disadvantages can concern either the taxability of
certain sources of income or the deductibility of specific expenses.

180 \Wiman, B., “Pending cases involving Sweden”, in Lang/Schuch/ Staringer (ed.), ECJ-Recent developments in
Direct Taxation 2007, Vienna, Linde, 2007, p. 231-233. The Swedish law on taxation of income was modified in
December 2006, thus before the judgement. However, according to the Commission, “the amended rules do not
fully eliminate the restriction on the free movement of persons as stated by the Court in its judgement (..)”, and a
new infringement procedure has been opened (Commission Press Release 1P/07/1162 of 24 July 2007).

161 Commission Press Release IP/12/07 of 8 January 2007.

162 No difference is made according to the place of re-investment in a permanent home for the sellor (IBFD —
Europe - Individual Taxation database — Hungary, point 2.4.1.

193 See art. 102bis LIR.

164 |BFD — Europe - Individual Taxation database — Poland, point 2.4.

165 ECJ, 11 October 2007, Case C-443/06, Hollmann v Fazenda publica.

166 ECJ, 11 December 2003, Case C-364/01, Heirs of Barbier v Inspecteur van de Belastingdienst, ECR 1-15013.
See also pending Case C-43/07, Arens-Sikken v Staatssecretrais van Financien, OJ C 69, 24.03.2007 p. 9.

7 ECJ, 17 January 2008, Case C-256/06, Jager v Finanzamt Kusel-Landstuhl.

168 ECJ, 5 July 2005, Case C-376/03, D. v Inspecteur van de Belastingdienst/Particulieren/Ondernemingen
buitenland te Heerlen, ECR p. 1-5821.

%% The D. case is particularly relevant as to DTCs, since the Court refused to consider that the EC freedoms
could work out as a most favoured nation clause.

170 Reply to a parliamentary question of 18 February 2004, TNS Online, 5 March 2004.
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51.  An example of the first type of disadvantage is found in Lindman*™. The Court held
that legislation exempting from the calculation of taxable income winnings from Finnish
lotteries but not winnings from lotteries established in other Member States was not
compatible with the free provision of services'’?. Likewise, the Court ruled in Commission v
France' that France could not subject certain proceeds from investment and life assurance
contracts taken out with resident companies (subject to a fixed levy) to a more favourable tax
treatment than proceeds derived from contracts taken out with companies established in other
Member States (included in worldwide income taxable at a progressive rate). Such a
difference was found incompatible with Articles 49 and 56 EC'™.

52.  As to the deductibility of foreign expenses, the cases Commission v Germany'’> and
Schwarz!™® both concern school fees paid by parents to private establishments for the
education of their children. The Court considered that Germany could not authorize the partial
deduction, on certain conditions, of those fees when paid to private schools established on
German soil, while refusing it in all cases in respect of fees paid to similar establishment
located in other Member States. The German legislation was therefore found to be
incompatible with Articles 18, 39, 43 and 49 EC*"’.

The freedom to provide services also applies, correspondingly, to the “provider” of
educational services, i.e. the teacher. In the Jundt case, a German lawyer, teaching on a
secondary basis in a French university, from which he received expense allowances,
successfully challenged German legislation exempting such allowances only when received
from a national (German) public university' .

B. TAXATION OF COMPANIES

53.  Starting with the early Avoir fiscal case, the majority of the judgements issued by the
Court as to company taxation concern direct tax provisions which hinder the freedom of
establishment'”®. Other cases address the freedom to provide services. A specific section
focuses on the much-debated question of the application of EC freedoms to national
mechanisms for compensation of cross-border losses and consolidation. The corporate tax
aspects of the Court’s case-law on the taxation of dividends and interests, and the application
of the free movement of capital and payments in this respect are analysed in C section
devoted to the taxation of company shareholders.

"L ECJ, 13 November 2003, Case C-42/02, Lindman, ECR 1-13519.

2 An infringement procedure has been initiated against Spain for the same type of provision (see Commission
Press Release IP/07/1030 of 6 July 2007) and a reasoned opinion was sent to Poland (Commission Press Release
IP/06/1360 of 12 October 2006).

1% ECJ, 4 March 2004, Case C-334/02, Commission v France, ECR p. 1-2229. Finland amended its tax
legislation as of 1 June 2005 (TNS Online, 24 May 2005).

17 See also ECJ, 14 November 1995, Case C-484/93, Svensson and Gustavsson v Ministre du Logement et de
I'Urbanisme, ECR 1-3955. In this case the Court declared incompatible with the free movement of capital and the
freedom to provide services a French measure granting an interest rate subsidy on building loans restricted to
loans by credit institutions approved by France.

15 ECJ, 11 September 2007, Case C-318/05, Commission v Germany.

176 ECJ, 11 September 2007, Case C-76/05, Schwarz and Gootjes-Schwarz v Finanzamt Bergisch Gladbach.

77 See Schwarz, para. 33.

178 ECJ, 18 December 2007, Case C-281/06, Jundt v Finanzamt Offenburg.

19 ECy, 28 January 1986 Case 270/83 Commission v France, “Avoir fiscal”’, ECR 273, para. 18.
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1. Freedom to choose the form of establishment in other Member States

54.  According to Articles 43 and 48 EC, as interpreted by the Court, the freedom of
establishment includes the freedom to choose the appropriate legal form in which an
economic operator established in a Member State wishes to pursue activities in another
Member State. Discriminations or restrictions'®® which can only arise when two “objectively
comparable” situations receive a different tax treatment'®! can be found in the corporate
income tax systems of the Member State, but can also concern other types of taxes imposed
on companies, as Halliburton'®® demonstrates. In this case, an exemption from the Dutch tax
on transactions between companies relating to immovable property was considered to be
contrary to Article 43 EC insofar as it did not apply when the transferring company was
incorporated under the law of another Member State.

55. A distinction can be drawn between, on the one hand, rulings concerning national tax
measures of the State of the secondary establishment of a non-resident company (the Host
State) and, on the other hand, cases which deal with tax measures adopted by the Member
State where a company has its primary establishment (the Home State) that hinder the
establishment of subsidiaries or branches in another Member State.

The EC Treaty generally requires Member States not to discriminate branches of non-
resident companies against domestic companies, provided that they are in comparable
situations. Concerning the implementation of this principle into national law, Member
States directly involved in the Court rulings tend to take compliance measures, but the
same cannot always be said from Member States having a similar legislation. Despite the
Court’s case-law, corporate tax systems of the Member States still contain numerous
provisions that could be in breach with EC law'®,

a) In the Host State

56. In the Host State, the establishment of a non-resident EU company can be effected
through the creation of permanent establishments (i.e. branches) or subsidiaries. Contrary to a
subsidiary, a branch, although it may constitute an economic entity separate from the head
office of the company, is not endowed with a distinct legal personality, but is part of the legal
entity identified as the company'®*. With regard to branches, EC law requires — in respect of
certain tax benefits — that the Host State treat a branch of a non-resident company in the same
way as it would treat the branch of a domestic company. Concerning subsidiaries, the Host
State must treat equally subsidiaries of non-resident parent companies and those of resident
parent companies.

180 Avoir fiscal para. 22; ECJ 23 February 2006, Case C-253/03 CLT-UFA, ECR 1-1831, para. 14; ECJ 18 July
2007, Case C-231/05, Oy AA, para. 40.

181 On the comparability of situations as to company taxation, see Dahlberg, M., Direct Taxation in Relation to
the Freedom of Establishment and the Free Movement of Capital, Kluwer Law International, 2005, p. 106.

182 ECJ, 12 April 1994 Case C-1/93, Halliburton Services v Staatssecretaris van Financién, ECR 1-1137.

183 1n 2004, a Price Waterhouse Coopers study concluded that possible violations of EC freedoms existed in all
(then 25) Members States. See Press Release, PWC LLP, 14 October 2004 (available on
www.ukmediacentre.pwc.com).

184 For the purpose of the study, the terms permanent establishment, a tax treaty term, and branch, a company
law term, are used synonymously.
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I) Tax treatment of permanent establishments of EU companies

57.  In Avoir fiscal'® (1986), the first decision in the field of direct taxation, the system of

shareholder tax credit was held to be in breach of Article 43 EC, insofar as it was only
available to French resident companies but not to French branches and agencies of companies
established in other Member States. Although this case primarily deals with a tax mechanism
aiming at limiting the economic double taxation of dividends in the hands of the shareholders,
it displays, however, a good example of discrimination of branches of non-resident
companies.

58. In the Royal Bank of Scotland case'®®, Greece applied to profits earned by a branch of

a non-resident company a tax rate higher than the rate applicable to profits earned by a
resident company. The Court considered that this difference could not be justified by
objective differences between resident and non-resident companies, even though these two
categories of taxpayers are generally not comparable as to the extent of their tax liability
(worldwide income v domestic source income)*®”. In CLT-UFA, the Court condemned under
Article 43 EC German legislation subjecting the profits of a branch of a non-resident EU
company to a higher tax rate than the one that would have applied if this company had chosen

to establish a German subsidiary distributing its profits in full to its parent company™®.

Greece amended the provision struck down in Royal Bank of Scotland in such a way
that now both resident and non-resident banks are taxed under the higher tax rate™®.
However, in the comparable CLT-UFA case regarding Germany, the German
Bundesfinanzhof decided in reaction to the ECJ judgement that profits earned by a non-
resident company through a permanent establishment have to be taxed like the wholly
distributed profits of a comparable resident subsidiary (“distribution fiction”), which

meant the lower of the two tax rates.'*

59. Furthermore, to ensure freedom of establishment, a Member State must treat equally
branches of non-resident companies and resident companies with regard to tax exemptions.
The fact that a tax exemption is granted even by virtue of a DTC concluded with a third state
outside the EU does not relieve the State from this obligation. In Saint-Gobain'®, a tax relief
provided by the DTC concluded between Germany and the United States was partly denied by
Germany to a German branch of a French company, on the ground that the DTC applied only
to companies subject to unlimited tax liability in Germany. This practice was held to be
incompatible with the right of establishment.

185 Case 270/83, Avoir fiscal (see fn 179).

186 ECJ, 29 April 1999, Case C-311/97, Royal Bank of Scotland, ECR 1-2651.

187 Royal Bank of Scotland, paras. 27-29. The Court refers to its case-law relating to the taxation of income of
natural persons in Schumacker and Wielockx. Greece complied as of 1 January 1996, replacing the dual rate
system with a single 40% rate (TNS Online, 31 May 1999).

1% ECJ, 23 February 2006, Case C-253/03, CLT-UFA v Finanzamt KéIn-West, ECR 1-1831.

189 gee Ernst & Young, EUGH-Rechtsprechung Ertragssteuerrecht, Stollfu, 2™ edition, 2007, p. 181.

1% The German Ministry of Finance declared the principles of this decision applicable for all open cases in years
where the tax credit method was applicable, that is to say until 2001. See BMF-Schreiben of 14 September 2007
(IVv B 7 - S 2800/07/0001) “Steuersatz flir Gewinne EU/EWR-auslandischer Kapitalgesellschaften nach dem
Korperschaftsteuer-Anrechnungsverfahren; Folgen aus der EUGH-Entscheidung in Sachen "CLT-UFA™.

191 ECJ 14 September 1999, Case C-307/97, Saint-Gobain v Finanzamt Aachen-Innenstadt, ECR 1-6163.
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Even before the Court delivered its judgement, the German tax legislator extended
treaty relief provisions embodied in DTCs to non-resident taxpayers'*?. Following that
landmark decision, most Member States also extended their DTCs, usually restricted to
residents on their territory, to EU non-residents operating through permanent

establishments'®,

60. Discrimination may also be found in procedural rules. In Commerzbank'®*, the Court
had to examine UK legislation under which interest on a repayment of overpaid tax was
granted to companies with “fiscal residence” in that Member State but was refused to non-
resident companies. The Court ruled that the “fiscal residence” criterion, even if it were
applied without discrimination on the ground of the location of a company’s seat, would most
likely work more particularly to the disadvantage of companies having their seat in other
Member States, and held that difference to be discriminatory*®.

Following the judgement, the UK amended the Income and Corporation Taxes Act
1988 in order to entitle non-residents to receive interest on overpaid tax with effect
from 1* October 1993'%.

61. In most of the above-mentioned cases, the Member State involved tried to justify the
disputed tax provisions by referring, for example, to advantages that could balance the
disadvantages resulting from the questionable provision, the absence of harmonization of tax
law on a Community level, the risk of tax avoidance, the existence of double tax treaties or
the objective differences between branches and subsidiaries™’. However, the Court did not
accept any of these grounds of justification. The Futura Participations and Singer case'®
(no. 87) concerning the tax treatment of cross-border losses incurred by a branch is an
exception in this respect. The Court found that a system subjecting the carry-forward of losses
of branches of non-resident companies to the condition that those losses be economically
linked with the income earned in that Member State was in conformity with the fiscal
principle of territoriality and thus did not entail discrimination. It also upheld the requirement
for accounts to be held in the Host State, even though such requirement only applied if a
carry-over of losses was claimed.

The Luxembourg tax legislator, whose legislation was at stake in this case, eased the
restrictive provisions in order to admit non-residents to prove eligibility for the loss-
carry-forward with other means. However, restrictive bookkeeping provisions continue

to exist in other Member States, like, for example, in Germany*°,

192 See Ernst & Young, EuGH-Rechtsprechung Ertragssteuerrecht, Stollful, 2" ed. (2007), p. 192.

193 For example, Austria complied. See Kofler, G., 'Austria’ in Brokelind (2007), p. 59, 80.This does not require
that Member States renegotiate their entire DTC network, nor that they adopt a specific provision, or even a
circular; the Netherlands issued a Decree IFZ2003/558M of 21 January 2004 (TNS Online, 5 February 2004); for
Ireland, see the Finance Bill 2001 of 30 March 2001 (TNS Online 23 May 2001).

194 ECy, 13 July 1993, Case C-330/91, Commerzbank, ECR 1-4017.

19 Commerzbank, para. 13-15.

1% press Release from 23 July 1993, DT1955 - Non-residents: UK income: Repayment supplement,
http://www.hmrc.gov.uk/manuals/dtmanual/DT1955.htm.

97 Avoir fiscal, paras. 21-26, Saint-Gobain, paras. 53-55; CLT-UFA, paras. 19-30.

1% Case C-250/95, Futura Participations and Singer, fn 61. See also Aarnio, K., “Treatment of permanent
establishments and subsidiaries under EC law: towards a uniform concept of secondary establishment in
European tax law?”, EC Tax Rev., 2006, p. 18.

1% Though, to give kudos to the Futura Participations and Singer decision, the German Federal Ministry of
Finance issued administrative guidelines on the application of the Income Tax Act. See Cordewener, A.,
“Germany“, in Brokelind (2007), p.119, 148.
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i) Tax treatment of subsidiaries of EU companies

62.  Subsidiaries have an independent legal personality and are therefore always
“nationals” or residents of the Host Member State. However, subsidiaries of non-resident EU
parent companies are sometimes treated differently from subsidiaries of domestic parent
companies. This situation has been considered to be incompatible with the EC Treaty
freedoms in a number of cases.

63.  The Baxter case?® concerned French legislation which did not allow the deduction of
expenditure for scientific and technical research carried out outside of France (and therefore
in other Member States). In the Court’s view, French undertakings will generally carry out
research activities in France, whilst undertakings based in other Member States and operating
in France through a secondary place of business such as a subsidiary will not, so that this
deduction system operates to the detriment of French subsidiaries of foreign companies®”.
This unequal treatment cannot be justified by the need for effectiveness of fiscal

supervision®®.

Shortly after the outcome of the judgement, France adapted its legislation on the
deductibility of research expenses, so that it is no longer linked to the fact that research
has been carried out in France?®. At present, Ireland is confronted with a reasoned
opinion of the Commission requesting the country to change similar provisions by which
patent Egg/alties are tax exempt only if research leading to the patent was carried out in
Ireland“™.

64.  The denial of group taxation benefits in connection with subsidiaries of non-resident
EU parent companies can also entail incompatibilities with the freedom of establishment, as
the Court stated in respect to UK legislation on advance corporation tax due upon the
distribution of dividends (ACT) in the cases Metallgesellschaft/Hoechst*® (no. 114) and
Franked Investment Income (FI1) Group Litigation®® (no. 106).

65.  Unjustified differences of treatment between subsidiaries can also occur in the
application of anti-abuse provisions, such as thin capitalisation rules (see in particular cases
Lankhorst-Hohorst?’ (no. 95) and Test Claimants in the Thin Cap Group Litigation®*® (no.
96). Other unjustified differences of treatment have been the object of the Court's rulings in
the field of intra-group dividends and intra-group payments (see nos. 106 et seq.).

66. In contrast, the Court in Oy AA* upheld a Finnish law allowing a Finnish subsidiary
to make a tax deductible financial transfer to a Finnish parent but not to its non-resident EU
parent. The Court admitted a combination of two factors, namely the safeguarding of a
balanced allocation of powers of taxation between Member States and the need to prevent tax
evasion.

20EC), 8 July 1999, Case C-254/97, Baxter, ECR 1-4811.

201 Baxter, para. 12.

202 Baxter, paras. 18, 19.

23 Decision of the Conseil d’Etat of 15 October 1999, 179049, 179054, published on the internet site of the
Conseil d’Etat (http://www.conseil-etat.fr/ce/jurispd/index_ac_1d9946.shtml).

204 See Commission Press Release 1P/07/408 of 23 March 2007.

25 ECJ, 8 March 2001, Joined Cases C-397/98 and C-410/98, Metallgesellschaft/Hoechst, ECR |- 1727. For a
comment see Virgo, G., 'Hoechst revisited: the restitutionary aspects of the case', BTR, 2002, p. 4.

206 ECJ 12 December 2006, Case C-446/04, Test Claimants in the FIl Group Litigation v Commissioners of
Inland Revenue, ECR 1-11753.

27 ECJ, 12 December 2002, Case C-324/00, Lankhorst-Hohorst, ECR 1-11779.

208 Case C-524/04, Test Claimants in the Thin Cap Group Litigation (fn 45).

29 Oy AA, ECJ, 18 July 2007, Case C-231/05, Oy AA.
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The Court considered that allowing a transferor to deduct an intra-group cross-border transfer
from its taxable income would result in enabling groups of companies to choose the Member
State in which the profits of the subsidiary were to be taxed. That would undermine the
system created by a balanced allocation of taxing powers between Member States because the
Member State of the subsidiary’s residence, according to the choice of the group of
companies concerned, would be forced to renounce its right to tax the profits of that group's
subsidiary to the benefit of the Member State of the parent company’s residence*°. Moreover,
according to the Court, the possibility of transferring the taxable income of a subsidiary to a
non-resident parent company carries the risk that companies establish purely artificial
arrangements in order that income transfers be made to parent companies established in those
Member States which apply the lowest rates of taxation, or where the income in question
would not be taxed at all***.

b) In the State of residence

67.  The freedom of establishment does not only restrict the tax competence of the Host
State. Since Daily Mail?*? it has become clear that EC law also prohibits the Member State of
residence from hindering the establishment of a company incorporated under its legislation in
another Member State?®. Most of the cases concern the establishment of foreign subsidiaries
and are often linked to group schemes and the deduction of foreign losses or expenses.

i) Tax treatment of permanent establishments in other Member States

68.  Only one judgement addresses the domestic regime of a foreign branch: the AMID
case (no. 84)* concerns the setting-off of losses incurred by a Belgian company against the
profits earned by its Luxembourg branch. This set-off economically subjected the
Luxembourg profits to tax in Belgium, which was held discriminatory. Various pending cases
also deal with the problems of deduction of losses by permanent establishments (nos. 86 et

seq.).

69.  Another pending case deserves particular attention as regards the determination of the
Member State competent to avoid an undue restriction following from the combined
application of the legislations of two Member States. In Deutsche Shell*® a German resident
company allotted capital to its permanent establishment in Italy. The allotted capital was
shown both in the Italian balance sheet and in the German head office’s balance sheet in their
respective national currencies (LIT and DM). When the permanent establishment was wound
up and the allotted capital was repatriated back to Germany, the exchange rate had fallen and
the German company suffered a substantial currency loss. This loss, however, was tax-
deductible neither in Germany nor in Italy. According to the Court, which finally concludes to
the existence of an unjustified restrictive effect, “although it is true that any Member State
which has concluded a double taxation convention must implement it by applying its own tax
law and thereby calculate the income attributable to a permanent establishment, it is
unacceptable for a Member State to exclude from the basis of assessment of the principal
establishment currency losses which, by their nature, can never be suffered by the permanent
establishment™?°,

210 Oy AA, para. 56.

211 Oy AA, para. 58.

212 ECJ, 27 December 1988, Case 81/87, Daily Mail, ECR 5505 para. 16.

213 Daily Mail, para. 16. See also ICI, para. 21, and ECJ, 13 December 2005, Case C-446/03, Marks & Spencer,
ECR 1-10837 para. 31.

214 ECJ, 14 December 2000, Case C-141/99, AMID v Belgische Staat, ECR 1-11619. See no. 34.

215 ECJ, 28 February 2008, Case C-293/06 Deutsche Shell v Finanzamt fir Grossunternehmen in Hamburg.

218 Deutsche Shell, para. 44.
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i) Tax treatment of subsidiaries established in other Member States

70.  The Court of Justice has issued various rulings on the taxation of multi-national
groups of companies. Some of these cases, such as ICI?’, Marks and Spencer® Rewe
Zentralfinanz?*®, and the pending Lidl Belgium?®, refer to the deductibility of foreign losses,
and are discussed in nos. 86 et seq.

71. Other cases concern the fiscal treatment of intra-group transactions. In the case X AB
and Y AB**, a Swedish group scheme according to which assets could be transferred tax-free
between companies belonging to the same group was considered to be contrary to the freedom
of establishment, since it did not apply to certain cross-border situations. (See also X and Y
no. 94).

72.  The Court found furthermore unjustified differences between parent companies on the
basis of the State of residence of their subsidiaries in Bosal*?? and in Keller Holding®** as to
the deductibility of holding and financing costs (see nos. 124 et seq.)

73.  Anti-abuse rules may also conflict with the freedom of establishment. Cadbury
Schweppes?®* concerned UK Controlled Foreign Company (CFC) legislation which
commended the inclusion in the tax base of a resident company of the profits made by a CFC
in a lower tax State. The Court found that companies with a CFC in low-taxation Member
States were treated less favourably than resident companies with subsidiaries in the UK or in a
Member State which does not apply a lower level of taxation than in the UK?®. The UK CFC
legislation was considered contrary to the freedom of establishment. Nevertheless, it was
found to be justified if applied only to wholly artificial arrangements aimed at circumventing
the application of the legislation of the Member State concerned.

74.  However, the Court considered in Columbus Container??® that CFC legislation does
not contravene the freedom of movement when it does not submit to an additional tax burden
the economic operator having cross-border activities, as compared to a person operating in a
purely national context.

217 Case C-264/96, ICI, fn 67, esp. para. 28. .

218 Case C-446/03, Marks & Spencer, fn 213.

219 ECJ, 29 March 2007, Case C-347/04, Rewe Zentralfinanz v Finanzamt KéIn-Mitte.

220 Case C-414/06, Lidl Belgium v Finanzamt Heilbronn, OJ C 326, 30.12.2006, p.26. (Opinion AG Sharpston of
14 February 2008). The Court is to rule on the deductibility of losses from a foreign permanent establishment.

?2L ECJ, 18 November 1999, Case C-200/98 X AB, Y AB, ECR. 1-8264.

222 ECJ, 18 September 2003, Case C-168/01, Bosal Holding, ECR 1-9401.

223 ECJ, 23 February 2006, Case C-471/04, Keller Holding, ECR 1-2107.

224 ECJ, 12 September 2006, Case C-196/04, Cadbury Schweppes, ECR 1-7995.

225 Cadbury Schweppes, para. 44.

226 ECJ, 6 December 2007, Columbus Container v Finanzamt Bielefeld-Innenstadt. This case concerned a
German mechanism providing a switch from the exemption to the credit method in the case of a significantly
lower taxation in the State of source.
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UK CFC rules were amended with immediate effect as of December 6, 2006: any
apportionment of the chargeable profits of a CFC located in a Member State will
be reduced by the amount that relates to the “net economic value”, which arises
directly to the group in consequence of the activities of employees working for
the CFC in that EU territory. Profits of “genuine economic activities” are
however excluded from the amount that relates to the “net economic value” and
may therefore be subject of a CFC apportionment. These new more
complicated®’ CFC rules might be considered as contravening European law”?,
However, the UK Government already announced its intention to overhaul the
regime relating to foreign profits and released a discussion document. The new
controlled companies (CC) rules should apply to domestic and cross-border

situations in order to remove any element of discrimination®”*,

German CFC law has been even more restrictive than the UK provisions since it
did not allow the taxpayer to demonstrate that the purpose of transaction was not
the circumvention of German taxes. The respective provision has been amended
with effect from 1% January 2008%*°, so that add-back taxation does not apply,
when the tax-payer can prove that the controlled company (resident in another
EU or EEA Member State) carries on a “genuine economic activity”?.
Furthermore, it is necessary that Germany and the respective EU/EEA State
concluded an agreement on the exchange of information. The new exception
from the add-back taxation shall, however, not apply to the extent the controlled
company derives income from other controlled companies or permanent
establishments outside the EU/EEA, which might pose problems with regard to
the free movement of services.

4

Germany®¥, Denmark®?® and Sweden®* introduced draft law amending their
235

current CFC legislation. France published lengthy guidelines®.

75. In conclusion, it appears that the Court, when examining tax measures from the
perspective of the Host State, requires that the treatment of branches of a non-national
company and of subsidiaries of non-resident parent companies be determined as if they were
related to resident companies. When the Court decides on measures taken by the Home State,
it requires that foreign branches and subsidiaries are to be treated like domestic branches or

subsidiaries®®.

227 See Lovell’s International Tax Team, “Impact of Cadbury Schweppes on CFC Legislation” in 01/08
European Court of Justice Tax Cases 2007: A Review, BNA International, London, p. 9-12.

228 Evans, D. and Delahunty, L., “E.U. perspective on U.K. CFC rules” in 01/08 European Court of Justice Tax
Cases 2007: A Review, BNA International, London, 2008, p. 13-15.

229 |hid., p. 15.

230 Cf. Article 24 of the Jahressteuergesetz 2008 (JStG) of 20 December 2007, which entered into force on the 1°
January 2008 (BGBI 1 2007 Nr. 69; http://217.160.60.235/BGBL/bgbl1f/bgbl107s3150.pdf).

2% German Foreign Tax Act, AStG, Sec. 8 para. 2 as amended by the Jahressteuergesetz 2008.

2%2 Draft Bill for an Annual Tax Act 2008, TNS Online, 1 August 2007; see also Circular of 8 January 2007
clarifying the situation for pending cases (TNS Online, 26 January 2007).

233 Revised Bill amending CITA of 1 June 2007, TNS Online, 6 June 2007.

234 Draft Bill of 25 June 2007, TNS Online, 2 July 2007.

2% BOI 4H-1-07 of 16 January 2007, TNS Online, 29 January 2007.

2% For a comment, see Terra/Wattel, (2005), p. 150.

IP/AJECON/ST/2007-27 Page 32 of 120 PE 404.888



2. Cross-border provision of services

a) In the State of activity

76.  The case-law of the Court of Justice on Article 49 EC often addresses situations where
companies are hindered in the provision of services in a Member State where they are not
residents (“the State of activity”)*®’. Restrictions in the State of activity may be caused by
withholding tax systems or by provisions limiting the deductibility of expenses, not only for
individuals (See Gerritse, no. 39) but also for companies.

77. In Germany, non-residents are subject to withholding tax on income from work. It is
the responsibility of the income provider, usually a company, to deduct the tax at source.
Even if a tax treaty provides for a partial or total reduction in German tax, the tax must be
withheld and is subsequently refunded. In Scorpio®® (no. 39) the Court decided that the
obligation imposed on resident companies contracting with non-resident service providers to
withhold tax only on payments to non-resident creditors and the consequent liability for this
tax constituted an obstacle to Article 49 EC**. However, the obstacle was considered justified
due to the necessity to secure the taxation of non-residents. Nevertheless, German legislation
was considered to be in breach of EC law. It denied for the computation of the withholding by
non-residents the right to claim deduction of business expenses that were directly
economically linked to their German-sourced income, while permitting the immediate
deduction of these expenses for residents®*°.

78. In Centro Equestre da Leziria Grande®*, the same condition of a direct economic

link between the deduction of operating expenses and the income received in the Member
State was considered to be compatible with EC law. In line with Gerritse, the Court stated
that it was, however, contrary to the freedom to provide services to make the repayment of

that tax subject to the condition that the operating expenses exceed half of that income®*2.

Germany did not implement properly the judgements in Scorpio and Centro Equestre.
For that reason, the Commission addressed a Reasoned Opinion to the Federal Republic
requesting an amendment of the questionable provisions which preclude an immediate

deduction of expenses from the income for certain categories of non-residents®*.

7 Danner, para. 29; C-433/04, Commission v Belgium, para. 28 with referral to previous judgements, among
others 25 July 1991, Case C-76/90, Séger, ECR 1-4221.

2% ECJ, 3 October 2006, Case C-290/04, Scorpio, ECR 1-9461.

2% scorpio, paras. 33-34.

240 Scorpio, para. 49. The Court also held that the requirement of an exemption certificate in order to benefit
from a tax treaty zero rate in Germany causes extra administrative costs, which restrict the free movement of
services. However, the restriction was held to be justified by the necessity to ensure the proper functioning of
source taxation (see paras. 53-61).

241 ECJ, 15 February 2007 Case C- 345/04, Centro Equestre da Leziria Grande v Bundesamt fiir Finanzen, ECR
1-1425.

%2 Following a letter of the Ministry of Finance implementing the Gerritse decision, the legislation in question
was no longer applicable at the time of the judgement. The Court considered that this was not relevant for the
purposes of assessing the compatibility of the situation of the taxpayer with EC law.

3 See Commission Press Release IP/07/413 of 26 March 2007.
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79.  The Court of Justice confirmed that recourse to service providers established in other
Member States could also be hindered by procedural tax rules. In Commission v Belgium?®**,
the Belgian law which subjected undertakings in the construction sector both to a withholding
obligation on the payments they made to contractors who were neither established nor
registered in Belgium and to a limited joint and several liability for their Belgian tax debts
was considered a disproportionate infringement on the rights conferred upon them by Articles
49 and 50 EC*®.

80. However, the same obstacles can be seen from the perspective of the Member State of
residence of the recipient of the service provided by the company, since Article 49 EC also
protects the (passive) freedom to receive services. In the field of direct taxation, the recipient
of a service may be denied a certain tax advantage when the service is rendered by a non-
resident. Such discrimination in the State of activity, even if the recipient of the service
concerned is an individual, has the effect of discouraging non-resident companies from
offering their services in that Member State (Lindman, no. 51, Safir, no, 42, Danner, no. 42,
Skandia/Ramstedt, no. 42, Schwarz/Gootjes-Schwarz, no. 52 and Case C-318/05
Commission v. Germany, no. 52).

b) In the State of residence

81. In the State of residence, Article 49 EC also protects companies which receive
services from providers established in other Member States and therefore precludes tax
advantages from being limited to domestic services. Eurowings®*® concerned the German
Gewerbesteuer (trade tax) for which relief was only available if business assets had been
leased from another undertaking subject to German trade tax, i.e. resident in Germany.
Otherwise, the leasing costs were added back to the taxable income. In that way, German law
established a difference depending on whether the provider of the service was established in
Germany or in another Member State. The legislation was held to be contrary to the freedom
to provide services?®’. Similarly, in Laboratoires Fournier®®, the Court considered that the
French legislation limiting the benefit of a tax credit for research expenses to research projects
carried out in France was contrary to Article 49 EC**, since it differentiated according to the
place of establishment of the provider of services and was therefore liable to restrict cross-
border activities.

24 ECJ, 9 November 2006, Case C-433/04, Commission v Belgium, ECR 1-10653.

245 Commission v Belgium, paras. 31 to 41. Cp. with Scorpio, para. 36, which concerns a period when no
Community instrument on administrative cooperation existed between Member States.

245 ECJ, 26 October 1999, Case C-294/97, Eurowings, ECR 1-7447.

7 Eurowings, para. 44. In this case, the Court clarified that using the Internal market in order to profit from
special tax regimes is not an abuse and cannot be used by another Member State to justify less favourable
treatment in tax matters.

248 ECJ, 10 March 2005, Case C-39/04, Laboratoires Fournier, ECR 1-2057.

9 |_aboratoires Fournier, paras. 16-18.
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In France, the judgement has been implemented properly through legislative
amendments®°. On the contrary, Belgian law still subjects a specific profit exemption to
the condition that the researcher is employed in Belgium®®. In Finland, accelerated
depreciation is granted only to certain investments in some developing regions®?.
Similar rules also exist in Germany Ireland is confronted with a reasoned opinion of the
Commission requesting it to change similar provisions by which patent royalties are tax

exempt only if research leading to the patent was carried out in Ireland.?:.

3. Consolidation and losses

82.  The question of cross-border loss compensation has raised difficult specific problems
which are directly linked with the structure of the Member States’ tax systems. When
companies own several places of business in the same country, all their profits and losses are
aggregated in order to determine their taxable income. When places of business are located in
different countries, difficulties arise when neither the State of residence nor the State of
activity admits the deduction of losses.

a) Losses of EU companies with a permanent establishment in another Member
State

83. How does the Court address the tax treatment of losses incurred by a company having
a permanent establishment in another Member State?

1) In the State of residence

84.  In AMID®* was at issue the tax treatment of a loss incurred in the State of residence
by a company which had a permanent establishment in another Member State, the profits of
which were exempt according to a DTC. According to the worldwide income taxation
principle, the company's Belgian losses were set-off against the profits of its foreign
permanent establishment, which were normally exempt according to the DTC. This
compensation led economically to Belgian (double) taxation of the Luxembourg profits, since
the Belgian loss could not be carried forward to be deducted from future Belgian income. The
Court compared companies having all their branches in Belgium with companies with one or
more foreign permanent establishments. The Court held that by setting off domestic losses
against profits exempted by treaty, the legislation of that Member State establishes a

differentiated tax treatment as between those two categories incompatible with EC law**>.

Belgium has not yet modified its tax legislation. However, the tax authorities comply
with the ruling, even though in a very narrow reading®®.

%0 gee “Décret n° 2005-27 du 13 janvier 2005 pris en application des Articles 199 ter B 220 B, 223 O et 244
quater B du code général des imp6ts relatifs au crédit d’impo6t pour dépenses de recherche effectuées par les
entreprises industrielles et commerciales ou agricoles et modifiant I’annexe 1l a ce code”, Official Journal no.
12 of 15 January 2005 p. 661, text no. 15.

1 Article 67 ITC. Such a requirement also exists as regards capital gains spread taxation under the condition of
reinvestment in Belgium.

2 |BFD Database. December 2007.

253 See Commission Press Release of 23 March 2007 1P/07/408.

4 ECJ, 14 December 2000, Case C-141/99, AMID v Belgian State.

25 AMID, paras. 23 and 31.

2% parl. Question no. 487 dated 23 September 2004, Bull. Q.&R. Chambre, 2006-2007, no. 162, p. 31584-31586;
see also Parl. Question no. 555 dated 11 January 2001, Bull. Q&R. Chambre, 2002-2003, no. 141, p. 17838-
17840.
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