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Tax neutrality of corporate financing: a European Law

perspective

E. Traversa and D. Modonesi?

1. Preface. The tax regime of corporate financing between national

anti-abuse measures and international double taxation

Corporate financing can be conducted primarily via the allocation of own
capital or via debt contracts with third subjects (independent financial
institutions or financing companies within the same multinational group).
The national tax provisions applicable to dividends and interest are
generally different. Therefore, one could wonder whether European law
tends to favour one of these two forms of corporate financing or if on the
contrary, it is neutral towards them.

The existence of different tax regimes for interests and dividends at the
level of a single member state can have a twofold effect. On one hand,
there could be a disproportion of the tax treatment of interest compared to
dividends. This situation could have the effect of stimulating companies to
increase the financing via debts stocks only because of tax convenience
(thin capitalization). Therefore, this phenomenon is generally related to the
creation of anti-abuse provisions at the national state level. On the other
hand, a potentially different tax treatment can have an impact at an
international level due to the lack of coordination between national tax
systems. Thus, double taxation could take place (or, more rarely, a double
non-taxation).

Furthermore, it is necessary to verify whether and within which limits the

introduction of such anti-abuse measures and the phenomena of double
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taxation are admissible in European law , especially considering the
judgements of the European Court of Justice (ECJ).

At the same time, this analysis will verify whether the judgments of the ECJ
also allow the identification of a preference for one of the two methods of
company corporate financing (equity or own capital) at a European level,
that indirectly influence the choices of tax legislators at the member state
level.

Such an analysis will also consider the impact of the limited, but still
existing, EU secondary legislation in the area of direct taxation?, as it is

interpreted by the ECJ.

2. National regimes of (in)deductibility of dividends and interest.

Comparison

As highlighted, there are obvious disparities of treatment in the regime
applicable to these two categories of income. Prima facie interest is
definable at an internal level as well as an international level as
remuneration of debt capital. It is usually considered as a deductible cost in
the calculation of the base of income tax paid to the state in which the
company receiving the loan is established. On one hand the payer is
exempted from the taxation related to the amount paid as interest and can
further deduct it from the tax base. On the other hand, this is
counterbalanced by the fact that the beneficiary of the interests will be
taxed. Nevertheless, at the national level restrictions and limitations on the
deductibility of interest may exist especially vis-a-vis the tax avoidance
schemes related to the payment of interest to debtors established in

countries with a lower taxation®. In Europe, it is necessary to verify the

2 The subject of in direct taxes is a responsibility of member states in the respect of the

European law. For example, see ECJ 11 August 1995, case C-80/94, Wielockx, Racc. p. I-
2493, point 16; ECJ 6 June 2000, case C-35/98, Verkooijen, point 32; ECJ 4 March 2004,
case C-334/02, Commission vs. France, Racc. pag. 1-2229, point 21; ECJ 15 July 2004, case
C-315/02, Lenz, point 19, as well as ECJ 7 September 2004, case C-319/02, Manninen,
point 19. See J. Malherbe, Ph. Malherbe, I. Richelle and E. Traversa, Direct taxation in the
case-law of the European Court of Justice, Bruxelles, Larcier, 2008, p. 322.

s See Anouc van den Berg van Saparoea, Optimizing the interest deduction rules — A
never-ending story, European Taxation, January 2009 p. 3, and Christian Dorenkamp, The
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compatibility of such provisions with the Treaty FUE and with the EU
directives.

Furthermore, broadly speaking, dividends are the positive economic result
of corporate financing via equity or own capital. They are taxable according
to different principles. Like interest, the profits of a company derived from
the management of own capital are generally taxable in the state where the
company that realized the investment is established®. Differently from
interest, dividends cannot be deducted from taxable net profits and with the
exception of corrective measures are generally subject to economic double
taxation, on both the internal and international levels. Sometimes, a tax
credit or a tax exemption may be granted — relative to the withholding tax
and/or tax already paid by the company, based on internal law provisions
(most of the time limited to internal situations) or in an EU context, based
on the parent-subsidiary directive.

Such differences in the tax treatment are less important if these items of
income are received by non-residents. This is due to the fact that, usually,
the national tax systems provide a withholding tax on dividends or interest
received and a variable tax rate according to the type of income and to the
different legal system involved. The withholding tax might create situations
of double taxation in the country of source, both for dividends and for
interest (in the case that they are considered non deductible). However, this
negative impact can be reduced because of the application of the EU
directives®, international agreements or internal law provisions.

Besides EU law provisions aimed at reducing economic double taxation of
intra-group dividends, domestic measures have been adopted with the
same aim , like for example the Belgian so-called notional interest® regime.

It allows the deduction of an amount equal to a fixed percentage of the

challenger of corporate financing via debt and via own capital — and how Germany crossed
the line, European Tax Studies, n. 1/2010.

4 For an economic perspective on these themes, Kister Andersson, An economist’s view
on source versus residence taxation — The Lisbon objectives and taxation in the European
Union, Bulletin for International Taxation, 2006, October 2006, p. 395.

5 See Directives of the Council 23 July 1990, 90/435/EEC, modified by Directive
2003/123/EEC (parent companies and subsidiaries) states and Directive 2003/49/EC, on a
common system of taxation applicable to interest and royalty payments made between
associated companies of different Member States.

6 NID (Notional Interest Deduction) is the term commonly adopted for the ensemble of
rules that the Tax Code on Belgian income treats as a “Déduction pour capital a risque”.
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company’s own capital (as if own capital had been borrowed with interest at
market price). In other words, Belgian or foreign companies with an
permanent establishment in Belgium’ are allowed to deduct the “notional”
interest on the tax base of the company’s income tax®. On this basis, a tax
benefit has the positive effect of reducing the inconvenient of the non
deductibility of dividends. Consequently, in the Belgian system, one could
say that tax law tends to favour own capital over debt.

At first glance, the notional interest deduction cannot be qualified as state
aid prohibited by European law as it is applicable to all companies in
Belgium and not only a certain category of companies (as it happened with
the previous system of the coordinating centres, substituted by the notional
interest system). Nevertheless, if on one hand, the notional interest cannot
be legally qualified as state aid, on the other hand such a system actually
gives a great advantage to the companies that are strongly capitalised and
in particular to the financing companies managing the infra-group loans

within multinational groups®.

3. Characterization of dividends and interest in EU law: the

influence of international law

In the EU context, the definition of dividends and interests is of major
importance®®. In the absence of equal treatment of the different ways of
financing, it is indeed essential to distinguish among dividends, interest and
other forms of income. The first problem to deal with is thus exploring
whether in EU law, tax provisions could force Member States to uniformly
qualify the existing categories of income deriving from corporate financing.

The existence of differences of qualification is one of the reasons of

7 See B. Peeters, N. Demeyere, American Bar Association Foreign Lawyers Forum —

Belgium Annual Report 2007, 2008, p. 2.

8 This regards A. Haelterman, H. Verstraete, The “Notional Interest Deduction”, in
Bulletin for International Taxation, August/September 2008, p. 363.

° For a critical analysis of the regime on notional interest in Belgium see. E. Traversa e A.
Lecocq, « Les intéréts notionnels en droit belge », Revue de Droit fiscal (Francia), n°9, 2009,
p. 9-16.

10 For this part see John F. Avery Jones et al. “The definition of dividends and interest in
the OECD Model: something lost in translation?” World tax Journal n. 5, October 2009.
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international double (non-) taxation: in the presence of a neutral taxation
system, it would be irrelevant, for tax purposes, that a company finances
itself through equity or debt **.

Regarding interest, EU law (Article 2 of the Directive 2003/49/EC*?) lays
down legislative definitions of interest (and royalties)®. Article 4 of this
Directive enumerates four cases of exclusion of payments in the form of
interest from the scope of the Directive. The definition of the Directive
reflects the provision of Article 11 of the 2003 OECD Model. Therefore, in
this field, EU law uses concepts and definitions included in the OECD
Model™*.

The definition of interest appears to be particularly extensive. It also
includes income originating from hybrid financial instruments that enable
debtors to participate in profits. However, on the basis of the articles 2 and
4 of the Directive, in certain cases Member States can deny its application.
In fact, Article 4 refers to different situations that potentially allow the
restriction of the definition of interest. This provision allows Member States
to counter possible abuses of the Directive, e.g. when interest paid on
income is actually finalised to avoid the profit distribution among
shareholders (besides the general anti-abuse clause contained in Article 5).

Regarding dividends, the Parent-Subsidiary directive lacks a precise
definition of distribution of profits that would permit a clear distinction
between dividends and interests. This could be explained by the fact that
some definitions already existed in international tax law. Therefore, it
seems that EU law has considered the definition of dividends and interest of
the OECD Model (articles 10 and 11) as a reference point.

Article 11 of the OECD Model defines interest in an autonomous way,
differently from what is said in paragraph three of Article 10 OECD MC

concerning dividends. The origin of the definition of interests can be

' Helminen, “The Dividend Concept” in “International Tax Law: dividend payments

between corporate entities, 1999, p. 12.

2 Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation
applicable to interest and royalty payments made between associated companies of different
Member States.

¥ The term "interest" means income from debt-claims of every kind, whether or not
secured by mortgage and whether or not carrying a right to participate in the debtor's
profits.

14 Marcello Distaso and Raffele Russo, The EC interest and royalties directive — A
comment, in Europen Taxation, April 2004.
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historically traced back to the working group 11 of the OECD in 1959.
Originally, even interest from bonds related to profits was defined as
dividends, which was later used in the definition of interest. Throughout the
different versions of the OECD Model the definitions of dividends and
interest contained a list of requisites that could be utilised as a basis for the
definitions established on the national legislation level. Although the
national legislation clarifies if a payment can be considered as interest or
dividend, it is necessary to verify whether the national definition of interest
can include one or more categories considered as “dividends” by the OECD
model.

Therefore there is a potential overlap between the two above-mentioned
definitions, which is univocal. The definition of dividends can include aspects
related to the definition of interest, but not vice versa.

The OECD Model does not offer solutions for this overlap. Therefore a
threefold observation can be made. Firstly, the reference to the
participation of profits of the debtor on the basis of Article 11 OECD MC was
originally only stated with regard to dividends. Secondly, the second point
of Article 10 excludes debt-claims from the notion of dividends. Thirdly,
point three of Article 10 excludes the “normal” debt. When considering all
these aspects at the same time it is clear that Article 11, regarding interest,
could have originally been intended to have priority over Article 10
(dividends). In other words, the fact that payments are considered as
interest implies that they can not automatically be considered as dividends
under the provision of Article 10.

Thus, interest paid as the price of a structured-bearing loan and included
profit can be considered as “interest” as well. Nevertheless, if it is related to
a profit quota and to the risks of the company’s activity it cannot be
considered as a loan. In this case, the economic result should be considered
as a participation in partnership profits, rather than a thin capitalization
case. Nevertheless, the Thin Capitalization Report®, considers this situation
as a case of thin capitalisation. Therefore, one can argue that Article 10
OECD MC is not only related to dividends, but also to interest from loans if

the creditor actually takes part in the risk of the company.

15 See the report “Thin Capitalization”, adopted by Council OECD on 26 November 1986.
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Such overlaps can only be excluded by a national or European ad hoc
legislation explicitly stating that the received payments in the form of
interest automatically exclude all amounts ascribable to the definition of
dividends (thin capitalization). If de jure condendo such a definition should
be acknowledged in the draft of an OECD Model Tax Convention and by EU
law, in the current state of play it creates some difficulties and confusion.
Moreover, Member States are not entitled to fulfil the non-binding
interpretations provided by the OECD Model or by the EU. Therefore it is
possible that the same capital flow could be qualified as interest in one
member state and as dividends in another. This circumstance could create a

situation of a double (non) taxation.

4. European limits on the anti-abuse provisions related to thin

capitalization®® and on interest deduction. The ECJ case-law

The problem of the characterization of income is the result of a situation in
which companies are almost completely free to choose their financing
structure, and therefore the type and location of the associated companies
to which they prefer to transfer net profit to their shareholders as interest
rather than as dividends. In this case, there is the risk that, in the presence
of a group of companies, the parent company is mainly financed by debt
capital instead of being financed by its own capital. Usually the national
legislations try to combat these situations by enacting provisions against
thin capitalization, in order to avoid that the own capital of a company is
consistently less than the borrowed capital. Apart from the tax advantage,,
such situations of thin capitalization, are also attractive from a civil and
commercial law viewpoint, as the amounts financed by the parent-company
cannot be seized by the creditors.

According to thin capitalisation provisions, the above described situation is

regarded as the concealment of the contribution of own capital and can be

16 For a comment with particular reference to different national experiences, see “What's

going on in...” various authors, European Taxation, April 2002, with reference to the Dutch
experience, Pim Smit and Erik Smith, Netherlands, European Taxation, September-October
2005, p. 417.
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considered an abuse by the national tax administration. In such a
circumstance the payment of interest could, from a legal point of view, be
treated as a hidden distribution of dividends. In addition, from the tax point
of view, interest paid in the presence of such financing operations could be
considered excessive if the companies/persons involved are not completely
independent. Their deductibility could then be challenged by the national
tax administration, at least on the limits in which they exceed the amount
usually paid for interest in similar operations by companies which are not
involved in parent-subsidiary relations.

The Court of Justice, in its case-law, has clarified the limits and the
conditions concerning national anti-abuse provisions especially aimed to
limit the deductibility of interest paid to non-resident companies. In general,
an anti-abuse tax provision must respect the limits laid out by the Treaty
FEU and must not limit the freedom of establishment and the free
circulation of capital*’. The Court of Justice dealt explicitly with these issues
in the Lankhorst-Hohorst GmbH*® case. The interest paid by a resident
subsidiary as a remuneration of a debt from a non-resident holding
company was automatically subject to the taxation of the national tax
administration (German) as hidden dividends. Whereas, if it were a
subsidiary resident and the holding company (resident as well) could benefit
from the tax credit, the interest paid would have been considered as current
expenses and not as hidden dividends*®.

The Court of Justice considered that a differentiated treatment was made on
the basis of the location of the head office of the holding company. In the
case of a subsidiary resident receiving a loan from a non-resident holding
company, the characterization of interest paid as a distribution of
dissimulated net profit is the direct consequence of the application of the

national anti-abuse provision. This disparity of treatment between the

17 In this sense, ECJ 12 December 2002, case C-324/00, Lankhorst-Hohorst GmbH, point
32. Regarding the doctrine on the abuse of the law, see Olivier Rousselle and Howard M.
Liebman, “The doctrine of the abuse of Community law: the sword of Damocles hanging over
the head of EC corporate tax law”, European Taxation, December 2006, p. 559.

8 ECJ 12 December 2002, case C-324/00, Lankhorst-Hohorst GmbH.

19 Also interest paid by a subsidiary resident to its equal-resident holding company, as
remuneration of external capital received by the latter, is treated by the national tax
administration as dissimulated dividends in the case in which the holding company would
have provided a letter of patronage.
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subsidiary in relation to the head office of their holding company was
recognised as a restriction of the freedom of establishment, prohibited by
the EU law. In this case the tax legislation had an impact on the exercise of
freedom of establishment by companies located in other Member States,
which would have consequently renounced the acquiring, creating or
maintaining of a subsidiary in another member state. On the basis of these
provisions, laying down an equal treatment for loans to resident companies
in the EU, different Member States revised the national legislation regarding
thin capitalization?®.

Furthermore, the Court of Justice settled other limits regarding the national
prohibitions of deducting interest in cross- border situations to counter thin
capitalization and profit shifting. For example, in the judgement Test
Claimants in the Thin Cap Group Litigation®*, the Court of Justice confronted
the case in which a national legal system (such as the United Kingdom)
imposed restrictions on the possibility for a borrowing resident company in a
member state to deduct, for tax purposes, interests on loans granted to a
subsidiary company. Such restrictions could directly or indirectly be verified
and imposed upon the resident companies in another member state. If,
instead, the parent company had an office in the state of the borrowing
company, it would not be immediately subject to restrictions.

The Court of Justice confirmed that the freedom of establishment can be
jeopardised by the disparity of treatment between the borrowing resident
companies depending on the location of the corporate seat of the money-
lending subsidiary. The national legislation can be considered as restricting
the freedom of establishment, if it restricts the freedom in a member state
with regard to companies located in another member state. On the
contrary, it is not necessary to demonstrate that the provision has the
genuine effect of determining some companies to renounce the acquisition,
creation or maintenance of a subsidiary in the first member state. On the
other hand, the Court reaffirmed that in order to justify the limitation of an

anti-abuse provision (that limits one of the Treaty freedoms) the fact that a

29 For a suggestion to resolve problems related to thin capitalization, see Michael J. Graetz,

A multilateral solution for the income tax treatment of interest expenses, Bulletin for
international taxation, November 2008, p. 486.
21 ECJ order 23 April 2008, procedure C-201/05.
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resident company is granted a loan by a related company which is
established in another Member State is not sufficient®?. Conversely, a
national measure restricting freedom of establishment may be justified on
the ground of prevention of abusive practices where it specifically targets
wholly artificial arrangements which do not reflect economic reality and are
designed to escape the tax normally due on the profits generated by
activities carried out on national territory?:.

Another example of the effects of the Court’s jurisprudence is the
judgement Lammers & Van Cleeff BV?**. The Court of Justice handled the
case in which in the Belgian resident subsidiary had paid the interest to a
parent company resident in another Member State vis a vis a credit
previously granted. The tax administration (Belgian), in accordance with the
internal revenue code had qualified a part of the interest as dividend and it
had therefore subjected it to taxation. However, on the basis of the national
legislation, interest payments made by a resident company to a director
which was a resident company could not be reclassified as dividends, and
thus they were not taxable. Notwithstanding, if they were paid to a director
which was a foreign company, such interests, if considered excessive, could
be recharacterized as dividends and were taxable.

These provisions created a disparity of treatment between resident
companies according to the place of establishment of the company which,
as director, had granted them a loan. Therefore, it appeared to be a
restriction of the freedom of establishment because they made it less
attractive for companies establishing in other Member States to exercise
that freedom and they may, as a consequence, refrain from managing a
company in the Member State which enacted that measure, or even refrain
from acquiring, creating or maintaining a subsidiary in that Member State®°.

The Court of Justice maintained that the fact that a resident company is

22 ECJ 26 September 2000, case C-478/98, Commission/Belgium, Racc. pag. 1-7587, point
45; ECJ case 21 November 2002, C-436/00, X and Y, point 62; ECJ 4 March 2004, case C-
334/02, Commission/France, Racc. pag. 1-2229, point 27, and ECJ 12 September 2006, case
C-196/04, Cadbury Schweppes and Cadbury Schweppes Overseas, point 50.

23 ECJ 12 September 2006, case C-196/04, Cadbury Schweppes and Cadbury Schweppes
Overseas, point 55.

24 ECJ 17 January 2008, case C-105/07, Lammers & Van Cleeff NV and the Belgian state.
25 See ECJ 12 December 2002, case C-324/00, Lankhorst-Hohorst, point 32; ECJ 13 March
2007, case C-524/04, Test Claimants in the Thin Cap Group Litigation, point 61, and ECJ
18 July 2007, case C-231/05, Oy AA, Racc. pag. 1-6373, point 39.
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granted a loan by a related company which is established in another
Member State cannot be the basis of a general presumption of abusive
practices and justify a measure which compromises the exercise of a
fundamental freedom guaranteed by the Treaty?°. Consequently, even if the
application of such limits aims to fight abusive practices, the provisions
exceeds the limits set out by EU law.

This case-law of the ECJ is fundamental because it clarified the room left to
the Member States to introduce anti-abuse measures. On one hand, it
settled some important limits on the automatic recognition or on an
absolute presumption of the abuse, as, for example, mechanisms of under-
capitalisation or dissimulated capitalisation®’. In this framework, the mere
circumstance that a resident company creates a secondary establishment,
for example a subsidiary, in another member state does not automatically
determine a general presumption of tax fraud, nor justifies ex se a measure
that jeopardises the exercising of a fundamental liberty guaranteed by the
treaty?®.

On the other hand, the jurisprudence of the Court of Justice clarified that
the anti-abuse practices must always be based on legal reasons. In
particular, the reduction of tax revenue does not constitute a necessary
motive of general interest that can justify a measure in line with principles
in opposition to a fundamental freedom?®. In the same way, a possible tax
relief resulting from the low taxation to which a subsidiary established in a
member state is subject, different from the tax relief of a parent company
in another Member State, cannot inherently allow this latter State to
reserve (in exchange) a less favourable tax treatment for the parent

company®°.

26 ECJ 13 March 2007, case C-524/04, Test Claimants in the Thin Cap Group Litigation,
point 73.

27 ECJ 12 December 2002, case C-324/00, Lankhorst-Hohorst GmbH.

28 See ECJ 26 September 2000, case C-478/98, ICI, point 26; ECJ 26 September 2000,
Commission/Belgium, Racc. pag. 1-7587, point 45; C-200/98, X and Y, point 62, ECJ 4 March
2004, case C-334/02, Commission/France, Racc. pag. 1-2229, point 27.

29 gee ECJ 16 July 1998, case C-264/96, ICI, point 28; ECJ 6 June 2000, case C-35/98,
Verkooijen, point 59; ECJ 8 March 2001, case C-397/98 Metallgesellschaft, point 59; ECJ 21
September 1999, case C-307/97, Saint-Gobain ZN, point 51.

0 ECJ 28 January 1986, case C-270/83, Commission/France, point 21; see also ECJ 26
October 1999, case C-294/97, Eurowings Luftverkehr, Racc. pag. 1-7447, point 44, and ECJ
26 June 2003, case C-422/01, Skandia and Ramstedt, point 52.
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5. Recent developments of European law: from abusive practices to
the balanced allocation of taxation power between the Member

States

However, all anti-abuse provisions are not automatically in conflict with the
freedom of establishment®'. On one hand, the Court considered that the
national provisions restricting the freedom of establishment are compatible
with the Treaty only if they specifically target the artificial arrangements
designed to circumvent the legislation of the Member State concerned®.
This freedom involves an effective settlement of the company in the
member state where it is established and the exercising of a real economic
activity®®. Wholly artificial arrangements can therefore justify anti-abusive
tax provision if they do not reflect economic reality and are designed to
escape the tax normally due on the profits generated by activities carried
out on national territory®.

On the other hand, the Court of Justice has admitted the possibility for the
national legislations to provide rules aim at preventing tax evasion, even
outside cases of abusive practices. The Court admitted that the freedom of
movement cannot grant companies the free choice of the State in which
they can carry out the taxation of net profits. For example, the Court
considered that the presence of different tax rates in the Member States
applicable to different companies of the same group are, however, able to
justify an anti-abuse clause®®. These situations can, according to the Court,
justify the presumption that a financing subsidiary was only established in
order to organise a transfer of net profits so as to benefit from a lower tax

rate. These kinds of provisions were therefore considered acceptable

31 For a close examination of this subject, for example, Jonathan S. Schwarz, Abuse and

Eu tax law, Bulletin for international taxation, July 2008, pag. 289.

32 See ECJ 13 March 2007, case C-524/04, Test Claimants in the Thin Cap Group
Litigation, point 72.

33 ECJ 12 September 2006, case C-196/04, Cadbury Schweppes plc, sent. ICI, cit., point
26; ECJ 12 December 2002, case C-324/00, Lankhorst-Hohorst, point 37; ECJ 11 March
2004, case C-9/02, De Lasteyrie du Saillant, point 50, as well as ECJ 11 July 2002, case C-
62/00, Marks & Spencer, point 57.

34 ECJ order 23 April 2008, procedure C-201/05, Test Claimants in the Thin Cap Group
Litigation.

35 ECJ 18 July 2007, case C-231/05, Oy AA, point 50.
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according to Court’s case-law. At the same time, it does not exclude that
the rules adopted by a member state, to specifically regulate the situation
of cross-border group, can in some cases represent a restriction of the
freedom of establishment of the interested companies.

The judgement Oy AA, concerned the transfer of losses within a group of
companies. If an intra-group cross-border transfer was deductible from the
taxable income of the transferor, it would result in allowing groups of
companies to freely choose the Member State in which the profits of the
subsidiary are to be taxed. Therefore, in such a case, the allocation of
taxing powers between Member States would be jeopardised. Depending on
the choice made by the group of companies, the member state of residence
of the subsidiary would be obliged to abandon its right to tax the income of
the latter to the potential advantage of the member state of the parent
company?*. The Court dealt with the issue of the eligibility of a different tax
treatment in the two hypotheses. In the first hypothesis, the transfer,
conducted by a subsidiary in favour of a parent-company that had the
corporate seat in one of the Member States (Finland) was considered as an
intra-group financial transfer under such laws, deductible from the taxable
income of the subsidiary. In the second hypothesis, in case of a transfer
realized by a subsidiary in favour of a parent company where the corporate
office was in a different member state than Finland, it could not be
considered as such and therefore could not be deducted from the taxable
income of the subsidiary. In other words, the subsidiaries of foreign parent
companies thus receive less favourable tax treatment than the treatment
enjoyed by the subsidiaries of Finnish parent companies. The Court of
Justice affirmed the compatibility of the national legislation with the
principles of the Treaty based on two aspects: the tax power of the States
and the prevention of tax evasion. Regarding the latter aspect, the
possibility to transfer the taxable income of a subsidiary to a parent
company that has the corporate office in another member state involves the
risk that, via wholly artificial arrangements, transfers of income will be

organised within the group of companies. These transfers would occur in the

%6 See also ECJ 13 March 2007, C-524/04, Test Claimants in Class IV of the ACT Group
Litigation, point 59.
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direction of the companies where the corporate office is found in the
Member States that apply lower tax rates of taxation or in Member States in
which such income could not be taxed at all®’.

In light of the joint consideration of safeguarding the balanced division of
tax powers amongst the Member States and preventing tax evasion, the
Court recognised that the national system pursued objectives that were
legitimate and compatible with the Treaty, as referable to overriding
reasons of public interest. Such reasoning was confirmed in various
judgements including, the 2010 judgements X Holding®® and Société de
gestion industrielle®®.

It may be inferred from this case-law that EU law does not grant EU
protection for operations aimed at, for example, the transfer of net profits —
such as in the form of interest - towards other companies established in
Member States that apply low tax rates. The balanced allocation of taxing
powers between the Member States®® is therefore protected, also beyond
situations of evident abuse of rights.

These new jurisprudential orientations — highly objectionable because they
constitute a step backwards in the protection of the taxpayer in respect to
previous jurisprudence — tend to render the via debt less interesting.
Member States are indeed allowed to deny the taxpayer the application of
the tax regime that is normally provided for interest, namely the

deductibility of the interests.

6. International double taxation, internal market and neutrality

In addition to the measures designed to fight against evasion, the tax

regimes of financing activities of European companies are strongly

influenced by the existence (or by the elimination) of double taxation.

37 In specific cases, such possibilities are reinforced by the fact that the national discipline

(Finnish) of inter-group financial transfers did not demand that the beneficiary of the same
transfer had immediate losses.

38 ECJ 25 February 2010, case C- 337/08, X Holding, points 40,-41.

%% ECJ 21 January 2010, case C-311/08, Société de gestion industrielle, points 67-69.

40 gee ECJ 11 July 2002, case C-62/00, Marks & Spencer, point 46.
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With regard to interest and dividends, the taxing powers of the States are
generally concurring. International double taxation generally occurs if the
internal rules of the two different States are jointly applicable to the same
taxable income. Situations of double taxation can arise in the presence of a
concurring power of the state of residence and the state of the source, of
two States of the source or two States of the residence™.

The unilateral identification of taxing power might be linked to the lack of
tax coordination between Member States. If there are conventional tax
powers, there is less risk of double taxation. Nevertheless, even the
international conventions, through a system of provisions regulating state
taxation powers, cannot eliminate completely the double taxation risk.
Moreover, depending on International Conventions, conflicts of
categorization are generally resolved through the interpretation of the law
on a case-by-case basis.

The taxation of dividends is linked to the fact that the company profits are
already taxed. The problem regarding whether the second taxation i.e.
shareholder should be avoided is tightly linked to the form of company
taxation. However, the two taxations - company’s income and shareholder -
are object of a regular taxation on a European and international level. The
Community legislation has considered different mechanism such as tax
credits and dividend exemptions®?.

Tax systems do not usually consider if the revenues related to distributed
dividends have already been taxed, at the time of the tax declaration, prior
to the distribution. Therefore, corporate financing via equity capital is less
advantageous due to this economic double taxation. In order to eliminate
such problems, the Member States might provide a mechanism of tax credit
or dividend exemption.

There is a clash between the existence of an international double taxation of
dividends and interests and the two principles of tax neutrality and
existence of the European internal market. On the basis of the neutrality

principle, the tax system should not prefer the company financing via risk or

41
42

Carlo Garbarino, Manual of international taxation, 2005, Milano.

For a dissertation, with specific reference to the coherence of fiscal system, see Joachim
English, Fiscal Cohesion in the taxation of cross-border dividends, European taxation — July
2004, p. 323.
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debt capital. As a consequence, a national tax policy opting to enhance one
of these two forms of corporate financing should automatically be in
contrast to the criterion of neutrality*>.

Most of the time the neutrality in the area of European taxation is often
connected, at least partially, to the double taxation. There are examples of
tax neutrality criteria in various EU directives. Regarding indirect taxations,
the neutrality of the VAT is implemented through the tax deduction and is
present in the definition of value added tax (VAT). The latter is able to
guarantee the perfect neutrality of taxation of economic activity subject to
this regime®. This neutrality is also verified in trade between member
States, via a harmonised determination of both categories of taxable
operation and criteria of localisation. This harmonization implies the near-
complete elimination of any double taxation situation®. On the topic of
direct tax, the criterion of tax neutrality can be found in the Directive
90/434/EEC*. The latter states that the operations of mergers, divisions,
transfers of assets and exchanges of shares concerning companies of
different Member States must not be hindered by restrictions,
disadvantages and distortions derived from tax rules of Member States. The
taxations cannot prevent decisions on the restructuring or to the
reorganization of the company*’.

The idea that the pursuit of neutrality can concretely enhance the free
circulation of capital within Europe, through the elimination or at least the

reduction of double taxation at European level, also characterises the EU

43 The Belgian regime, that in certain ways favours corporate financing via own capital via

the system of “notional” interest”, entered in force only after the European Commission
maintained that regime of the centres of coordination stated in Belgium were not keeping
with the rules of the Treaty of the European EU regarding State Assistance.

44 For example ECJ 15 January 1998, case C-37/95, Ghent Coal Terminal, point 15.

45 See E. Traversa e Ch. A. Helleputte, Double (non-)taxation in VAT and direct taxes: how
to achieve convergence within a summa divisio? A European Perspective, in M. Lang, P. Melz
and E. Kristofferson, Value Added Tax and Direct Taxation — Similarities and Differences,
IBFD, 2009, p. 339-368.

46 Directive 90/434/EEC of the Council, of 23 July 1990 on the common system of taxation
applicable to mergers, divisions, transfers of assets and exchanges of shares concerning
companies of different Member States.

47 Directive 2009/133/EC of the Council, of 19 October 2009, on the common system of
taxation applicable to mergers, divisions, partial divisions, transfers of assets and exchanges
of shares concerning companies of different Member States and to the transfer of the
registered office of an SE or SCE between Member States.
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directives related to the direct taxation that have been progressively
implemented by the Member States.

The Council Directives of 23 July 1990 90/435/EEC was amended by the
Directive 2003/123/EC*® on the common system of taxation applicable in the
case of parent companies and subsidiaries of different Member States. This
directive along with the Directive 2003/49/EC*® on a common system of
taxation applicable to interest and royalty payments made between
associated companies of different Member States were laid down by the
European Council.

The Directive 2003/48/EC>° of 3 June 2003 introduced a uniform taxation of
savings income in the form of interest payments and it has had a great
impact. Although the authority of the Member States to tax the interest at
the source was not involved, the exchange of information between the state
at the source and the state of residence should be logically accompanied by
the abolition of taxation at the source of the interest, thus eliminating
corporate double taxation. Nevertheless, until nhow there have been no

common European positions regarding this issue®*.

7. The double taxation, the repeal of Article 293 CE and the case-law

of the Court of Justice

Currently the neutrality (and as a consequence, the prohibition of the

double taxation), has not been not recognised, beyond the specific

48 Council Directive 2003/123/EC of 22 December 2003 amending Directive 90/435/EEC on
the common system of taxation applicable in the case of parent companies and subsidiaries
of different Member States.

49 Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation
applicable to interest and royalty payments made between associated companies of different
Member States.

50 Council Directive 2003/48/EC of 3 June 2003.on taxation of savings income in the form
of interest payments.

51 The importance of this question is moreover related to the presence of an exchange of
information between the member states as an instrument that strengthens the respect of the
tax provisions, necessarily linked to the taxation of the state of residence, as the Directive
appears to suggest. The tax of the state of residence must be kept separate from the theme
concerning the taxation of interest, also in relation to doubts on the real efficacy of
mechanisms states with reference to the exchange of information in respect to withholding
tax. See Frans Vanistendael, “The European Interest Savings Directive — An appraisal and
proposals for reform”, Bulletin International Taxation, April 2009, p. 152.
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application already mentioned, as a real and true general principle of

European law.

a) The double taxation and the repeal of Article 293 CE

The need to regulate the relations between Member States stipulating
conventions that would prevent a double taxation was indicated in Article
220 of the CEE Treaty®?. It is necessary in order to eliminate or reduce the
negative effects on internal market operations, which are consequence of
the co-existence of national tax systems. However, article 220 EEC (later on
293 EC) had the sole purpose of encouraging the Member States to
establish actions that aimed to reduce or abolish the double taxation. Some
scholars argued that such a provision did not foresee the abolition of the
double taxation. This interpretation was emphasised by the fact that Article
293 of the Treaty was not self-executing and did not lay down any direct
obligations or exclusive responsibilities of the EU institutions. After the
Treaty of Lisbon came into force, the general obligation of the Member
States to abolish the international double taxation in the non-harmonised
area of the direct taxation remained largely unchanged. The obligation
previously laid down by the Article 293, however, can still be considered
existent on the basis of the loyalty principle (Article 10 of the Treaty) and
by the objectives of the internal market. Therefore, after the repeal of
Article 293 the obligation of the Member States regarding the elimination of
the double taxation is not always exempt from potential ambiguities®>® and

can thus present problems in its application®*.

52 Article 293 of Treaty EC, now repealed by the Treaty of Lisbon states:

“Member States shall, so far as is necessary, enter into negotiations with each other
with a view to securing for the benefit of their nationals: (...)
- the abolition of double taxation within the Community”.
J. Sullivan, The non-exercise of taxing powers by Member States and its compatibility
with EC law, in European Taxation, 4 (2009), p. 193.
54 See Martti Nieminen, Abolition of double taxation in the Treaty of Lisbon, Bulletin for
international taxation, June 2010, p. 330; Luca Cerioni, Double taxation and the internal
market: reflections on the ECJ's decisions in Block and Damseaux and the potential
implications, Bulletin for international taxation, November 2009, p. 543.

53
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In order to understand the importance of such obligations it is necessary to
verify the conclusions reached by the jurisprudential interpretations of the
Court of Justice before the recent modifications of the EU legislation.
Regarding direct taxations, the Court of Justice had previously considered
the freedoms of the Treaty primarily as provisions prohibiting discrimination
towards citizens of other Member States®®. Subsequently, the case-law
decisions of the Court of Justice changed. In some judgements, it stated
that the Treaty’s provisions not only prohibit the discrimination of non-
resident citizens but it also forbids all other restrictions placed on both
residents and non-residents that are involved in the freedom of circulation
of goods within the EU®®. Even though, on the basis of the latter orientation,
discrimination towards non-residents regarding tax credit or exemptions is
not acceptable, it must be considered that the national tax systems are not
harmonised in the area of direct taxation®’. The Court of Justice could
therefore affirm that the freedoms guaranteed by the Treaty were not able
to prevent an international double taxation®®. This is due to the fact that EU
rules do not establish general criteria for the division of responsibilities
between Member States that relate to the elimination of the double taxation
within the EU>%/%°,

Despite the Treaty of Rome’s objective to abolish double taxation between
the Member States, °* the Court of Justice recognised that in the absence of
EU rules of unification or of harmonization (in particular under the repeal of

Article 293, second part of the EC Treaty) the Member States would be

55 The example of ECJ 26 January 1993, case C-112/91, Werner. A German residing in the

Netherlands was denied the deductions reserved for German residents.

56 See ECJ 27 June 1996, case C-107/94, Asscher; ECJ 15 May 1997, case C-250/95,
Futura; ECJ 12 May 1998, case C-336/96, Gilly; ECJ 28 April 1998, case C-118/96, Jessica
Safir; and ECJ 14 December 2000, case C-141/99, Amid.

57 See, amongst the most recent taxpayers, Malcolm Grammie, Non discrimination and the
taxation of cross border dividends, World tax journal, June 2010, p. 162.

58 gSee ECJ 12 May 1998, case C-336/96, Gilly; ECJ 14 November 2006, case C-513/04,
Kerckhaert Morres; ECJ 16 July 2009, case C-128/08, Jacques Damseaux V. Etat Belge. In
this sens, B. TERRA, P. WATTEL, European Tax Law, Kluwer, 2008, p. 174.

59 Regarding the rapport between EU law and the OECD model, between the most recent
taxpayers, Ruth Mason, Tax discrimination and capital neutrality, World tax journal, June
2010, p. 126.

89 On the rapport between double taxation and non-discrimination with reference to the
jurisprudence of the Court of Justice, Sjoerd Douma, The three ds of direct tax jurisdiction:
disparity, discrimination and double taxation, European Taxation, November 2006, p. 522.

81 Lehner, The influence of EU law on tax treaties from a German prospective, 54 Bulletin
for international fiscal documentation 8/9 (2000), 461.
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capable of defining the criteria to share their tax power, especially in order
to eliminate double taxation, on the basis of international agreements or

internal law 2.

b) Double taxation of dividends and bilateral conventions

Via the judgement Kerckhaert-Morres®®, the Court of Justice clarified
whether the general principle of free circulation of capital could clash with
the legislation of a member state regarding income tax and taxation of
dividends. In this case-law, the national legislation stated that the taxation
of dividends distributed by companies established in the same member
state or by companies established in other Member States depended on a
single tax rate. The national legislation (Belgian), therefore, did not
acknowledge the deduction of the tax at the source level applied in the
other member state regarding dividends distributed by the external

company °%.

The remuneration of the direct investment carried out by
natural persons in a company established in another member state were
subject to a higher taxation (for example, 15 percent in France and 25
percent in Belgium, applied to the net dividend) compared to the income
related to the participation in a Belgian company.

Prima facie, the Belgian tax legislation did not generate any discrimination
between shareholders resident in Belgium receiving dividends from a
company established in Belgium or from a company established in another
Member State. In both cases the Belgian law applied a uniform rate of
income tax equal to 25% as a tax claim on income. However, taking into

consideration the absence of a specific prevision that would have allowed a

different treatment for diverging situations - considering that foreign

52 Among the many case-law see ECJ 12 May 1998, case C-336/96 Gilly, points 24 e 30;
ECJ 21 September 1999, case C-307/97, Saint-Gobain ZN, point 57; ECJ 5 July 2005, case
C-376/03, D., point 52; ECJ 19 January 2006, case C-265/04, Bouanich, point 49; ECJ 7
September 2006, case C-470/04, point 44; ECJ 12 December 2006, case C-374/04, Test
Claimants in Class IV of the ACT Group Litigation, point 52; also ECJ 14 December 2006,
case C-170/05, Denkavit Internationaal and Denkavit France, point 43.

63 ECJ 14 November 2006, case C-513/04.

64 For an examination of the Belgian national discipline, Enrico Schoonvliet, Unilateral and
Treaty measures in Belgium for the avoidance of double taxation, Bulletin for international
taxation, August/September 2008, p. 430.
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dividends were also taxed at the source at a rate of 15 percent (in the state
of residence of the EU company), whereas dividends distributed by Belgian-
residing companies were not in the same situation — the creation of a
double taxation effect was inevitable.

However, the Court of Justice stated that the negative consequences of the
Belgian tax legislation were caused by the existence of common areas of tax
competence between the two Member States. Moreover, these
consequences were not caused by the infringement of the economic
freedom protected by the Treaty. Therefore, the ECJ clarified that Member
States were responsible for taking the measures necessary to prevent such
situations by applying, in particular, the apportionment criteria followed in
international tax practice.

The repeal of Article 293 of the Treaty did not concern the pre-existing
acquis commnautaire, involving many case-law, including the judgement
Kerckhaert-Morres®®. On the basis of this judgement the Member States are
required to create measures limiting the double taxation through ad hoc tax
conventions. At the same time, Member States are requested implementing
the provision laid down in the Article 293 (now repealed). Because of the
repeal of this article it is necessary to clarify, on a case-by-case basis,
whether a treaty is necessary. The Court of Justice’s case-law was endorsed
by the Damseaux®case. The member state of residence is not responsible
for preventing the double taxation between the member state of the source
of the dividends and the member state of residence of the shareholder. In
such a situation the member state of the source would have the priority in
the taxation of the income. On one hand, this share responsibility would
comply with the international legal procedures and, above all, with the
OECD model. However, at the same time, the Court of Justice stated that
the EU law does not set out general criteria concerning the qualification of
areas of competence between the Member States, in relation to the
elimination of double taxation within the EU. Therefore, the Court reached

the following conclusion: firstly a member state cannot rely on a bilateral

65 ECJ 14 November 2006, case C-513/04, Kerckhaert-Morres.

86 ECJ 16 July 2009, case C-128/08, reference for a preliminary ruling under Article 234 EC
from the Tribunal de premiére instance de Lieége (Belgium) in the case Jacques Damseaux vs
Belgian State.
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convention to avoid looming obligations in force by the Treaty®’.
Subsequently, both the member state in which the dividends are paid and
the Member States in which the shareholders reside are responsible to tax
those dividends. However, this does not imply that the member state of
residence is obliged, by EU law, to prevent the disadvantages which could

arise from the exercise of power endorsed by the two Member States.

c) Double taxation and withholding tax: comparison between

interest and dividends

Regarding interest, Truck Center®® is arguably the most important case®.
The Court of Justice resolved a situation that, for several reasons, was
similar to the case Kerckhaert-Morres despite the fact that the payment was
related to interests and not dividends’®. This case dealt with the verification
of the compatibility of the EC Treaty with a member state legislation
(Belgium) providing the retention of tax at source on interest paid by a
company resident in that Member State to a recipient company resident in
another Member State, while exempting interest paid to a recipient
company resident in the first Member State from that retention.

The Court of Justice considered that the freedom of establishment was not
an obstacle to this discrepancy because the differences of treatment (a
consequence of the Belgian tax legislation) were not comparable. There was
no similar situation foreseen by the national legislation concerning
beneficiary companies of capital income with different tax methods

according to their residence either in Belgium or in another member state.

67 See ECJ 14 December 2006, case C-170/05, Denkavit International and Denkavit
France, Racc. pag. 1-11949, point 53, and Court of Justice 8 November 2007, case C-379/05,
Amurta, point 55.

8 ECJ 22 December 2009, case C-282/07, Truck Center.

89 Amongst the numerous doctrines related to the previous jurisprudence, see Antonello
Lupo, Reliefs from economic double taxation on EU dividends: impact of the Baars and
Verkooijen Cases, European taxation, July 2000, pag. 270 and Jonathan S. Schawarz,
Current issues under European Community law on cross-border dividends, International
bureau of fiscal documentation, February 2001, pag. 46.

°  sSee Marc Dassesse, Belgian withholding taxes on outbound dividends and interest: the
challenge of Community law, Bulletin for international taxation, August/September 2008, p.
337.
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According to the Court, the difference in treatment between companies
receiving income from capital, established by the tax legislation consisting
in the application of different taxation arrangements to companies
established in a certain member state, and companies established in
another Member State, relates to situations which are not objectively
comparable. Therefore, it is necessary to differentiate the cases between
the company that distributes the interest and the beneficiary company of
this interest both reside in the same member state. or, rather, the cases in
which the resident company in a specific member state pays interest to a
non-resident company.

In the same way, there are different tax conditions depending on whether
the payment of the interest is carried out by a resident company to another
resident company, or whether this payment is carried out by a resident
company to a non-resident company.

The possibility of a different treatment gives rise to a series of observations.
In the first place, even if the withholding tax does not involve interest paid
from a resident company to another resident company, normally (as
happened in the Truck Center case) such interest is subject to the corporate
tax of the same state.

In the second place, the resident beneficiary companies are controlled by
the national tax administration. The latter can recover the tax through an
enforcement procedure. Vice versa, this does not happen in the case of
non-resident beneficiary companies as the recovery of the tax requires the
assistance of the tax administration of their state of residence.

In the third place, the difference in treatment resulting from tax legislations
does not necessarily affect the resident beneficiary companies, because
they are usually obliged to pay an advance on the total amount of the
corporate tax. Moreover, the rate of the withholding tax calculated on the
interest paid to a non-resident company is consistently less than the rate of
the corporate tax (calculated on the total income of the resident companies
which receive the interest).

In similar situations related to the application of deductions at the source

on dividends, the Court of Justice reached opposite conclusions. In the
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recent case Commission vs Italy’, the Court of Justice confirms the
previous cases law (such as Denkavit Internationaal’?>, Amurta”, and
Aberdeen Property Investment’). The Court ruled on the Italian legislation
providing a less favourable tax treatment for dividends distributed to
companies established in other Member States rather than in Italy.
According to the ECJ it constitutes a prohibited restriction on the free
circulation of capital.

The Italian legislation previously exempted from taxation the dividends that
were distributed to resident companies, in the amount of 95%. It taxed the
remaining 5% at the normal rate of corporation tax, which was 33%.
Dividends distributed to companies established in other Member States
were subject to a withholding at the source at the rate of 27%, four-ninths
of the sum that was capable of being repaid on application. A withholding at
source at a reduced rate may also be applied, by virtue of the provisions of
the various conventions for preventing double taxation, whereby certain
conditions regarding the size and duration of the holding were fulfilled.
However, this rate remained higher than the rate imposed on dividends
distributed to resident companies. Such a difference in treatment was likely
to deter companies established in other Member States from making
investments in Italy. It therefore constituted a restriction on the free
movement of capital, prohibited in principle by Article 56(1) EC.

The Court examined whether the beneficiary companies of dividends that
resided it Italy and those established in another member state were in
similar situations. Independent from potential taxation in another member
state, the tax responsibility of a member state creates the risk of multiple
taxation or economic double taxation. The state of residence of the
distributing company must monitor whether the non-resident shareholding
companies are subject to a treatment equal to that given to the resident

beneficiary shareholding company. In this way, the freedom of

71 ECJ 19 November 2009, case C-540/07, Commission vs. Republic of Italy.

72 ECJ 14 December 2006, case C-170/05, Denkavit Internationaal BV, Denkavit France
SARL against Ministre de I’Economie, des Finances et de I'Industrie.

7 ECJ 8 November 2007, case C-379/05, Amurta SGPS vs. Inspecteur van de
Belastingdienst/Amsterdam.

74 ECJ 18 June 2009, case C-303/07, Aberdeen Property Fininvest Alpha Oy.
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establishment is not restricted”. This monitoring action must be aimed at
preventing or reducing multiple taxation or double taxation.

The Court observed that the Italian legislator chose to exercise its taxing
power regarding dividends distributed to companies established in other
Member States. As a consequence, the non-resident beneficiaries of these
dividends found themselves in a similar situation to residents. There was a
risk of an economic double taxation of dividends distributed by resident
companies, for which the non-resident beneficiaries cannot be treated
differently from resident beneficiaries. For this reason Italian law was not
considered as complying with the principle of free circulation of capital.
Comparing this decision with the Truck Center case’® (concerning interest)
it is possible to observe that the Court allowed a different treatment
between dividends and interest in nearly-identical situations. Therefore it
appears questionable, in certain cases, to accept justifications based on
coherence of the tax system and at the same time reducing the impact of
the double taxation of dividends, whereas in other cases the double taxation
of interest (and even of dividends) is considered acceptable (as happened in

the aforementioned judgements Kerckhaert-Morres’’ and Damseaux’®).

8. Conclusion

The Court of Justice commenced dealing with the notions of interest and
dividends focusing on the obstacles that limit the freedoms stated by the
treaty, such as the national anti-abuse previsions and situations of
international double taxation. It seems clear that the European case-law
does not have a preference, not even implicitly, for one of these two forms
of financing. The limits of the Union’s responsibility regarding direct taxes
and the consequent absence of an effective European legislative policy in

the EU directives place important restrictions on the current state, even

7S See ECJ 13 March 2007, case C-524/04, Test Claimants in Class IV of the ACT Group
Litigation, point 70; and ECJ 8 November 2007, case C-379/05, Amurta, point 39.

76 ECJ 22 December 2009, case C-282/07, Truck Center.

77 ECJ 14 November 2006, case C-513/04, Kerckhaert-Morres.

78 ECJ 16 July 2009, case C-128/08, Damseaux.
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considering the interpretative activity of the Court of Justice. It is possible
to trace examples of such limits by considering that, regarding dividends
and interests, the Court systematically referred to the freedom of the
Member States to freely choose criteria related to division of their tax
powers. Thus, the prohibition of the cases of double taxation - not
specifically foreseen by the EU directives - cannot be considered a general
principle of EU law.

Moreover, on the basis of the analysis of EU law it is difficult to reconstruct
a EU definition of interest and dividends. This creates a further obstacle to
the enforcement of the internal market.

On one hand, the lack of a legislative definition of interest and dividends at
the OECD level and consequently in Europe, creates the risk of a double
taxation or of a lack of taxation. On the other hand, it is possible to observe
that the thin capitalization is the field where the definitions of dividends and
interests might overlap. In this domain important case-law were decided by
the European Court of Justice. However, the ECJ in principle only verifies
the reasons behind the measures, limiting the freedoms of the treaty at the
national level. Moreover, the problem of the thin capitalization is not
sufficiently tackled by EU law, mainly because of the Community concept of
interest. Therefore, considering the above-mentioned observations, on the
basis of the European law, a national legislation that does not consider any
kind of interest as dividends, such as the Belgian one, cannot be considered
as contrasting with EU law. Rather, it has the final effect of not allowing the
deduction of this interest.

Furthermore, EU law does not take any position in relation to the national
legislations - such as the Belgian one - establishing notional interest
systems. The Belgian system made it possible to mitigate the provisions
contrasting the thin capitalization. Notional interest allows a deduction from
the taxable income of an amount related to the own capital. Notional
interest creates a tax appeal for the own capital, whereas the utilisation of
debts and of interest deduction systems is reduced.

The absence of a unique typology of dividends and interest in EU law
involves a real risk of competition among tax systems. The current trend in

the national legal systems involves reducing the tax rates in order to
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improve tax competitivity. These reductions are normally financed via the
enlargement of the tax base, which can also be obtained via the extension
of anti-abuse measures or through a limit of the deductibility of certain
costs, such as interest. Systems foreseeing notional interest pursue a
similar objective, even though advantages are much more evident. They
allow the exploitation of capital flow and the drawing of tax on the income
resulting from the positive difference between notional interest and the
income from interest paid to the company. The coexistence within the
European Union of these different choices of tax policies enhances the tax
competitivity among Member States, in a framework characterised by the
economic crisis. In particular, the existence of hybrid forms of corporate
financing allows taxpayers to take advantage of the absence of
harmonization, structuring their activities in order to maximising the
different characterizations of interest and dividend used at the national
legislation level.

De jure condendo the necessity to overcome the current differences in the
definitions of dividends and interest among the national legislations appears
to be clear. The goal consists of the pursuit of a greater level of
harmonization at the European level, among the tax legislations concerning
the correct definition of these concepts. This harmonization should be
achieved either via directives or through the interpretation of the European
Court of Justice. The final objective of more integration of the national tax
systems, according to the principle of the tax neutrality is unanimously
recognised. At the same time, it is the only way to avoid the tax
competition between Member States, which could create major problems for

the competitivity of the European economic system at the global level.
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