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Preface

In May 2011, the Max Planck Institute for Tax Law and Public Finance, the
Université Catholique de Louvain and the Tax Institute of the University of Liège
convened a conference in the Palais des Académies in Brussels to discuss basic
topics of European tax law. Starting from the fact that the judicature of the European
Court of Justice regarding the impact of the fundamental freedoms on the tax
systems of the Member States is largely built on a non-discrimination approach,
renowned experts from all over Europe were invited to present their views on further
reaching aspects of the Internal Market and its consequences for the validity of
national tax provisions. The overarching goal was to flesh out to what extent a
substantive “allocation of taxing powers” within the European Union is on its way
to a convincing overall framework. We were happy that many high-level speakers
and further participants joined us for two days, sharing their views and proposals for
the future development of this area. This book contains enlarged and updated
versions of the speeches delivered on that occasion.
One major field of research presented in this volume refers to the value attached
to basic elements of the national and international tax order when European law
meets domestic taxation. Traditional pillars of income taxation – ability-to-pay,
source and residence, territoriality, abuse of law, arm’s length standard – are tested
with respect to their place in the emerging European tax order. Moreover, substantial
matters of co-existence between different tax systems which are not covered by the
non-discrimination approach like mutual recognition, cross-border loss compensation or avoidance of double taxation are examined in more detail, proposing a more
courageous handling of these obstacles to a fully-fledged Internal Market.
The editors of this book hope that the findings presented in this volume are
well-received by an international audience, giving rise to further debate on the
requirements of a European tax order which stretches “beyond discrimination”.
Liège, Louvain and Munich, September 2012
Isabelle Richelle

Wolfgang Schön

Edoardo Traversa
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Revisiting “Schumacker”: Source, Residence and
Citizenship in the ECJ Case Law on Direct Taxation
F. Alfredo García Prats1

Abstract
ECJ case law on direct taxation has been very important in the development of
the international dimension of direct tax systems of EU Member States. Through
the application of the non-discrimination principle and the requirements of the
fundamental freedoms, some of the basic structures of the implementation of
income tax systems have been revised to accommodate to the needs of the single
market. However, the requirements of the EU single market are fundamentally
incompatible with the assumptions that have served to build the criteria under
which modern income tax systems have been developed (worldwide income taxation, residence vs source, unlimited vs limited tax liability, credit vs exemption,
tax treaties).
The Court tried to reconcile the requirements of both systems (EU Law and
income taxation) in the Schumacker case, which can be considered a landmark
modern case, despite the fact that it simply implicitly introduced some of the
latest developments of ECJ case law on direct taxation. Since then, the Court has
been moving to a broader consideration of the fundamental freedoms and then
reconsidered them under the need of a certain reequilibrium between the rights
derived from EU Law and the recognition of the financial interest of EU Member
States.
By doing so, the ECJ used the interpretation of EU Law to refine some of the
basic trends of cross border income taxation, both referred to limited and unlimited tax liability requirements and to the measures devoted to alleviate the negative aspects derived from the interaction of the exercise of the tax jurisdiction by
two or more EU Member States simultaneously.
EU Law was then seen as a mechanism to improve the deficiencies raised by the
corresponding and subsequent rules and mechanisms formulated by international
tax law to deal with problems generated to and by cross-border income situations.
But more recently the EU law seems to be more in favour of other criteria that
serve to balance the position between EU Law rights granted to citizens and companies and financial interests of Member States, mainly with the recognition of the
1
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‘balanced allocation of taxing rights’ and ‘avoidance of double tax advantages’, or
the need to prevent ‘risks of tax avoidance’ as justification criteria à la Schumacker.
This landmark case reaffirms then its prominence again in the verification of which
evolution has suffered the ECJ case law on direct taxation and whether this evolution may determine the predictability of new case law based on sound and consistent principles or on allocation criteria of taxing rights. The present article analyzes
to what extent the ECJ has tried to evolved such a line of reasoning through the formulation of the symmetry criteria.
Based on the findings and considering the relevance of the outcome of the case
in the Schumacker decision, the article proposes to analyze to which extent EU Law
has to stick to traditional objectives and outcomes of international tax law – alleviation of international double taxation, allocation of taxing rights, prevention of
cross-border tax evasion – when dealing with fundamental freedom’s requirements
or, on the contrary, has to look for criteria more consistent with the integration
required by a single market and a further budgetary and fiscal consolidated situation. In that sense, the consideration of the requirements of the ability to pay principle will be analyzed to see whether they can serve to promote it as an EU Law principle that guides the formulation of consistent and coherent ECJ case law on direct
tax matters.

1. Schumacker: A Landmark Modern Case Revisited
16 years after the formulation of the Schumacker case (hereinafter, Schumacker),
and 25 years after the first case on direct taxation, the Avoir Fiscal case, it is possible
to recognize the relevance and important implications of these landmark cases.
Schumacker, together with Avoir Fiscal, represented an important step towards the
recognition of the role of citizens and companies before domestic income tax provisions, and despite international tax treaty provisions and standards, in the consolidation of the single market. Despite unanimity requirements for further fiscal integration and lack of harmonization measures in direct taxation, these cases opened up
the possibility to confront direct tax matters – taxing rules and provisions, schemes,
structures and assumptions – with the requirements of EU Law, initially from the
fundamental (economic) freedoms, but after its consolidation in the foundational
treaties and the enlargement of the EU Law objectives, with the rights and principles
recognized to EU citizens.
The Schumacker case also showed the existence of potential points of conflict
between domestic and international income tax systems of the EU Member States
(with their complexity) and the neutrality requirements of the single market,
encouraging both taxpayers and the Commission to search for potential incompatibilities that were expanding since.
However, Schumacker is also a modern case, to the extent that the Court confronted the income tax rule in question with EU law requirements in a very balanced
position, trying to accommodate and integrate EU law requirements, on the one
hand, and direct requirements and tax treaty considerations on the other, generating
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at the time of the decision serious criticism from both sides, both EU law specialists
and international tax specialists2.
Nevertheless, as a result of the case, Schumacker showed the possibility to confront many other domestic and international income tax provisions with EU Law,
and encouraged the process of search for incompatibilities, in a process of expansion of international taxation rules unprecedent and unforeseeable at that time, in
which the balanced position offered by Schumacker was not necessarily respected
or was even changed. New ways of confronting tax rules with supranational
principles appeared, which were more expansive than the approach followed in the
traditional non-discrimination clauses in tax treaties3. The compatibility analysis
allowed the verification of new cases of discrimination, indirect discrimination,
inbound but also outbound restrictions, and even au rebours discrimination situations, with the sole exception of pure domestic situations and disparities. At the
time, little acceptance of justification arguments and reasons of public interest presented by the Member States generated a great consolidation of the fundamental
freedoms in front of income tax systems of the Member States.

1.1 Time to revisit Schumacker: Reasons
However, few reasons suggest a revisitation of the equilibrium proposed in
Schumacker and a reconsideration of the results achieved in the evolution of the ECJ
case law on direct tax matters.
In the first place, the lack of recognition of the effects of the implementation
measures proposed by the Member States to regain consistency between EU law
requirements and income tax provisions as a result of the exercise of the full
competence of the Member States in direct tax matters. Putting all the efforts of the
consolidation of the single market in the ECJ case law in front of the Member
States competence in direct tax matters and their ability to amend direct tax law
accordingly, is a very weak tool to achieve the consolidated results. As the evolution of the thin capitalization rules in some EU countries and the integration
systems between individual income tax law and corporate income tax law show4,
2

3

4

Wattel, “Home neutrality in an Internal Market”, European Taxation (1996), p. 159-162; Avery
Jones, “Carry on Discriminating”, European Taxation (1996), p. 46-49; Knobbe-Keuk, “ECJ
bans discrimination against non-residents”, Intertax (1995), p. 234-239; Vanistendael, “The
consequences of Schumacker and Wielockx: two steps forward in the tax procession of
Echternach”, CMLR 33/1996, p. 255.296; Rädler, “An analysis of the European Court of
Justice’s Schumacker decision”, Tax Notes International (1995), p. 1683-1689; Keelling,
“Some observations on Finanzamt Köln-Altstadt v. Roland Schumacker”, EC Tax Journal
(1995-96). P. 135-144; Farmer, “EC Law and National Rules on Direct Taxation: a Phoney
War?”, EC Tax Review (1998), p. 13-29.
Mason, “Tax Discrimination and Capital Neutrality”, 2 World Tax Journal (2010); Vanistendael,
“Taxation and Non-Discrimination. A Reconsideration of Withholding Taxes in the OECD”,
2 World Tax Journal 2010; Ault, /Sasseville, “Taxation and Non-Discrimination: A Reconsideration” , 2 World Tax Journal (2010).
After the decisions of the EUCJ on the subject, such as Lankhorst-Hohorst, Thin-Cap, or
Verkooijen, Manninen and Meilicke.
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the impact of EU case law on the evolution of income tax systems in Europe
resulted in more generalized restrictions, instead of abolishing them thanks to the
consolidation of the ECJ case law on requirements of fundamental freedoms over
income tax laws.
In the second place, the ECJ case law on direct tax matters suffered a great criticism by the specialized tax literature for having an apparent lack of clear tax policy objectives5. The quo vadis argument shows the lack of clear identification of
single market objectives that enable, at the same time, the development of sound
income tax policies both at EU and at a (coordinated) national level, thus making
difficult for the ECJ to elaborate sound and consistent parameters of interpretative
guidance.
In the third place, the ECJ case law is slowly turning down its previous jurisprudence with new lines of argumentation: on the one hand, with greater consideration
for ‘EU law entitlement’ analysis, in order to clarify implications of EU Law on
third-country relationships and delimitation of scope of the free movement of capital in front of other fundamental freedoms; on the other, stressing the comparability
analysis, as in Schumacker, and verifying a restriction ‘compatibility analysis’, like
in X-Holding; finally, with the acceptance of new justification criteria, such as the
‘need to maintain a balanced allocation of taxing rights’, the ‘avoidance of double
tax advantages’, or the need to prevent risks ‘of tax avoidance’, with a greater – but
insufficient – role given to the proportionality principle, to the extent that it recognizes limits to EU Law interpretation, because ‘less restrictive measures require
harmonisation’ (X Holding, p. 58). This evolution of the ECJ case law on direct tax
matters reopens the discussion of the ‘where do we go’ argument, as the ECJ is
showing clear limitations to the other day ‘judicial activism’ in front of a more ‘selfrestraint position’.
Last but not least, the ECJ is showing a progressive recognition, acceptance and
assumption of the international tax treaty framework and standards derived from the
common practice of Member States as it appears framed in the soft-law of the
OECD Model Convention, despite the initial recognition of the primacy of EU Law
over tax treaties being signed by Member States. This may place a significant consolidation and further acceptance of the role of tax treaties signed by EU Member
States along with the requirements of the single market, despite the fact that some
consequences derived from its straight application could be considered, in principle,
incompatible with the EU Law requirements, thus raising important effects and considerations.
From these reasons, the objectives of the present article are to underline the
lessons that modern ECJ case law can learn from Schumacker in order to achieve
greater reconciliation between EU Law and international treaty standards, with a
reconsideration of the ‘discriminatory effects’ provided by international tax standards and treaties, reinforcing the criteria of comparability-lack of comparability
5

Graetz/Warren, “Income Tax Discrimination and the Political and Economic Integration of
Europe”, 115 Yale Law Journal (2006), p. 1186 et seq; Hellerstein/Kofler/Mason, “Constitutional Constraints on Corporate Tax Integration”, 62 Tax Law Review(2008), p. 1-66.
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between resident and non-resident taxpayers, and reconsidering the necessary rebalance of the justification criteria, with a proposal of the recognition of the ability to pay as an EU law principle to play a role as a mechanism to obtain consistency of the ECJ case law both from a constitutional and from a tax policy dimensions.

1.2 Schumacker: Reconciliation between EU Law and International
Taxation Schemes
Schumacker can be considered a landmark modern case for many reasons. First of
all, it is a landmark case because Schumacker tries to reconcile EU law, on the one
hand, and international tax treaty standards, on the other. As has been pointed out by
the tax literature, the requirements of EU Law fundamental freedoms may hardly be
compatible with the systems developed internationally for taxing cross border
income, and thus, there is a need to conform compatibility paths. By doing so, the
ECJ clearly reconsiders discrimination issues in international tax matters but also
according to EU Law standards.
In this reconciliation, the Schumacker case considers that, as a matter of principle, resident and non-resident individual taxpayers are not considered to be comparable from an EU Law point of view but, considering the circumstances, it may be
the other way round. This happens, according to the Schumacker doctrine, when the
non-resident taxpayer obtains the major part of his taxable income from an activity
performed in the State of employment, with the result that the State of his residence
is not in a position to grant him the benefits resulting from the taking into account of
his personal and family circumstances.
The verification of the comparability analysis avoids to mention explicitly the
necessary elements of proportionality, but they are obviously taken into consideration, as in this case there is a ‘lack of objective difference between the situations of
the two situations such as to justify a different treatment in that regard’. In that
sense, Schumacker confirmed the parameters being used in the previous case Avoir
fiscal case (p. 20): ‘there are no objective differences between their positions as
regard to the detailed rules and conditions regarding to that taxation which could
justify different treatment’. In doing so, the ECJ recognizes that resident and nonresident taxpayers may not necessarily be in comparable situations and, generally
speaking they will not be, but the outcome may be different comparing the legal and
factual framework that applies to both terms of the comparison from an EU Law
perspective in some specific circumstances.
That may explain why the ECJ considers, in X Holding, that permanent establishments and non-resident subsidiaries are not comparable from the head office or
the parent State perspective, considering that one is subject to taxation and the other
is not. As we will analyze, the Court reshapes again the EU Law requirements so as
to enable the integration of EU Law requirements and the parameters governing
income tax systems. In X Holding what was at stake was the worse treatment of foreign subsidiaries compared to foreign permanent establishments; despite the fact
that, generally speaking, what normally receives worse treatment in the state of res-
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idence of the head office/parent (primary establishment) is a secondary establishment (permanent establishment) located abroad, as compared to a secondary establishment (foreign controlled subsidiary), since the first is taxable in the country of
residence of the parent/head office company at the time the profits are generated or
the income is attributed to the permanent establishment, while the profits of the subsidiary are not attributed to the parent at that time, but at the moment of effective
distribution of profits to the parent – deferral rule –, unless a direct and immediate
attribution applies i.e., CFC rules.
At the time of the Schumacker case, the need to find balanced allocation criteria
was not explicitly taken into account by the Court of Justice but, obviously, as can
be seen, the allocation criteria was considered in behind the considerations made by
the Court, both at the comparability level and in considering the justification
criteria.
That is why, some cases later we may find that the statements made in Schumacker and in Avoir Fiscal are ‘reconsidered’ regarding the comparability between
permanent establishments and resident companies. They are comparable as far as
the State in question has jurisdiction to tax the profits being attributed. Therefore,
the ECJ does not consider or reconsider why the attribution of income is made one
way or the other, simply accepting the mechanisms being used by Member States to
attribute income to the different institutions – being these a resident taxpayer, a permanent establishment or a non-resident company –.
The same conclusion is valid regarding the justification criteria. Despite the fact
that after Schumacker the acceptance of justification criteria was clearly reduced
and significantly denied, since the Marks & Spencer case it is possible to verify a
truly reconsideration of the justification criteria making specific the considerations
that could be implicitly found in the Schumacker case. As we will consider in the
present analysis, this reconsideration gives floor to incorporate the ability to pay
principle as an EU principle, which will allow a proper and sometimes different
understanding of the case law and its possible evolution.

2. Point of Departure
International taxation is based on certain assumptions that, in some cases, the ECJ
has demonstrated not to produce a consistent result. These general assumptions are
most of the times reflected in specific rules of the tax systems of States, and from
that are taken as a basis for the explanation, formulation and development of treaty
models and international standards that affect the taxation of cross-border income
and the development of rules distributing the tax jurisdiction among States that enter
into a tax treaty or allocating cross-border income among different jurisdictions and
taxpayers.
Among these basic assumptions the relevant ones are:
Income taxation systems are based on the distinction between limited and
unlimited tax liability. Unlimited or comprehensive tax liability is – normally –
based on residence of the taxpayer and gives rise to a worldwide income taxation,
taxing all the income obtained by – or personally attributable to – the taxpayer on
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a net basis6. Limited tax liability on the other hand is based on territorial taxation
of the income limited to the income source-based in the territory of the State
making the claim. The basis for taxation is generally the gross income and not the
profit.
Since the basis for taxation is different in both cases, international tax rules consider that resident and non-resident taxpayers are not generally comparable and,
therefore, different tax rules may apply to both groups of taxpayers without raising
illegitimacy concerns. Despite the fact that some limited source State neutrality is
accepted on international grounds, as the limited non-discrimination clauses on
article 24 OECD MC show,7 the result of its consideration is neither directly nor
indirectly influenced by the action of the residence state. In front of that, not only
source/inbound situations have been analyzed by the ECJ but also residence state
and outbound situations are included and protected by EU Law.
Moreover, treaty entitlement is limited to resident taxpayers preventing non-resident taxpayers – although established in that State – to benefit from the treaty network of the State of establishment. The lack of consideration of certain secondary
establishments as persons for the purposes of the treaty – permanent establishments
– prevent the enlargement of treaty entitlement and the application of different tax
distributive rules contained in the tax treaty network of the state of location of the
PE to triangular cases involving permanent establishments.
Finally, as international tax rules take a static approach, movers are not properly
reflected and may suffer unfair tax situations. From that perspective, the possible
effects of exit taxes or the consequences of the loss of the resident status are neither
specifically dealt nor considered by tax treaties – or broadly speaking by Treaty
Models –, on the assumption that residence State are granted the residual tax jurisdiction to tax any income arising to the resident persons covered by the treaty8.
Some of these assumptions have been necessarily reconsidered by the action of
the ECJ case law, starting from Schumacker.
The distinction between limited and unlimited taxation is a relative and sometimes wrong one. Limited taxation may be de facto unlimited taxation of all the
income attributable to a certain taxpayer. That was specifically shown by the facts in
Schumacker, leading to a reconsideration of the comparability status between resident and non-resident taxpayers. On the other hand, most of the cases unlimited taxation of a certain taxpayer is equivalent to the taxation of the source-based income
6

7

8

As a general lecture on the topic see Vogel, “Worldwide vs source taxation of income: a review
and re-evaluation of arguments”, Intertax (1988), p. 216-229; Rohatgi, Basic International
Taxation, 2nd Ed. (2007), London.
Mason, “Tax Discrimination and Capital Neutrality”, 2 World Tax Journal (2010); Vanistendael,
“Taxation and Non-Discrimination. A Reconsideration of Withholding Taxes in the OECD”,
2 World Tax Journal (2010); Ault/Sasseville, “Taxation and Non-Discrimination: A Reconsideration”, 2 World Tax Journal (2010); Cockfield/Arnold, “What Can Trade Teach Tax? Examining Reform Options for Art. 24 (Non-Discrimination) of the OECD Model”, 2 World Tax
Journal (2010).
Wheeler, “The Missing Keystone of Income Tax Treaties”, 2 World Tax Journal (2011),
p. 247-367.

8

F. Alfredo García Prats

of such taxpayer in the territory of the State claiming its tax jurisdiction. This is the
case when the resident taxpayer does not receive any cross-border income or when
no cross-border income becomes directly attributable to the taxpayer as a result of
the domestic tax rules of the State of residence. Therefore, in these cases the lack of
comparability between the groups of taxpayers (subject to limited and unlimited
taxation) has been reconsidered, especially as the ECJ has done, in contradictory
situations where the situations were comparable from an objective point of view
(tax being required and personal scope and extent of the tax similar).
On the other hand, ECJ demonstrates that tax treaties provide for insufficient
measures and mechanisms to curve unfair taxation. Most of the time, tax treaties
limit their scope to the implementation of measures devoted to alleviate international (juridical) double taxation. But neither all international double taxation
situations are dealt with in a tax treaty, nor the application of a tax treaty implies that
the international double taxation is finally eliminated or at least alleviated as, on the
one hand, non-discrimination clauses have a limited scope and, on the other, implementation of tax treaty measures largely depends on the procedures and mechanisms unilaterally prescribed and, finally, as dispute resolution mechanisms are not
in place or are neither mandatory nor effective.
The ECJ has shown that some of the assumptions which have been used to build
the actual scaffolding of the international taxation violate the requirements of the
single market and their corresponding fundamental freedoms, thus enlarging the
possibilities of analysis of fair taxation from a supranational perspective. However,
the ECJ has developed this process with a clear recognition of some basis of taxation and some inherent jurisdictional parameters which are also recognized in the
Treaty of the Functioning of the European Union.
Among these parameters, the most relevant are:
a. States can tax differently resident and non-resident taxpayers as a consequence
of the principle of territoriality. To such an extent, that article 65.1 TFEU recognizes that as a general principle Member States retain the right to apply provisions of their tax law which distinguish between taxpayers who are not in the
same situation with regard to their place where their capital is invested. Therefore, generally speaking, from an income tax perspective, resident and non-resident taxpayers are not in the same situation and domestic and foreign source
income can be differently treated.
b. The ECJ recognizes the right of Member States to determine and select the allocation criteria for exercising their tax jurisdiction and also the right to distribute
these taxing rights through tax treaties, regardless of the freedom at stake (Lidl –
freedom of establishment –, Van Hilten – free movement of capital –, Gilly –
free movement of workers –). Moreover, Member States may take into account
the OECD MC criteria in such selection and distribution, which is considered to
be reasonable (Lidl, p. 22).
c. In cases of more burdensome taxation derived from parallel exercise of tax
jurisdiction – situations not dealt with by the ECJ – it is impossible to verify and
determine which state breaks EU Law. The ECJ still limits the compatibility
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analysis to a single state verification, despite the fact that in some cases it opts to
use an overall approach instead of a single state approach to confirm or refuse
comparability or justification criteria.
d. Member States may freely select and define the criteria that precise the
meaning of residence and nationality, the selection of the source of the income
and whether States may extend their tax jurisdiction on foreign income
(Cadbury).
e. Despite the fact that the determination of the jurisdiction criteria and its distribution among States belongs to the competences of the Member States, the exercise of such jurisdiction and corresponding distribution must be made in a consistent way with EU Law requirements. Despite the fact that it is sometimes
hard to distinguish the situations that belong to the proper determination/distribution and the situations that are reflect of the exercise of such determination
and distribution, the ECJ is progressively recognizing the validity of international standards, specially those that derive from the consensus achieved
through the development of the OECD Model Tax Convention and its commentaries.
f. Moreover, it is important to consider that the ECJ establishes an interpretation
of the EU Law meaning taking into account concepts and criteria – territoriality,
residence, source, exemption method, credit method,…– that, initially, have no
EU Law meaning. On the contrary, the ECJ assumes the meaning that is given
by the domestic or treaty tax law that results applicable in the specific case
object of discussion.
Before the traditional assumptions and rules on international tax law, EU Law standards provide for the establishment of home State neutrality conditions, both in terms
of market equality (non-discrimination) and market access (interdiction of unjustified restrictions), which, after the generalization of the citizenship rights has become
a jurisdiction access. Shumacker, and to a certain extent also the subsequent case
law, tries to reach an equilibrium between EU law requirements and international
standards on which direct tax systems of EU Member States are based.
In front of that position, a natural conclusion would be to consider that EU Law,
as far as the fundamental freedom requirements are concerned, is more in line with
a system that precludes a territorial tax neutrality, which for some tax literature it
may be more in line with the so-called territorial tax approach to income taxation9.
In our opinion, however, it remains difficult to accept such an approach, based
on the following considerations: first, on a far from clear concept of territoriality;
second, on an inconsistent and diverse consideration of territoriality by European
income tax systems; third, on a different role to be assumed by territoriality from a
EU law justification point of view, especially in terms of symmetry, which turns difficult to predict the evolution of the jurisprudence and its proper understanding;
9
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finally, because worldwide income taxation has been accepted and expressly
declared to be in conformity with EU Law.
One of the main concerns is to consider to which extent the assumptions and
basic standards and functions associated to residence, source and nationality in
international taxation can be maintained or must be reconsidered in the light of the
jurisprudence of the ECJ in direct tax matters.
For this purpose, it is necessary to analyze how source taxing rights have been
encompassed and accommodated by the ECJ and, afterwards, how residence State
jurisdictional rights have been modulated by EU Law requirements and to which
extent international assumptions and rules applicable and required to that State can
be maintained under EU Law requirements.

3. Territoriality: Tax Meanings and EU law implications
A first previous remark refers to the meaning of territoriality and the way it is used by
the ECJ. It has been declared that single market requirements suggest an income tax
approach more in line with the requirements of territoriality10 and, therefore, income
tax systems of the EU countries should accommodate to that parameter. In fact, the
territoriality of the tax systems was recognized as a justified criterion to maintain
different set of rules between resident and non-resident taxpayers under single market
requirements. In Futura, the ECJ stated that a system which is in conformity with the
fiscal principle of territoriality cannot be regarded as entailing any open or covert
discrimination prohibited by the Treaty (p. 22). In doing so, the ECJ considers as such
a system that, as regards resident taxpayer has not limited the basis of assessment to
income tax and it is not being limited to their Luxembourg (territorial) activities
(p. 20); while as regards non-resident taxpayers, the basis of assessment is made only
from profits and losses arising from their Luxembourg activities (p 21).
From that perspective, the ECJ is progressively incorporating a new understanding of the territoriality criteria and their requirements, more in line with an implicit
recognition of the symmetry requirement for the income tax systems.
The diverse use of the territoriality concept and parameter in income taxation
derives from a polysemous acceptance of the term territoriality as regards income
tax matters. Generally speaking, international tax literature refers to territoriality
with the following different understandings:
a. The limited geographical area of application and enforcement of tax rules.
b. The use of the territory as a criterion for source income delimitation, being
similar to the exercise of limited jurisdiction for income tax purposes (limited
tax liability).
c. The use of the territorial implications on income taxes to justify different treatment between resident and non-resident taxpayers, as a trend of the general
10
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structure of income tax systems (as in Futura, or in X Holding) (criterion of justification, or synonymous of fiscal jurisdiction).
d. The results of the limitation of the unlimited tax liability by exempting foreign
source income, either domestically or from treaty law is sometimes also considered to produce a situation similar to a territorial system of income taxation
(exemption method). Normally, the reference applies to the application of the
exemption method in the corporate income taxation area, since it has different
implications both to individuals and companies11.
The confusion between different meanings talking about the territoriality implications of the income tax system generates new dimensions on the potential conflict
between EU law requirements and income tax systems on the one hand, and opens
the possibility for new justification criteria to be developed, on the other (symmetry).
In the first area, combining the meaning of the territoriality as determining the
scope of jurisdiction (concept b) with the meaning of the territoriality as a justification of the distinction between limited and unlimited tax liability (concept c) has
mainly served to revise the exercise of the income tax jurisdiction by Member
States acting as a ‘source State’.
In the majority of cases, the ECJ has applied the territoriality requirement as
allowing a different treatment between resident and non-resident taxpayers (Futura,
CLT-UFA) in an explicit way, despite the fact that in some cases the same territorial
configuration argument was implicitly considered for accepting as a matter of principle – as a rule – the lack of comparability between resident and non-resident taxpayers (Schumacker, p. 31 among other cases, but also in Avoir Fiscal, p.19). However this principle was not considered to be in line with EU Law requirements
when, as a matter of fact, limited liability taxation is exercised on an utmost
unlimited liability – on all or most of all of the personal – familiar – income of the
taxpayer, and, the residence State cannot take into account the personal and familiar
circumstances. In such a case, from a factual point of view the different territorial
scope of tax laws cannot override the exercise of fundamental freedoms.
Schumacker, then, confirms territoriality criterion but establishes the possible
exceptions to it when the factual result is inconsistent with the legal assumption.
On the other hand, the combination of the territoriality as a justification criteria
(meaning c), and the territoriality as the result of the application of a method to alleviate international double taxation (meaning d) has opened the possibility to confront with EU Law requirements the exercise of the tax jurisdiction by Member
States acting as State of residence, analyzing the compatibility with EU Law of
11
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some clauses and effects mainly derived from the application of the exemption
method, but also from the application of the credit method.
The broadening of the scope of analysis made by the ECJ also refers to the links
and implications between the territorial effective exercise of the tax power and the
concept of income being used. At an international level it is assumed that, generally
speaking, limited tax liability corresponds to the taxation of gross income – with
some exceptions regarding to business income attributed to PEs –, while it is for the
State assuming unlimited tax liability the responsibility and the option to decide to
which extent income is taxed at a net basis, therefore, considering deductible certain
costs and expenses.
From that assumption, it has been made clear that neither source States is forced
to grant deductibility for expenses linked to income arising in their territory (neither
this obligation arises from the non-discrimination clauses), nor tax treaties have to
include allocation rules between source and residence referred to expenses (PE
attribution of income report as an exception, and PE being an exception as regards
the exercise and attribution of tax jurisdiction to the ‘source’ State).
However, the confusion of meanings of territoriality has led the ECJ to consider
whether there should be a correlation between the income taxed (the actual extent
of the exercise of the jurisdiction to tax) and the concept of income that can or may
be used in order to determine the basis for taxation. This correlation goes in a double direction: whether there is a correlation between limited liability and gross
income, on the one hand, and between unlimited liability and net income, on the
other. This enforcement of correlation – from the obligation to consistently grant
national treatment – has both a positive and a negative implication: in a positive
sense, if income is taxed, expenses should be allowed, like in Gerritse; and in a
negative sense, if the income is not taxed – whatever the reason –, the expenses may
not be deductible either, unless an incoherent result derives, in which case the
national treatment rule should force for the exception.

4. Discrimination in the Source State
The recognition of discriminatory treatment by the source State through the application of the national treatment rule has led to some important achievements based
on an enlargement of the comparability situations departing from the international
tax standards derived from the OECD MC.
States have recognized the primary jurisdictional right to tax income that arises
in their own territory. Sometimes this right is recognized considering the first to tax
principle, as in the Bayfine UK case12. Complementary to this, States have the possibility, using their tax configuration power, to determine and specify the sourceincome rules and the income to be linked to the territorial jurisdiction through the
identification of the criteria that serves to allocate such income.
In other words, States remain competent to define the connecting factors that
determine that the income is sourced and, correspondingly or not, to assume tax
12
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entitlement to it. Tax treaties however, may limit in certain cases and depending on
the qualification of the income for tax treaty purposes the jurisdiction of the source
State to tax such income according to the distributive rules provided in the specific
treaty.
Moreover, there are certain basic assumptions derived from internationally
accepted standards and from the implementation models that are based on the following criteria:
a. Limited tax liability .The jurisdictional entitlement of the source State is of a
limited character. Jurisdiction is defined by a territorial link – and not by a personal link – between the source of the income and the State assuming the right to
tax the income. Therefore, this jurisdiction is limited to income of such source,
which prevents normally the exercise of tax jurisdiction on foreign source
income.
b. Lack of tax treaty entitlement. Taxpayers subject to limited tax in the source
State are not normally granted tax treaty entitlement due to the limited tax liability arising in that State, according to articles 1 and 4.1 of the OECD MC.
c. Gross income as a basis for taxation. The basis for taxation is normally based
on gross income obtained by the taxpayer. It is hardly accepted to include
expenses in the determination of the basis for taxation, nor losses linked to
activities carried on in the source State; unless they are related to business
income and a permanent establishment is deemed to exist for tax purposes.
Losses and expenses are normally taken into consideration by the residence
State and it is the residence State that has the responsibility to assume them as a
requirement of the ability to pay principle.
d. Withholding tax implementation technique. Due to the difficulty in implementing an efficient tax system, normally non-residents are taxed on each income
payment or generation and not a comprehensive global assessment, with a variable liability on the payor in order to ensure taxation of source income being
paid to non-resident taxpayers.
e. Limited non-discrimination protection. Limited but specific non-discrimination
rules to prevent worse taxation of foreigners, foreign investors, foreign PEs and
payments to foreign persons is guaranteed under the conditions of a tax treaty
but with a limited scope and extent.
From an international tax point of view, non-resident taxpayers are not comparable
to resident taxpayers as a general rule (art 24.1, Comm, p. 713). However, in certain
cases capital import neutrality is achieved through the application of the different
clauses of non-discrimination under article 24 of the OECD MC.
In conformity with the recognition of full competence to Member States on
direct taxation, the ECJ recognizes the right of Member States to define the extent
and scope of territorial taxation through a discretional exercise of taxing power. Not
13

The expression ‘in particular with respect to residence’ makes clear that the residence of the
taxpayer is one of the factors that are relevant in determining whether taxpayers are placed in
similar circumstances.

14

F. Alfredo García Prats

only that, but also the formulation of specific allocation rules in tax treaties that
limit, in fact, the exercise of tax jurisdiction.
Respecting this, the ECJ has had an impact on the different assumptions that
sustain source State taxation in international tax law.

4.1 Source State Tax Liability and Permanent Establishments
In the first place, the source State taxation referred to the income attributable to the
permanent establishment in the State of location has been object of a very important reconsideration that affects the basic assumptions of international taxation and
goes even further than the neutral mechanisms foreseen in the OECD Model
Convention and in tax treaties. Generally speaking, the application of the freedom
of establishment requirements to the tax regime applicable to permanent establishments in the State of location or establishment forces to reconsider it and assimilate
it to the tax regime applicable to resident companies. The assimilation is based on
the equation similar tax basis = similar tax advantages, and is even extended to tax
benefits and advantages that resident comparable companies can obtain as a result
of the tax treaty entitlement to the tax treaty network of the State of residence
(Saint Gobain). The ECJ forces to reach that neutral result in order to eliminate the
discriminatory treatment but, however, does not require any specific mechanism to
reach such neutral result, in conformity with the procedural autonomy recognized
to Member States to accomplish with the loyalty principle. Therefore, it is incorrect
to say that EU Member States are forced to reconsider the subjective scope of their
tax treaty network in order to broaden it in favour of permanent establishments of
EU companies located in their territory, despite the fact that these permanent establishments are granted the right to benefit of similar tax advantages derived from
them to comparable resident taxpayers14.
Secondly, the ECJ has forced the reconsideration of the limited scope of neutrality constraints under the tax treaty non-discrimination clauses, despite being oriented to avoid inbound discrimination or discrimination in the country of origin of
the income. Some cases, like in Wielockx, show that taxpayers encounter in the
TFEU and the system of protection of law created by the ECJ a more efficient
mechanism of protection of the material content of the non-discrimination principle, despite the fact that the clauses included in tax treaties could reach a similar
result. However, the different enforcement mechanisms of tax treaties and EU Law
force the ECJ to consistently formulate that principle.
In other areas, the ECJ has forced to reconsider the criteria of allocation of losses
and expenses to the source or employment State when losses and expenses are allocated and allowed to be deducted in a comparable situation15.
The ECJ has not forced, however, to extend jurisdictional exercise of taxing
rights of a source State to a foreign source income. Despite the fact that this
14
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conclusion could be deducted from a literal reading of the Renneberg case, in our
opinion the Renneberg case cannot be considered a source State case but a
resident State case, with a limited jurisdiction as a result of the application of the
tax treaty tie-break rule for residence of individuals, and considering the interpretation of the applicable tax treaty that results in a similar non-resident scope of
taxation16.

4.2 Personalization and Non-Residents Income Tax
In the area of individual non-resident taxpayers, two main areas of conflict have
generated the development of the ECJ doctrine: the application of personal and
familiar tax advantages – ‘entitlement to the personalization of the income tax’ – ,
and the application of any other business or income related tax advantages.
The relevance of the Schumacker case was of utmost importance as regards the
first subject. Despite the traditional consideration not to extend personal and familiar tax benefits to non-residents (OECD MC art 24.3, Comm p.36), the ECJ has conformed a consolidated case law in that regard, opening the debate for new tax issues
inside the single market.
According to settled international tax standards, it is the State of residence’
responsibility to take into account personal and familiar circumstances in order to
grant ‘personal and familiar tax advantages or benefits’; in other words to personalize the tax, or to adjust the tax to the ability to pay to the taxpayer (Comm p. 36).
The OECD MC Commentaries do not force the source/PE state to grant personal
allowances to non-resident taxpayers under the principle of equal treatment, but at
the same time, they do not prevent it either. The ultimate fundamental of the OECD
MC Commentaries response lays on the need to preserve double benefit of such personal allowances.
However, the international tax standards did not provide any feasible solution
when the residence State, with the sole aim to eliminate international double taxation applied the exemption method of income of the other contracting – or, when no
double tax treaty is applicable, of another – State’s source. In such a case, the outcome may be that the only significant tax that affects the taxpayer is the tax imposed
by the source State, with no possibility for the taxpayer to benefit from the personalization of the tax paid from his/her income in the residence State when no tax is
imposed.
That was the main outcome of the Schumacker case, in which the Court reached
the following conclusions. (1) In general terms, resident and non-resident taxpayers
are not, as a rule, in a comparable situation (p. 31) specially as regards the granting
of personal and familiar tax advantages. (2) However, the comparability is reached
provided that the following conditions/circumstances are verified:
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– the non-resident receives no significant income in the residence State;
– the non-resident obtains the major part of his taxable income from an activity performed in the State of employment;
– with the result that the State of residence is not in a position to grant benefits
resulting from taking into account of his personal and family circumstances.
With these statements, the Court confirms and assumes that the main responsibility
for granting ‘personal and family circumstances’ corresponds to the State of residence of the individual taxpayer. This is so to the extent that the State of residence
cannot unilaterally disallow these personal and familiar advantages in a discriminatory way. This was confirmed by the ECJ in the de Groot case – a residence State
case and not a source State case. According to the outcome of that last case, the State
of residence cannot unilaterally assume that a resident taxpayer that obtains only a
portion of its total income in the residence State may reduce the amount of ‘personal
and familiar tax advantages’ as compared to other resident taxpayers that obtain all
or the major part of its income in the same residence State. This outcome is true,
regardless of whether the taxpayer enjoys or not, in another State, of similar of other
alternative advantages, because from a EU Law point of view ‘unfavourable tax
treatment contrary to a fundamental freedom (caused by one Member State) cannot
be justified by the existence of other tax advantages, even supposing that such
advantages exist (de Groot, p. 97, Lakebrink, p. 24).
De Groot (C-385/00) made clear that the Court assumed the Shumacker case on
the basis of granting access by non-resident workers to the requirements of the ability to pay principle as regards the considerations of the personal and familiar circumstances in the verification of the amount of tax. De Groot is, however, a residence case, and thus a restriction-approach case law as regards certain outbound
obstacles applied by the residence State to workers moving abroad. The State of residence (the Netherlands) considered that a resident worker, having obtained
employment income in different Member States that was exempt in the residence
State as a result of the tax treaties, was only entitled to a portion of the personal and
familiar tax advantages in the State of residence, while a resident obtaining his
whole personal income in the residence State was entitled to the total amount.
There are some interesting points at issue deriving from that case.
First, despite of the rationality of the measure, a single State cannot unilaterally
establish the apportioning criteria for certain tax advantages (of a personal and
familiar character) among different Member States which, consequently must be
decided on a coordinated basis. The court seems to accept that this could be done on
a bilateral basis.
Second, the Court considers that the States of employment are required to take
into account the family and personal circumstances only when the taxpayer derives
substantially all of his income from these states. If not, it is for the State of residence
to grant the taxpayer all the allowances, since it is best placed to assess the taxpayer’s ability to pay taxes. Consequently, the Court does not find a possible problem of double dipping as regards the application of personal and familiar tax advantages in order to preserve or justify a restriction by the residence State in granting
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such personal and familiar tax advantages. Moreover, the Court seems to make conditional the granting of the personal and familiar circumstances in the State of
source to the substantial derivation of all personal and familiar income of the taxpayer in that State; initially a State – of employment – may not be aware of such situation, but the right to proof should be given to the taxpayer, according to the reasoning in Elisa. Moreover, according to the ECJ case law, the State of source/
employment may extend personal and familiar allowances granted to residents conditional to the refusal of the State of residence to apply them.
Therefore, the Court assumes the parameters of international tax law, as derived
from the allocation of taxing jurisdiction in tax treaties, considering that the ‘ability
to pay is more easy to assess by the Residence State’. The outcome of the case is
based, then, on a question of simplicity or applicability of the requirements derived
from the ability to pay principle, which leaves open the following consideration: the
source state cannot consider itself not to be obliged to accommodate its income tax
to the ability to pay of the respective taxpayer – regardless of the recognition or the
allocation of tax jurisdiction being made in ist favour in the treaty. Put in another
way, the State of source cannot claim that its taxing authority can simply ignore
such derived from the ability to pay principle requirements.
The allocation of tax jurisdiction to the state of source can – in no way – justify
that this State can establish taxes that do not recognize the ability to pay of the taxpayer, but, in some way – according to the applicability of the measure – should
accommodate to it referring to a proportionality argument.
This approach may have interesting implications on the international tax debate.
For example, as regards the taxation of the income being attributed to a permanent
establishment of a non-resident entity as regards the recognized tax relevance of
internal dealings between the permanent establishment and the head office, but that
do not generate effective income to the taxpayer as a whole. From that perspective,
they could be considered as a restrictive obstacle of a similar character to exit taxes
and, therefore, potentially contrary to the freedom of establishment.
The Court in this case did not take into account the limitations derived from the
tax treaty as it did in Lidl. The State of residence must, nevertheless, take into
account personal and familiar circumstances. The ECJ takes, in that regard, the
assumption in DTC as valid for EU law purposes, reinforcing an idea that is gaining
consensus in the ECJ case law, which refers to the progressive and continuous
acceptance of international tax standards by EU Law, or in case of conflict, only
minor changes must be made.
At the same time, the comparison between Schumacker and de Groot determines
a different EU Law response when the States act unilaterally or bilaterally compelled. The outcome is obviously a compound of the different parameters, which
makes difficult the comparison. The Schumacker and de Groot cases are obviously
not comparable since one is a non-resident case and the other is a resident case, considered from the point of view of the Member State granting worse discriminatory
treatment. The question however should be, whether in a de Groot situation the taxpayer could, in any case, also complain before the source states for not granting him
proportional personal and familiar advantages. And even if a ‘de Groot situation’
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does not allow, whether he could rely on the residence State to obtain the corresponding personalization of the tax despite the fact that, as a result of the exemption
method, not all the foreign source income is effectively taxed in the residence State.
The ratio of the recognition of this responsibility of Member States is found in
the Lakebrink case, which states (p. 34) the ground [personal and family circumstances neither taken into account in the residence State nor in the employment
State], on the basis of which the Court made its finding of discrimination in
Schumacker concerns, as the Advocate General has pointed out at point 36 of his
opinion, all the tax advantages connected with the non-resident’s ability to pay tax
which are not taken into account either in the State of residence or in the State of
employment (AG Ritter Coulais, p. 97-99)¸since the ability to pay tax may indeed be
regarded as forming part of the personal situation of the non-resident within the
meaning of the judgment in Schumacker’. Consequently, refusing to take into consideration negative rental income concerning a taxpayer’s property abroad constitutes a discriminatory treatment prohibited by article 39 EC to the extent that negative rental income from a local property is tax relevant.
Therefore, it becomes clear that the initial responsibility to grant personal and
familiar tax advantages lies on the residence State, but the question remains to
decide in which cases or above which thresholds, circumstances and/or conditions
the source State may be forced to expand or to extend that personal consideration of
the tax to non-residents in order to respect the right of the EU taxpayer to accommodate his EU income taxes to his ability to pay, and whether or not it may be dependent on the reaction of the other State.
Independently from how the Commission understands that requirement and
from the responsibility that accrues to each Member State to decide its proper
implementation of the requirements, these requirements are highly dependent on
the following variables:
a. First of all, the proper delimitation of the concept of ‘personal and familiar tax
advantages’. The concept of personal and familiar tax advantages is an EU law
concept, but is made dependent on the concretion by each domestic and treaty
tax law of the concerned State, and therefore it greatly varies from country to
country. Especially because not only personal tax advantages are considered,
but also familiar ones, which are different in every Member State not only as
regards the benefits, the requirements and also as to the protected concept of
family itself. This delimitation has, generally speaking, one main goal, which is
the verification of criteria which serve to distinguish personal and familiar tax
advantages from other type of income tax advantages. This exercise is necessary
as it allows to precise the criteria of comparability to be used: more restrictive in
the case of ‘personal and familiar advantages’17, more in line with the comparability requirements of a pure single market as regards other income tax advantages. In those cases, such as in Asscher, C-107/94, Gerritse, C-55/98, Conjin,
17
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C-346/04, Talotta, C-383/05, allowing for a direct comparison between the tax
treatment granted to non-resident and to resident taxpayers. However, the selection of elements that serve to identify a personal/familiar tax advantage from a
non-personal/familiar tax advantage is not clear and may be subject to discussion. In fact, the ECJ case law shows paradigmatic and debatable outcomes, for
instance, considering that the application of a progressive rate is not a personal
trend of the income tax (Asscher), while in Renneberg the tax treatment of foreign losses is considered as a personal tax advantage.
b. A second variable refers to the determination of the ‘major part of the taxable
income’ of the taxpayer. This limit assumes, on the one hand, the threshold
point above which the source/employment State may be forced under EU law
requirements to grant personal and familiar treatment to the non-resident EU
taxpayer, provided that the other requirements are satisfied as derived from the
interpretation given by the ECJ. Determining the ‘major part of the income’
implicitly has some technical problems, which in summary are the following:
(a) which level has to be considered ‘major part’ of the income; (b) which rules
need to be taken into account in order the measure the income of the taxpayer;
and (c) which relevance and effects to give to income obtained by other members of the family as regards entitlement to familiar tax treatment in the State of
employment. The ECJ case law has been clarifying some of these aspects. As
regards the rules to be considered, the ECJ seems to confirm a sort of mutual
recognition rule, by which the State of activity cannot take into consideration
income of one of the spouses which is not considered taxable by the Member
State of residence of the spouse, otherwise there is an infringement of the fundamental freedom (Meindl, C-329/05). Or in a similar approach, the State of activity cannot refuse to grant the basic allowance to a non-resident (German student) who obtained exempted income in the residence State, whose only taxable
income had been earned in Sweden (Wallentin, C-169/03). The mutual recognition indicates then, when taxable jurisdiction is being exercised by the other
State and, therefore, tax advantages may be applied in the other/residence State.
The same criterion is applicable as regards the relevance of the income obtained
by other members of the family. In Gschwind, C-391/97 (p. 23), the right to
benefit from splitting was denied to a non-resident worker as the spouse
obtained enough income subject to tax in the residence State. And with the same
approach, in Zurstrassen, C-87/99, the denial of the lower tax scale applicable in
joint assessments resulting from the fact that the spouse was resident in two different Member States, but with no relevant familiar income, was considered to
be incompatible with article 39 ECT.
c. A third variable to be considered is the relevance and consideration of the reaction of the other Member (residence) State. Under Schumacker, it became clear
that the discrimination arose as a result of the ‘personal and familiar tax advantages’ not being taken neither in source nor residence countries. The Court at
that time did not pay enough attention as to whether this outcome simply was
the result of a unilateral decision of the other State or it was the result derived
from the application of a double tax agreement between the two Member States.
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The ECJ seems to focus more on the negative result inflicted to the taxpayer
than on the mechanisms leading to such a result. Therefore, whatever the mechanism being used by the other State not to grant personal and familiar tax advantages – for instance through a unilateral exemption of the income obtained in the
residence State – may lead to verify the obligation of the source/employment
income to extend personal and familiar tax advantages to non-resident workers
and employers. It become obvious that if the residence State decides to tax the
income of the cross-border worker and to grant personal and familiar allowances, the source State cannot be forced to extend the personal and familiar tax
allowance system to that cross-border worker; so in this case, the reaction of the
other (residence) State would justify the discriminatory treatment of the
employment State.
d. A final variable to be considered refers to the implementation problem. It is an
important issue, since the ECJ case law on the matter forces Member States to
implement some tax advantages against the pre-established assumptions, rules
and criteria. Lacking the necessary coordination among Member States to deal
with a common coherent approach towards the allocation and apportionment of
personal and familiar tax advantages, it is for every Member State to decide how
to implement the necessary tools that respect the EU Law constraints, while at
the same time not granting unnecessary and double benefits to those claiming
entitlement of EU Law protection. In doing that, Member States need to consider the following criteria established by the ECJ. First, Member States cannot
unilaterally restrict in a discriminatory manner personal and familiar allowances
being the residence State (de Groot). Second, ECJ does not react if as a result of
the parallel exercise of tax jurisdiction some taxpayers are granted a double dip
(a double personal and familiar tax benefit). Therefore, the establishment of an
optional regime is not per se contrary to EU Law requirements, despite the fact
that it may lead to a more favourable treatment of non-residents. Third, Member
States may implement proportionate measures to avoid double granting of personal and familiar advantages. Fourth, the establishment of an optional regime
for non-resident taxpayers to obtain personal and familiar tax advantages does
not eliminate per se other non-personal discriminatory tax measures (Gielen, C440/08). As that case shows, the ECJ considers that the optional resident taxation does not hinder a discriminatory business-related tax measure consisting in
denying a regressive deduction for business income taking into account only
hours of activity in the Netherlands, and therefore full comparison between resident and non-resident taxpayers must be granted.

5. Discrimination in the Residence State
The recognition of discriminatory tax treatment by the residence State is a major
achievement of the ECJ, as a result of the application of the interdiction of unjustified restrictive measures to the exercise of fundamental freedoms. The ECJ has used
the interdiction of unjustified restrictions to open the possibility of analysis of tax
measures that hinder the exercise of fundamental freedoms not only by the destina-
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tion State, but by the origin State. This way the ECJ has been enable to consider not
only inbound restrictions, but also outbound restrictions that clearly affect the position of Member States acting as State of residence of taxpayers suffering a tax
regime contrary to EU Law. It is irrelevant in that matter that the ECJ did not use a
typical market access approach in that regard (with the exception of Futura case),
but a formal restriction approach based on a comparative test similar to the nondiscrimination principle, with the verification of the Cassis de Dijon justification
and the proportionality analysis.
The impact of such case law has been considerable, taking into account the
traditional approach at the international tax level. The OECD MC has limited
impact on the discriminatory analysis that refers to the State of residence, with some
exceptions regarding to the treatment of resident subsidiaries of foreign parents.
But this situation, in any case is a sort of interdiction of inbound discriminatory
treatment. Several reasons reinforce such situation:
– On the one hand, the OECD MC and consequently tax treaties do not include a
restriction test in the verification of excessive and unfair burdensome taxation.
– On the other, the OECD MC follows a static and not a dynamic approach and,
therefore, the consideration of possible restrictions to the movement of workers,
persons and capital are not expressly dealt in the non-discriminatory clauses. Situations like exit taxes and their compatibility with tax treaties are not expressly
dealt in the Model.
On the contrary, the OECD Model Convention recognizes the discretion of the contracting States in their capacity as residence State to determine the extent, the scope
and the final configuration of its income tax systems. Moreover, tax treaties recognize that the contracting States retain their fiscal jurisdiction as residence States in
most of the cases. The majority of distributive rules contained in tax treaties – with
some exceptions contained in the UN Model Convention and some others in treaty
practice – retain fiscal jurisdiction in favour of the residence State. Therefore, States
maintain discretion to define the composition, characteristics, extent, scope of
income taxes, and tax regime and qualification of income obtained by resident taxpayers. States may unilaterally decide whether resident taxpayers are taxed on a
worldwide basis or not, and to which extent worldwide basis is assumed, for
instance, how foreign source income is treated, whether deferral is allowed or not,
and whether certain passive foreign income is subject to tax or not – CFC rules –.
The OECD MC Commentaries even go further, considering that CFC rules are not
affected by tax treaties. Income qualification for treaty purposes do not even affect
necessarily article 23 of the OECD MC18.
The major constraint derived from tax treaties refers to the obligation to alleviate international double taxation according to the terms of the treaty. Generally
speaking, only international juridical double taxation is dealt with specific measures
in the treaty. Due to the different approaches to corporation tax and integration
18

García Prats, “Qualification of hybrid financial instruments in tax treaties”, Diritto e Practica
Tributaria Internazionale 3/2011.
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between corporation taxes and individual income taxes, the OECD Model treaty
does not include specific measures to alleviate economic international double taxation. The alleviation of international double taxation is subject to the following conditions and aspects.
First, States can choose different methodologies to alleviate international double
taxation. It has been impossible to reach international consensus on the method to
be used at an international level to alleviate international double taxation19. In the
OECD MC, the only article with two alternatives is article 23 (23A, and 23B), the
so-called exemption and credit methods. Literature is extensive on the different
implications and technical understanding of each of the mechanism. The differences, however, only refer to certain types of income as for passive income the ordinary credit method is suggested in both alternatives.
Second, there may exist a great variation of effects derived from the interaction
between treaty measures and domestic measures devoted to alleviate international
double taxation. Moreover, there are different interpretations on the scope and
extent of each method from country to country, as well as different implications on
the constitutional constraints regarding relationship between domestic and treaty
rules.
This position is clearly different from the EU Law requirements. Originally, the
Treaty of Rome and subsequent treaties foresaw the possibility of Member States to
enter into specific treaties to alleviate international double taxation. Despite of
many authors opinion, this article lacked direct effect, and has been finally eliminated from the TFEU. The ECJ has confirmed that international double taxation
arises in many cases as a result of the simultaneous application of tax jurisdiction by
more than one (Member) State and, if neither discriminatory nor restrictive treatment can be found, it is the result of the disparity. Therefore, the ECJ in these cases
has no tools to remove it (Block, C-67/08, Kerckaert-Morres C-513/04). At the bottom line of the argument, the impossibility to determine which State to blame
remains.
International double taxation constitutes a serious burden and a constraint for the
consolidation of the single market, but it does not seem convincing that the ECJ
focuses on finding a solution based on the interpretation of principles of EU Law
when the harmonization of measures is not possible and the coordination through
soft law does not necessarily achieve effective results in all situations. A more practical approach should be suggested for solving these situations when there is no legal
link to determine which State is not fulfilling its Treaty obligations. In fact, despite
the tremendous efforts made at an international level to alleviate double taxation, the
interaction between source and residence taxation does not necessarily achieve
coherent results due to a multiplicity of factors. International tax rules does neither
necessarily achieve the necessary correspondence between source taxation and residence taxation: nor necessarily the same taxpayer – hybrid entities –, nor necessarily
the same accrual and taxable period rules, nor necessarily the same qualification –
19
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hybrid instruments – nor necessarily the same relevance of the concept of income –
determination of the amount, relevance of costs and expenses,… –, and neither the
residence State is necessarily bound by source State qualification of the income.
The fact that EU Law and tax treaties does not have the same goal and extent
should not undermine the efforts to achieve practical solutions to alleviate international double taxation in the area of single market, as well as deepening the study of
legal possibilities to tackle international double taxation from a EU Law legal perspective.
On the first idea, the efforts taken by the Commission to deal with practical
mechanisms to tackle double taxation situations seems a good alternative, although
the fact that the tools to be used may be the only available ones does not necessarily
mean that they are the most suitable.
On the second idea, there is a need to confront whether in some cases it is possible to deepen the possible theoretical analysis of legal constraints under EU Law
to alleviate international double taxation. Some EU Member states consider that
imposing double tax on the same taxable fact without proper mechanisms to alleviate it violates the ability to pay principle20. Extending such mechanism at a crossborder level would allow the ECJ to evaluate whether a specific country inflicts a
restrictive treatment contrary to the consolidation of a single market.
It is true that the ECJ initially lacks legal authority to make statements that
assume a minimum taxation level and to deliver interpretative solutions that imply
a certain distribution/allocation of taxing powers among Member States. But as in
Schumacker, the Court may assume certain constitutional values and provide them
a supranational character21. The court in Schumacker considered as a question of
20
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Decision of the Constitutional Court of Spain 194/2000 of 19th July. Following that consideration, and according to the reasoning of the Court in some case law – for instance, Manninen, C319702; FII Group Litigation, C-446/04; Denkavit Internationaal, C-170/05; Thin Cap Group
Litigation, C-524/04, or Amurta, C-379/05-, if the objective of the domestic legislation – by
constitutional constraints – is to avoid double taxation in a purely domestic situation, the same
should be true in a cross-border situation and, simply denying it by a loss of revenue consideration, could not be justified under EU Law requirements. The fact that some domestic legislations recognize such a principle and effects while others not should not deprive the validity of
the argument, as, like in Manninen, not all Member States recognize the possibility to alleviate
domestic economic double taxation and this differential pattern did not prevent the EUCJ from
reaching its conclusions on the matter. The answer to the obligation to eliminate/not to eliminate
would depend, then, on the existence of comparable domestic mechanisms to be made extensive
under the national treatment rule.
Some authors consider that the ability to pay is not a valid principle to establish allocation rights
of tax jurisdiction at an international level as it does not provide satisfactory answers to the
question of how tax jurisdiction should be shared between States. In that respect, see: Easson,
“Fiscal Derogation and the Inter-Nation Allocation of Jurisdiction”, 5 EC Tax Review (1996),
p. 112; In a contrary sense, other authors try to demonstrate that allocation of tax jurisdiction at
an international level is mostly based – or at least, justified – by legal equity principles; see
Vogel, “Worldwide vs. Source Taxation of Income – A Review and Re-Evaluation of Arguments (part III)”; Intertax (1998), p. 394-395; Kaufman, “Fairness and the Taxation of International Income”, 29 Law and Policy in International Business (1998), p. 152; The arguments that
follow try to consider that it is possible a revision of the principle and its application at a supranational level.
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fairness to assist Schumacker taxpayer being subject to unfair taxation as a result of
the combination of traditional distribution of tax jurisdiction and functions among
States and their integration with a tax treaty with an uncoherent result. The same
line of argument was considered in Marks & Spencer case some years later, trying
to formulate solutions for allowing compensation of cross-border subsidiary losses
that, maintaining the current system of allocation of taxing rights for income taxation, but at the same time respecting the need of the UK Group not to be globally
taxed for a total income higher than the income actually arisen. A similar argumentation can be deducted from other cases referring to cross-border compensation of
fiscal losses. In those cases, the Court has not doubted to promote specific solutions
– according to the justification standard, as an exception to the rule or with the
implications of the proportionality principle – that depart from the standardized
principles and basis for taxation while confirming them at the same time through a
basic respect of the position of the taxpayer not to be taxed above its particular and
subjective ability to pay (income obtained).
In that respect, and considering the stage of economic integration of the EU, it is
neither feasible not recommendable that the ECJ should devote its efforts to reach at
a cross-border level the alleviation of international double taxation as a final goal.
The alleviation of international double taxation was introduced at an international
level as a standard goal at a time that domestic tax systems were neither influenced
nor legitimized by the consideration of the ability to pay principle as a requirement
directly connected with the respect of human dignity, as the German Constitutional
Court has declared in different situations22. On the contrary, the ECJ, while maintaining international tax standards to the maximum level as a way to respect their
initial and full competence on (income) tax matters, should make the proposition of
incorporating the ability to pay principle in the acquis communautaire as a supranational EU Law principle23. More than being interested in determining the compatibility of the number of taxes imposed on EU taxpayers, the ECJ should focus on
whether the total income taxes imposed exceeds what should be considered a fair
contribution to public expenses. Obviously, the ECJ should not be able to determine
the total amount of taxes to be paid, as legal principles can in no way substitute
domestic rules, but instead to establish legal thresholds that the national legislators
should respect under the loyalty principle.
The evolution of the ECJ case law shows, in our opinion, that this approach has
already been taken. Accordingly, the ECJ is able to verify whether the basic implications of the ability to pay are respected by Member States when exercising their
jurisdictional taxing rights on taxpayers exercising any of the fundamental freedoms. This approach is much more consistent with the requirements of neutrality
for market access to different taxpayers than a simple formal verification of whether
22
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Herrera Molina, Capacidad económica y sistema fiscal: análisis del ordenamiento español a la
luz del derecho alemán, Marcial Pons (1998).
For a previous reference of that proposition see García Prats, “La jurisprudencia del TJCE y el
artículo 33 de la Ley del Impuesto de la Renta de no Residentes (de la asunción del principio
de capacidad económica como principio del ordenamiento comunitario)”, REDF 117/2003,
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double tax is maintained – then, it is compatible – or must be eliminated, and provides both (1) a proper policy goal for the verification of tax systems made by the
ECJ and (2) a legitimate role for the ECJ to be achieved in the process of compatibilisation/integration of income tax systems of EU Member States with the consolidation of the single market; maintaining at the same time the competences of Member States intact.
Up to now, the following (EU law) constraints that may be considered to have
been accepted by the ECJ as requirements directly linked with the ability to pay
principle are the following:
– Income taxes should not be imposed where there is no underlying actual income.
This is specially the case when, as a result of the distributive rules or the methods
of alleviation of international double taxation being applied, actual final losses
are made but cannot be taken into account for tax purposes anywhere (somewhere
rule).
– Income taxes should not be imposed below a minimum level of subsistence on
individuals. Ability to pay should require that EU Member States would not be
legitimized under EU Law requirements not to take into account the personal and
familiar situation of EU resident/citizen taxpayers anywhere in the EU (at least
one rule).

5.1 The Effect of the Reaction of the other Member State
Obviously, at a supranational level the main criticism for the application of the
ability to pay standard is the impossibility to decide which Member State should be
blamed from not following the requirements of the interdiction of discriminatory
and restrictive measures under the ability to pay approach. Up to now, the ECJ
seems to take a rather practical approach to that matter. Initially, the State to blame
is the one that has the responsibility under international standards – the State of
residence –; and if tax is not imposed by the residence State, the source State should
be then pleaded responsible.
Therefore, if there is a lack of tax being imposed by the State of residence –
because there is no substantial income being effectively subject to tax in that State
(either unilaterally or bilaterally) – that responsibility needs to be assumed by the
source State – in full –. However, in order to determine whether the source State is
responsible under EU Law for granting such treatment the response of the other
state and the legal constraint of that response may be relevant: in order to respect
international standards and assumptions as they stand at present, the source state
should only be claimed responsible when the restraint or restricted taxing position
of the ‘residence’ state is derived from an agreement with the source/employment
State. If the ECJ wants to promote a more fair system, the response of the other contracting EU member state should be considered irrelevant, considering only a factual result to become relevant. Source State should be considered responsible under
EU Law constraints whenever source taxation was the only relevant income tax
being imposed on the taxpayer as no relevant – personal or familiar – income were
subject to tax in the residence State. At present, the ECJ rejects that one state unilat-
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erally will refrain from respecting such personalization of the income tax being due,
just as a result of the State – unilaterally or bilaterally – not imposing taxes on foreign source income.

5.2 Alleviation of Double Taxation: Validity of Methods
As regards the methods being used by Member states to alleviate international double taxation, the ECJ has confirmed that both methods must respect EU Law constraints. Despite the theoretical considerations of the suitability of one method
above the other24, the ECJ takes for granted the tax jurisdiction and competence of
Member States to decide which method to choose for eliminating international double taxation (Saint Gobain, Gilly, Van Hilten) – either unilaterally or bilaterally – or
simply not to eliminate maintaining it. Both the credit and the exemption methods
have been specifically accepted and considered to reach compatible results with EU
Law requirements. Even more, States are free to switch from one method to another
in different foreign income situations provided that the national treatment rule is
respected for foreign income (Columbus Container); or they can be applied next to
each other in respect of a single class of income (FII Group Litigation).
What is more, despite the studies carried on by eminent scholars in favour of the
territorial approach to income taxes in the EU, the ECJ does not question the compatibility and scope of the worldwide income extent of income taxes on resident
taxpayers (X-Holding), and even considers that it may be adequate to grant a further
extension to grant capital export neutrality of CFC rules if some economic substance is lacking (Cadbury Schweppes). This result, treating some secondary establishments (branches) worse than others (subsidiaries) by the State of residence has
not been considered discriminatory and contrary to EU Law yet.
Not surprisingly, it is the application of the exemption method the mechanism
that has generated up to now the major problem of compatibility according to most
of the cases analyzed by the ECJ. In the majority of the cases, the lack of compatibility is the result of
– a domestic tax system facing worldwide taxation and a tax treaty splitting the tax
base among two or more countries;
– a tax treaty providing for capital import neutrality through exemption with a
domestic tax system that clearly distinguishes at source between different investors, applying different rules both to resident and non-resident taxpayers, with
some little exceptions as regards permanent establishments;
– a different understanding of the implications of the exemption method by different member countries;
– the lack of allocation criteria as regards expenses and losses, normally attributed
to the unilateral decision of both contracting States and normally to the State of
residence.
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The evolution of the ECJ shows an intention of the Court to integrate the incoherences derived from such non-integrated systems with the formulation of a mechanism that, inherently linked to the coherence of the system, has evolved into a single
principle for justification: the symmetry.

5.3 The Formulation of the Symmetry Argument: The Generation
of a new EU Law Tax Principle?
The appearance of the symmetry requirement in the ECJ case law has been object of
an evolution process in which the Court has changed the configuration and the
implications of the symmetry in the process of justification of tax powers and the
configuration of the same income tax powers, and to a certain extent with a reaction
to the self-standing position of the ECJ in Bosal. The evolution of the ECJ case law
can be described according to the following steps.
1. A logic of the principle of cohesion. The symmetry argument was first used by
the Advocate General in the Danner case (p. 49), in order to counteract the Finnish Government position when arguing that the Finnish legislation incorporated
certain requirements which precluded or restricted the deductibility for income
tax purposes of voluntary pension insurance contributions paid to foreign pension institutions. The symmetry appeared, then, as the logical correspondence
between the consideration of a certain amount of income for the receiver and the
deduction of it as an expense, either in a different moment; therefore, it appeared
as the parallel correspondence between a tax burden and a – past – advantage. In
the Oy AA case the symmetry was also understood as a logic correspondence
between the treatment of a payment as income for the receiver and a deductible
expense for the payor. In that case, it was made clear the natural relationship
between the symmetry and the cohesion of the system as a means for justifying
potential restrictive tax measures. A deduction should be allowed in one Member State only if that Member State’s treasury has at the same time the right to
tax the related income in the hands of the recipient company.
2. A second step in the process of configuration of the symmetry principle is found
in the Rewe case (Rewe Zentralfinanz, C-347/04). The German Government
used the symmetry argument to try to establish a logical relationship between
the right to tax the income and the right (obligation) to take into account losses
and expenses linked to the income. The argument contained certain parallelism
with the balanced allocation of taxing powers argument used in the Marks &
Spencer case (p. 39). From that correspondence, the German Government tried
to justify the lack of obligation of considering losses of a foreign subsidiary to
the extent that that government was not entitled to tax the profits of that subsidiary. The argument, however, was not upheld, because (1) the argument was
badly taken, since in Rewe it was not under the dispute the taxation of the profits
of the subsidiary but the taxation of the profits of the parent as a result of the
change in value of its assets, and because (2) in Marks & Spencer the argument
was only accepted together with the need to avoid taking into account of tax
losses twice and to avoid tax avoidance.
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From that argument, the symmetry argument gained independency and was
separately formulated from the coherence one (Rewe, p. 66), as part of the
uniformity argument, composed of the result of coherence plus territoriality.
With that assumption, the coherence of the system forms part of the symmetry
argument.
3. In Lidl Belgium 25, C-414/06, the symmetry argument was referred to the relationship between the balanced allocation of tax powers between Member States
and how compensation of losses of a foreign permanent establishment could
affect such a right of allocation. The Lidl case deals with the denial of compensation of a permanent establishment loss in the head office State on the basis of
a tax treaty exemption. This denial was based on a certain understanding of the
exemption method, considering that if foreign permanent establishment income
was exempted, so should be the foreign losses. The ECJ justified this restrictive
treatment on the compensation of foreign permanent establishment losses and
profits on grounds of the symmetry.
The ECJ considers that ‘the objective of preserving the allocation of the
power to impose taxes between the two Member States concerned, which is
reflected in the provisions of the Convention, is capable of justifying the tax
regime at issue in the main proceedings, since it safeguards symmetry between
the right to tax profits and the right to deduct losses’ (.33)
With that understanding, the symmetry became a criterion of justification of
restrictive measures that, in the case at issue was not a necessary measure, since
recapture of losses was possible and, therefore, losses were not definite. The
Court seems to accept a difference in analysis whether the losses of the permanent establishment are temporary or final. (50), despite the fact that the ECJ do
not take into account the problems derived from the specific implementation of
the domestic rules of both contracting State26. Whether is finally compensated in
the residence or in the permanent establishment State is what in fact turns the
balance of the taxing rights in one sense or in another. But this swift does not
depend on the double taxation convention making the principal company the
right to elect to have losses of the permanent establishment in one Member state
or in another, but from the proper interpretation of the exemption method and
the scope and requirements given to it by both states.
Moreover, the Lidl case introduces a wrong factor since it seems to assimilate effects derived from the exemption method for permanent establishments
under a tax treaty and a territorial system. First, because unlimited taxation can
still be exercised from other sources, third countries for instance. Second,
25
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Lidl deals with a Luxembourg permanent establishment – distribution of goods – of a German
company that incurs in losses, the head office pretends to compensate such a loss but is denied
by the residence state on the basis of a tax treaty exemption, considering that the corresponding
income from such a permanent establishment is not subject to taxation in Germany. As the
domestic permanent establishment losses are deductible – can be compensated – the rule
generates a restriction to the freedom of establishment.
For instance, in the residence State the statute of limitation may prevent the right to compensate
before the permanent establishment loss initially exempt will become definite.
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because it assumes a specific interpretation of the exemption method given by
one Member State as the only valid interpretation of the method, which undermines the possibility of establishing clearer interpretative criteria of general
application. Moreover, there is no necessary requirement in the Convention that
mandatorily links the right to tax profits and the right to deduct losses27. Finally,
because of these confusions and a bad interpretation of the necessary implications of the method, it contradicts the outcome of future cases, such as Deutsche
Schell.
Therefore, Lidl confirms the configuration of a new justification mechanism
that leads to a wrong conclusion as a result of an improper and incorrect interpretation of distribution of taxing rules and the mechanisms for alleviating double taxation contained in tax treaties, considering them to result in symmetry of
taxation regarding permanent establishment profits and losses. This inconsistent
result can only be explained by the fact that in the Lidl case the company could
compensate losses in the State of location, and it is uncertain to predict whether
the outcome would have been different had the losses been definite. Moreover,
the result is inconsistent with the outcome of the Marks & Spencer case in which
the State of the parent could not tax subsidiaries but as a measure of last resort,
it was forced to compensate losses of the subsidiary. Meanwhile, the State of the
head office must not compensate permanent establishment losses despite the
fact that, at least theoretically, these losses could be taxed in that State but the
State decided to refrain from doing that in a tax treaty with other Member State
– according to the unilateral interpretation of the exemption method given by
the residence State –. This is a wrong statement since it would imply that Member States could escape EU Law obligations and constraints simply by signing a
tax treaty among them, which is a contradictory and inconsistent result with the
relationship of sources of Law, as established in the Port case (C-364/95).
4. A further development of the meaning of the symmetry argument is found in the
Krankenheim case (C-157/07) of 23 October 2008. The symmetry argument is
used then to justify the recapture mechanism of foreign permanent establishment
gains to be compensated with foreign permanent establishment losses previously taken into account with the residence State in an exemption treaty situation. In that decision the ECJ considered that the restrictive measure consisting
in the recapture was appropriate to respect the coherence of the tax system, since
the recapture mechanism was appropriate because it operated in a perfectly
symmetrical manner, only deducted losses being reintegrated (p. 42, 44).
The symmetry then becomes a proper and single justification criterion. In
Krankenheim the ECJ considered that the German legislation was justified by
27

It is clear that tax treaties do not distribute or assign competences among contracting States on
losses. In any case, such a distributive rule should establish a mandate or an obligation of the
contracting States to assume such losses, and not simply a right to those States. If it is a right of
the contracting States it is for them to decide whether to take into account them or not, thus
resulting in different rules in different States. It is neither a taxpayer’s right since there is not
obligation under the Treaty for the contracting States. Therefore, the taxpayer’s right will
depend on the specific configuration of the domestic tax laws of the contracting states.
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the need to ensure fiscal coherence. Foreign permanent establishments were
worse treated than domestic permanent establishments as a result of the recapture mechanism of foreign exempted losses. According to the Court, there was a
direct and personal link between the two elements of the rule: (1) the deduction
of losses incurred in a foreign permanent establishment and (2) the recapture of
such losses up to the amount of profits made by that permanent establishment in
subsequent tax years, being irrelevant whether or not those losses had been taken
into account or could be carried forward in the permanent establishment State.
The recapture of previously deducted losses reflects a logical symmetry given
that the income derived through the Austrian permanent establishment was not
taxed in Germany, and was proportionate. The ECJ held that the restriction at
issue was justified, regardless of the fact that Krankenheim disposed of its permanent establishment and incurred final losses in Austria.
In my opinion, the ECJ reasoned in a wrong manner, since there is lack of
discrimination between foreign and domestic permanent establishments.
Domestic permanent establishment losses are also recaptured when compensated. Moreover, it could be considered that it was the permanent establishment
State, Austria, granting a discriminatory treatment and not the residence State, as
the court declared (51). Another issue to discuss is whether in the arguments
made by the ECJ the consideration of the losses as temporal or final mattered.
Finally, the ECJ did not use the argument ‘somewhere, somehow’, according to
which losses must be taken into account, like in the Deutsche Shell case.
5. The symmetry as a principle? Truck Center, C-282/07 refers to the different
treatment of non-resident and resident interest bearers. While the first group is
subject to withholding tax, the second is not. The Advocate General in the
Truck Center case configures the symmetry as a principle, with the meaning of
the logic correlation between income and expenses. The State that taxes the
income should take into account the corresponding expenses connected to
them, without realizing that income and expenses are not necessarily calculated in the same way in different (source and residence) States, due to the lack
of coordination measures in the matter. The Court did not follow such a position and considered that the different treatment was not incompatible with EU
Law, since the interest received by resident companies, although exempt from
withholding tax, is subject to corporate income tax in the hands of these resident recipients.
The need to establish a logical correspondence not only between income
and expenses, but also between profits and losses (Marks and Spencer, p. 43)
was misused by the German government in the Steko case, C-377/07, trying to
establish the logical correlation between advantages and disadvantages to capital companies, whether the shares in those companies were held in non-resident or resident companies. The ECJ recognized, however, that the justification
did not properly work in such a manner in the German legislation and the justification argument was dismissed.
A further elaboration of the symmetry argument is found in the X holding
case. The Advocate General considers that ‘the safeguarding of the allocation
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of the power to impose taxes between Member States may make it necessary to
apply to the economic activities of companies established in one of those
States only to the tax rules of that State in respect of both profits and losses.
This is required by the principle of symmetry of tax treatment of profits and
losses’. The Court in the final decision did not uphold such a statement.
With this doubtful configuration, the Advocate General tries to configure
the symmetry principle as equivalent to the balanced allocation of taxing rights
giving content to such allocation. However, the assumptions taken by the
Advocate General cannot be assumed. First, because tax treaties do not clearly
establish such a correspondence between profits and losses – at least for the
State of source – or between income and expenses. Second, because it is for
domestic law to determine if, how and when expenses and losses have to be
taken into account, either unilaterally or as a result of treaty interpretation.
Third, because this approach would be contrary to the ability to pay requirements and the Renneberg approach. Fourth, because the symmetry argument
would lead to a different result both for individuals and for companies. Fifth,
because with that understanding of the symmetry it would entail an option of
transfer of losses, Last but not least, because there is no such a rule imposing
the sole application of ‘one single State rules’ to the economic activities of
companies established in one State as regards their profits and losses. Moreover, there are different techniques to compensate the economic result of foreign
losses in the taxable base of a company with a different EU compatibility outcome, as the ECJ law shows (Rewe – depreciation –, Marks and Spencer –
arrangement –, X Holding – consolidation –).

6. Citizenship and Income Tax Law in EU
The incorporation of a new chapter on citizenship of the Union in the Treaty – articles 18-25 of the TFEU – overcomes the simple homo economicus turning it into an
homo politicus, establishing a different basis of protection. It generalizes a discrimination on grounds of nationality (article 18 TFEU) and establishes an objective
right to move and reside freely within the territory of the Member States. (art 20.2.a
TFEU), recognizing a jurisdiction access, but has a different territorial and personal
scope and content compared to the economic fundamental freedoms.
In that regard, the citizenship entitlement only covers the EU and not the EEA,
as the EEA agreement of 2 May 1992 still requires an economic transaction, protecting market access and market equality but not the jurisdiction access. On the
other hand, only individuals are entitled to citizenship protection, while companies
and other entities are excluded. Moreover, citizenship entitlement does not cover the
movement right from and to a third non-EU member country, as recognized in Van
Hilten.
Generally speaking, the citizenship legal framework protects cross-border situations not identified as a cross-border economic activity. The status of citizenship of
the Union imposes on the Member States in relation to their own nationals the same
limitations with regard to direct taxation as those which result from the freedoms of
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movement contained in the Treaty. This status thus requires them not to apply to
their nationals, taking advantage of the freedoms of movement and of residence
which are conferred on them by Article 8A of the Treaty, treatment which is less
favourable than that which they would have received had they not taken advantage
of these freedoms (AG in Van Hilten case, p. 79).
Therefore, the recognition of the status of citizen of the Union as a fundamental
status of the nationals of Member States reinforcing the prohibition of discrimination is called to play a significant role in the analysis of consistency of cross-border
income taxation with EU Law. Contrary to the limited role of nationality and citizenship in the OECD Model Tax Convention, citizenship in EU may have certain
solid influence in the development of ECJ case law on direct taxation. The case law
in the matter firmly supports that idea, outdating the initial Werner case law doctrine
of the ECJ.
However, one of the main points at discussion is to specify the comparability
framework to be used in an income tax situation. As regards the right to move and
reside, the protection of citizens is made both before the country of destination and
before the country of origin, even against rules applicable to their own nationals. In
doing so, it clearly restricts the consideration of purely internal domestic situations
that are out of the scope of EU Law. Not only economic moves and stays are object
of EU Law entitlement, but also pure personal moves determine EU law protection,
such as those of pensioners from one member country to another.
On the other hand, citizenship entitlement allows that nationals who find themselves in the same situation may obtain the same legal treatment in relation to the
same matters. The problem then consists on finding a proper comparability framework analysis for that broader comparability analysis of income tax rules than the
outcome resulting for a pure and simple economic driven analysis. At the end, what
is to be decided is whether or not the parameters and assumptions used in cross-border tax matters can be integrated with EU Law requirements and, if not, what type
of amendments need to be made.
Since nationality is not generally used as a criterion for distinctive tax treatment
on income tax matters – or at least it has a very limited scope and application –, it
has to be decided whether the same material criteria of comparability is applied in
these situations. That is to say, whether or not resident and non-resident citizen taxpayers will be comparable for EU Law matters, except as regards the application of
‘personal and familiar tax advantages’ in which case the comparability analysis is
restricted according to the test formulated in Schumacker. As regards the right of
moving, staying and fixing residence inside the EU it is to be seen whether the consolidation of the ECJ case law will confirm a ‘jurisdiction access approach in direct
tax matters’ or it will simply delimit the application of the citizenship clauses by
clarifying the relationship between this general clause and the specific economic
freedoms, in a similar or different way from that being used as regards the delimitation among the different fundamental freedoms as regards third-country implications. A certain reconsideration of the distinction between discrimination and disparity is also appearing as a reequilibrium tendency.
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6.1 Schempp and Pusa, between Citizenship Entitlement and
Disparity
Schempp case can be seen as the paradigm of the application and interpretation of
the citizenship rights.
Mr Schempp, a German national resident in Germany paid alimony to his former spouse resident in Austria and tried to deduct these maintenance payments, but
it was denied considering that his former spouse was not subject to tax in Austria
on these payments. Had these payments been paid to a resident in Germany they
would not have been subject either but would have been deductible. Payments to a
non-resident were only deductible on the condition that a foreign authority certified that the payments had been taxed in the hands of the recipient. Despite the fact
that the ECJ considered that Mr Schempp was entitled to non-discrimination protection under the citizenship regulation, it concluded that the unfavourable treatment was a consequence of a disparity in the tax laws of the two Member States
concerned.
In our opinion, the ECJ made a wrong argument in Schempp, as regards the
comparability analysis when it referred that had his wife chosen Netherlands
instead of Austria, Mr Schempp would not have suffered a worse treatment in Germany. This kind of argument is contrary to the argumentations used in other previous case law, like in Avoir Fiscal: had the non-resident chosen to set up a subsidiary
the non-resident company would not had suffered discriminatory treatment. This
argument of the French government was not accepted by the ECJ, considering the
national treatment rule requirements. Moreover, Mrs Schempp had the same right to
move to Austria than to the Netherlands. In our opinion, Mr. Schempp did not only
suffer from disparity but from a German rule that conditioned the free movement of
her spouse – whether he is or he was not entitled to treaty protection is a different
issue; but that does not allow the Court to rightly consider whether disparity exists
or not –.
The lack of comparability between domestic payments and foreign payments
cannot be upheld: The reason given by the ECJ (p. 35) seems anything but unconvincing: ‘the maintenance to a recipient resident in Germany cannot be compared to
the payment of maintenance to a recipient resident in Austria. The recipient is subject in each of those two cases, as regards taxation of the maintenance payments, to
a different tax system’. What is at stake before the Court is not whether payments in
the second case are subject or not to a different legal order or not – as if an overall
approach were at stake – but whether Germany in itself – alone – provides a tax
treatment compatible with the non-discrimination principle or with EU Law.
The Court considers that a ‘similar domestic situation’ would not result in the
ex-spouse being taxed in Germany, as it was below the thresholds. But, despite that
fact, the ECJ concludes (39): ‘the non-taxation of maintenance payments on those
grounds in Germany cannot be equated to the non-taxation of the maintenance in
Austria on the ground of its non-taxable character in that Member State, since the
fiscal consequences which attach to each of those situations as regards the taxation
of income are different for the taxpayers concerned’. It is hardly difficult to see the
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point. It is obvious that different considerations arise in declaring the lack of taxation, but the result reached is certainly similar: lack of taxation and deduction, as
compared to a lack of taxation and non-deduction, making worse the situation of the
payer, Mr. Schempp.
The comparability and the decision is based solely on the ‘specific circumstances of the case’ not taking into account the consistency of the legislation
generally considered. The fact that the former spouse did not pay taxes on her own
is more relevant than the potential comparable tax regime for domestic situations.
Domestic payments were unconditionally deductible, while cross-border payments
were deductible only on certain conditions. The need to avoid a double dip seems
to base the ECJ answer without a proper measurement of the proportionality.
Another consideration derives from the analysis of the applicability of the right
to move and reside in the case. Mr Schempp was entitled to that provision derived
from his citizenship status, but the ECJ considered that German legislation did not
obstruct Mr Schempp right, not considering whether his former spouse was in fact
indirectly suffering such a restriction. The ECJ argued by saying that ‘the Treaty
offers no guarantee to a citizen of the Union that transferring his activities to a MS
other than that in which he previously resided will be neutral as regards taxation.’
And given the disparities in the tax legislation of the MS, such a transfer may be to
the citizen’s advantage in terms of indirect taxation or not, according to circumstances (Lindfors, p. 34). But the case here was not of a disparity among MS legislations, but on whether a Member State can counterbalance some benefitial effects
derived from the application of the tax legislation of another State. The right to move
implies the right to benefit – or to suffer – the advantages – or disadvantages – of the
new member State tax provisions. However, the Court considered that the State of
origin was entitled to unilaterally neutralize such better – or worse – tax effects by
a legislation on its own, introducing a clear indirect restriction on the move.
By giving such an answer the ECJ validates the possibility of the origin State to
neutralize certain effects of the tax legislation of other Member States that are considered to have harmful effects unilaterally, such as avoiding a double non-taxation
situation, or a double dip. This may be a justifiable situation but, in any case, it
should be subject to the proportionality test which is avoided in the Schempp decision by the disparity qualification.
Another question is whether this legislation restricts Mr Schempp’s right or
his former spouse rights. The Advocate General considered that the relationship
with former article 18 ECT was weak and artificial (p. 14,15,18) as the provisions did not seem to impose any obstacle, which in my opinion was of an indirect character. The exclusion of deduction in Germany was not automatic but at
least conditional – conditioned on the payments being taxed in the Member State
of residence of the recipient – and therefore, the proportionality test should have
played a role.
As in de Groot, this is another case dealing with the intention of one Member
State to unilaterally implement European coherence in a situation that it is not purely
domestic and does not simply result in disparities. If the former spouse moves inside
Germany the income that she receives would be indirectly better treated than in a
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cross-border situation, moving abroad to another Member State. It is not only comparability that lacks cohesion, but mainly German legislation at stake that lacks
cohesion. It tries to reinforce that cross-border alimony payments do not receive better treatment – double dip – than domestic payments, while it is recognized that some
domestic payments may benefit from double dip – considering the lower amount of
income received –. A national treatment requirement should imply granting a similar treatment for domestic and cross-border payments on account of the right of
citizens to move from one country to another, like in the Pusa situation.
Moreover, it is not possible to argue that the worse treatment of Mr. Schempp
derives from the application of different systems that provide different treatment. In
fact, such a circumstance was irrelevant for the claim, as it was not in the Kerkhaert
Morres case. Mr Schempp worse treatment is only derived from the application of
one single Member State domestic tax legislation which provides a different tax
treatment on domestic and foreign payments.

6.2 The Evolution of the purely Domestic Situation
The Schempp and subsequent cases of ECJ show that the consolidation of the citizenship rights has led to a change in the doctrine of the ECJ, unlinking the cross-border element from the economic motivation or goal of that element. The Advocate
General in Ritter Coulais expressed it clearly: In the past, the Court has seen fit not
to express a view on the merits of questions referred to it for a preliminary ruling on
the basis that Community law did not apply to purely internal disputes, in other
words, for example, those having ‘no connection whatsoever with any of the situations envisaged by Community law in the area of freedom of movement for persons
and services’. But it was as early as in Asscher where the Advocate General considered that ‘secondary Community law on the right of residence as well as article 18
ECT do, in my opinion, mean that residence in another Member State constitutes in
itself a sufficient foreign element to bring the situation of Community nationals
within the scope of Community law’.
Therefore a purely internal dispute is a dispute having ‘no connection whatsoever with any of the situations envisaged by Community law in the area of freedom
of movement of capital or persons and services (Ritter p 69). Therefore, any resident national or a national resident in another Member State may claim rights
derived from fundamental freedoms before its nationality State if it suffers a tax
treatment that restricts its right to move or to reside in another State.
So, at the end the question reveals a lack of consistency of the EU defense mechanism. While protecting citizen rights on consideration of their specific particular
and subjective factual circumstances, it is pretended to analyze the compatibility
and coherence of the general domestic tax rule with primary EU law. This situation
questions the comparability analysis. Making it dependent on the circumstances of
the case (because the Court faces a subjective entitlement to EU Law rights, the
answer clearly depends on the circumstances of the subject and of the case, more
than generally speaking on the consistency of the rule with EU Law. An objective
legal approach is not preferred, then, in front of a factual particular subjective
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approach. But despite that fact, it is considered that some effects of a general character may be derived from these interpretative judgments base on the circumstances
of a specific case.
On the other hand, domestic situations are contrary to cross-border situations. It
is in cross border situations where the distinction between disparity and treaty
entitlement may arise. But once considering that article 18 ECT is at stake the solution may not be that the worse treatment is the result of disparities. That is an illogical way of reasoning
The case law confronts with Pusa (C-224/02). Despite of not being a direct tax
case referred to income taxation, it has implications on the effects of different –
diverging – income tax rules that affect certain taxpayers in the exercise of EU
rights – linked to citizenship –.
In Pusa the right comparison is made – from the citizens entitlment perspective
– between those citizens staying in the country of origin, which is the one that is
debating the compatibility of the tax/national measure, and those citizens moving,
exercising its right to move and establish its residence in another EU member State.
Obviously the comparison to be made should be different as regards the analysis of
a certain provision in the state of destination, where the establishment of the residence, or even the right to move could be also discriminated or restricted. The ECJ
rightly pointed out that the difference of treatment placed the latter at a disadvantage simply because they had exercised their right to move freely and whether, if
proved, such a difference of treatment could, where appropriate, be justified in
light of the criteria noted in the judgment (Pusa 21).
The Court also considered (p. 31) that not allowing taxes being paid by Mr. Pusa
in his new state of residence, the difference of treatment resulted in Mr. Pusa being
placed at a disadvantage by virtue of exercising his right to move and reside freely
in the Member State.

6.3 The Citizens Entitlement Relationship with other Fundamental
Freedoms and EU Law Rights
Van Hilten case is a decision that clearly shows the restrictive approach taken by the
ECJ to deal with the scope of the citizenship entitlement in front of the fundamental
freedoms, granting the first a true subsidiary character. Despite the fact that the
Advocate General considered so, the ECJ did not deal with the case on the basis of
citizenship, but on the grounds of the free movement of capital, because inheritance
felt inside the movement of capitals. In that decision, the fact that the move of the
citizen was made outside the EU – Switzerland –, getting not protection under EU
Law right based the final decision of the ECJ.
The reason given was that ‘the status requires States not to apply to their
nationals, taking advantage of the freedoms of movement and of residence which
are conferred on them by Article 8A of the Treaty, treatment which is less favourable than that which they would have received had they not taken advantage of
these freedoms. Comparison, then, should be made between nationals – resident in
the EU – moving and nationals – resident – not moving; and between nationals –
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earlier non-residents in the Member State – that decide to stay with nationals
already residing; and not with nationals non-residents, and not with residents-non
nationals moving:
– Because as that result, the State of origin does not discourage the national from
making investments in that MS from another State, nor from those remaining to
do so abroad (export neutrality mechanism) (ECJ p. 46 van Hilten).
– Because the tax (in former State of residence) does not diminish the value of the
state – compared to those that do not transfer the residence –.
– The court denies the comparison between nationals transferring residence, and
non-nationals transferring residence: the Court applies the Gilly doctrine to consider that (47) ‘such distinctions, for the purposes of allocating powers of taxation, cannot be regarded as constituting discrimination prohibited by article 73B
of the treaty
Where the citizenship entitlement lies? What type of protection gives to nationals
before its State of nationality? The Court simply stays on the formulation of the general rule but does not clearly consider whether the exercise of such allocation rules
leads to a discriminatory result – probably mainly because discrimination arises
against own nationals, not against foreigners –.
The Court does not answer such questions. Simply observes that the mere transfer of residence from one State to another does not come within Article 73B of the
Treaty. (p. 49 Van Hilten). Being true, the ECJ lacks any explanation referring to the
subsidiary citizenship rights scope of application: such a transfer of residence does
not involve in itself financial transactions or transfers of property, and does not partake of other characteristics of a capital movement as they appear from Annex I of
Directive 88/361/EC. The Court avoids to answer what type of relationship should
exist between free movement of capitals and citizenship rights, by simply saying
that national legislation discouraging nationals to transfer his residence to another
State – the Court does not consider whether it is a Member State or a non-Member
State because of the application of the free movement of capitals, but should be
somehow relevant – and hinders his freedom of movement, cannot for that reason
alone constitute a restriction on the movement of capital within the meaning of article 73B of the Treaty.

6.4 Renneberg, or the wrong Non-Resident Citizen and the Expansion
of the ‘Personal and Familiar Circumstances’ Concept28
The application of the concept ‘personal and familiar circumstances’ which requires
a specific comparison in the State of source/employment takes a new (complex) perspective with the Renneberg case.
28

The criticism is found in Meussen, “Renneberg: ECJ unjustifiably expands Schumacker doctrine to losses from financing of personal dwelling”, European Taxation (2009), p. 185-188;
Vording, “Renneberg v Staatssecretaris van Financiën – the problem of an extended
Schumacker rule”, BTR (2009), p. 67-73.
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The cased referred to a Dutch citizen, who transferred its residence to Belgium,
where he bought a dwelling, but continued to work in the Netherlands, where he
earned all of the personal income of the taxpayer. The Dutch citizen resident in
Belgium paid a mortgage interest that he was not able to deduct, neither in Belgium
nor in the Netherlands. In Belgium, because he earned no income and, moreover,
because mortgage interest payments were not deductible. In the Netherlands,
because he was considered non-resident and, therefore, foreign ‘negative income’
was not taken into account. However, Mr. Renneberg decided to claim that he was
discriminatorily treated in the Netherlands, and the Dutch Hoge Raad after cassation of the Court of ’s- Hertogengenbosch decision, contrary to Mr. Renneberg
claims, decided to refer for guidance in a preliminary ruling which was answered on
16th October 2008 (C-527/06).
Various issues claim our attention as regards the decision of the ECJ in Renneberg. First of all, the ECJ clearly and definitely overcomes the Werner case law.
In Werner, the ECJ considered that Mr Werner was a German national setting up a
practice in his State of origin on the basis of a professional qualification and professional experience acquired in that State (13), remaining subject to the legislation of
the State of which he is a national (14), having as the only factor which takes his
case out of a purely national context ‘the fact that he lives in a Member State other
than that in which he practices his profession (16).
The Court in Renneberg remembers that the freedom of movement for persons
intends to facilitate the pursuit by Community nationals of occupational activities of
all kinds throughout the European Community and preclude measures which might
place them at a disadvantage when they wish to pursue an economic activity in the
territory of another Member state. (43)
Secondly, the Court addresses the issue through the need to broaden the application of the Schumacker doctrine to the case, but in doing so it generates some misconceptions.
On the one hand, because the Court considers that the case deals with a ‘personal
and familiar circumstances’ to be taken into account for income tax purposes. It is
doubtful whether the deduction of a foreign ‘negative income’ may constitute a
‘personal and familiar circumstance’ for EU Law purposes or not. After Schumacker, there was some uncertainty as to whether a tax benefit (reduction of final
tax burden) could be considered a ‘personal and familiar circumstance’ for income
tax purposes. This fact was initially important because Schumacker established two
types of tax benefits affecting resident taxpayers as regard non-resident taxpayers:
those related to personal and familiar circumstances, and those other not related to
that personal situation. The distinction was initially linked to consider that for EU
Law purposes resident and non-resident taxpayers were not, as a rule, comparable;
but for extending ‘personal and familiar’ income tax benefits resident and non-resident taxpayers could become comparable, provided that certain conditions were
satisfied. However, this limitation of comparability was promptly overcome in
order to allow direct comparability between resident and non-resident taxpayers as
regards other income tax benefits that derived in a worse situation of cross-border
workers and persons (Asscher, Gerritse).
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There is certainly difficult to ascertain whether the tax policy measures regarding to the promotion of dwellings belong to the personalization of the personal
income tax or whether they can simply be related to a certain specific investment or
to the income resulting from it. In fact, it is possible that in certain countries the promotion of dwellings through tax incentive measures is seen as part of the personal
social promotion of taxpayers, as a means of allowing them to achieve its own
dwelling. In some other Member States, on the contrary, it relates to the concept of
income being taxed, allowing for deduction of necessary and related expenses –
negative income – to obtain a certain income. In others, the payment of mortgage
interest may stir up no specific attention to the legislator – as it seems to be the case
of Belgium – specifically in cases of dwellings for own use or not generating any
income.
From that disparity of income tax reactions in different Member States in mind,
the Court links the mortgage interest deduction – negative income – with the personal and familiar situation of the cross-border worker.
In my opinion, the worse treatment suffered by Mr Renneberg – compared to
Dutch resident taxpayers, but not if compared to Belgian resident taxpayers – is the
result of the disparity of treatment of mortgage expenses in different tax legislations
and to the fact that the State of residence not being able to tax him. In other words,
it is the result of the application of the exemption method. The exemption method is
the most effective mechanism to alleviate international double taxation, but leaves
opened some problems relating to negative income, which produce certain negative
results for taxpayers in that situation – lack of consideration of losses and expenses
in that State –.
The ECJ seems decided to improve the results of the mechanism by applying to
it the requirements of the functioning of the single market and the exercise of the
different fundamental freedoms. And in order to improve the inconsistencies of the
exemption method being used by the State of residence, it normally forces the State
of source/employment to modify its legal provisions of taxation. In some other
cases it also forces the State of residence to modify them and assume the implications of the neutrality derived from the national treatment rule and the market access
rule, like in Deutsche Shell.
My understanding of the case is to consider that the tax advantage at stake does
not refer to a ‘personal and familiar situation’, but to a deduction of certain expenses
that should be linked to certain taxable – or not – income.
On the other hand, it has to be seen whether this is a source State case or a residence State case. Mr. Renneberg was considered to be a resident in the Netherlands
and treated as such domestically, despite the fact of living in Belgium. In fact, he
was a deemed resident taxpayer as a result of the deemed provision applicable to
public servants.
It was only as a result of the effects of the tax treaty applicable, or more explicitly, of the effects of the specific interpretation of the treaty given by the Dutch tax
authorities, that mr Renneberg turned to be seen as a non-resident, instead of a limited resident taxpayer. However, the ECJ refused to consider that the tax treaty exercised certain influence in the discriminatory results of the case.
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Keeping that in mind, the case does not necessarily deals with a territorial application of the tax benefit, because resident taxpayers in the Netherlands could take
into account negative income derived from Belgian or other foreign dwellings on its
taxable base for income tax purposes. So, ultimately, the question, was whether
citizens – EU citizens – moving its residence from one country to another while
maintaining its basic source of income in the original state could suffer a discriminatory treatment compared to those that retained residence in the (former) state of
residence. And here the answer given by the ECJ is negative: they cannot be discriminated.
The answer given by the Court is, however, certainly critizizable because it
refers the comparability issue to Schumacker, when it is doubtful that a personal tax
advantage is at stake in the case.
However, at the bottom line of the case the defense of the ability to pay principle
under EU Law remains: a EU citizen by moving its residence – himself, differently
to what happened in the Schempp case –. Therefore, the Schempp consideration
could have been given: simply by moving its residence citizens do not have the right
to maintain its tax status and its previous preferential tax treatment. Although in
front of that it can be assumed that the point here is whether the move determined a
transfer of residence: my answer is that an effective transfer of residence existed,
despite the fact that for tax purposes this result was only achieved as a result of the
interpretation of the applicable tax treaty.

7. Final Remarks
The distinction between comprehensive tax liability and limited tax liability is a
relative one, as it depends on the circumstances of each case and taxpayer and,
therefore, basing the differences of the income tax system in such criteria may lead
to inconsistencies as demonstrated by the ECJ in its case law. From this perspective, the ECJ case law contributes to consider when taxpayers ‘are placed in similar
circumstances’ regardless of their resident status. By doing so, the ECJ departs
from the traditional OECD MC standard in article 24.1, especially in those cases
when the discriminatory treatment arises as a result of the effects derived from the
integration of a double tax convention allowing exemption of source State income
in the residence State with domestic tax law systems pleading for unlimited tax liability.
The Court of Justice has played an important role of integration of tax treaties
with EU Law, by interpreting their effects in conformity with EU Law. On the one
hand, integrating its effects for the consideration of the discriminatory situation. On
the other hand, verifying the effects of tax treaties at the justification process, for
instance modifying domestic coherence (Wielockx).
The Court of Justice has recognized since the first case the primacy of EU Law
over tax treaties, especially those signed between Member States after the date of
accession. Since Avoir Fiscal, it was made clear that Member States could not
invoke tax treaties to scape EU Law obligations, and as recognized in the Port case,
C-364/95, Member States could not escape EU Law obligations by signing a treaty.
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The ECJ accepts that tax treaties can cause restrictive situations contrary to
EU Law (Krankenheim). But, despite that fact, and at the same time, it has opened
a line of argumentation that tends to incorporate its assumptions on EU Law
requirements. Schumacker was the first case to integrate such requirements with
an adapted comparability structure. The recognition and assumption of tax treaty
rules followed afterwards through the assumption of the competence on Member
States to allocate taxing rights among them according to a treaty. Despite the fact
that the allocation rule was directly based on the nationality of the taxpayers, the
ECJ recognized in Gilly the competence of Member States to establish the allocation rules of tax jurisdiction that they may seem, and it was only the exercise of
such allocated rights that Member States should develop in conformity with EU
Law. Since then, the Court has step by step recognized the reasonability to follow
international tax treaty practice and has even further recognized the role of the
OECD Model and its Commentaries in certain cases. It remains to be seen how far
the ECJ is going to accept the assumptions of international tax treaty practice and
whether in some cases it is necessary to adapt such a practice to EU Law requirements.
One of the lines of rebalancing positions is the development of the balanced
allocation of tax power as a justification mechanism for restrictive and discriminatory tax measures. But in doing so, the ECJ cannot solely rely on the unilateral
understanding of such criteria. The symmetrical exercise of tax powers can only
be achieved through a coordinated, harmonized or bilateral mechanism. Unilateral decisions of a proper balance of taxing rights may result in lack of balance
and, as a consequence of that in double taxation or in double non-taxation (double dip).
There is a need to further elaborate mechanisms that tackle double taxation situations as well as double non-taxation results at an EU Level. As the evolution of
domestic tax rules and principles show, in a more integrated European Union what
should be at stake is whether European citizens and companies suffer a fair or unfair
(global) taxation, and to develop mechanisms to prevent unfair taxation. In so
doing, European Institutions (and obviously the ECJ) need to verify the validity of
the standard distributive rules to see whether they provide for a truly balanced allocation of tax powers; or, on the contrary they may consider that the actual terms of
the tax treaties signed between them already provide such a balanced result. If this
results in an increasing reliance on the tax treaties and the Model as part of the
acquis communautaire, their role should not be diminished to solely provide for
mechanisms to alleviate double taxation but, on the contrary, to consider whether as
a result of its integrated effects with domestic tax rules, cross-border and domestic
taxpayers suffer a fair global burdensome taxation. Otherwise, domestic and crossborder taxpayers will not be measured on the same foot leading to differences and to
unfair distribution of the public charges.
In the case that the tax treaty contradicts EU Law requirements (Krankenheim,
Saint Gobain), it remains to be seen what type of reaction should be recommended.
According to the procedural autonomy principle, it is for the States to precise the
mechanism of fulfillment of EU Law obligations under the loyalty principle. Uni-
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lateral domestic tax law changes and adaptations of tax treaties to EU Law seem to
be the preferred way, considering the difficulties of the renegotiation of tax treaties.
Tax treaties have an overall balance where global equilibrium is made as a result of
reciprocal concessions. Partial tax treaty amendments to accommodate them to EU
Law may find difficulties on its way. In a parallel way the absence of an EU Model
Tax Convention with compatible tax clauses prevents Member States to accommodate their tax treaty network to the evolving requirements derived from EU fundamental freedoms and citizenship rights. Considering such a lack of support, it is for
the ECJ to further elaborate the doctrine of the balanced allocation of taxing rights
as a mechanism that further integrate cross-border income taxation, tax treaties and
EU Law.
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Abstract
Limited liability to taxation is one of the classic outcomes of the self-restraint of the
power to tax by a Sovereign State. According to the mainstream literature, a State
can exercise its own taxing power in full only insofar (and insomuch) taxpayer is
qualified by a personal link with its territory. Apparently, the Schumacher case overturned this traditional way of applying taxes in an international context, ruling that
residents and non-residents can be compared in specific circumstances, and also
that an individual with a limited liability to tax in a (Member) State does qualify for
specific tax provisions intended to be applicable to residents only in that Country.
Rather than constituting an revirement of one of the pillars of International
taxation, the Schumacher decision was greatly influenced by the circumstances of
the case, ultimately justifying the extensive application of the non-discrimination
principle in that situation.
The article is aimed at tracing the development of the Schumacher doctrine after
the leading case, arguing (and providing evidence in the sense) that the decision
taken by the European Court of Justice in similar cases were also (although perhaps
unconsciously) influenced by the progress in the EU harmonization. The faster the
EU making process speeded up, the more the ECJ was keen to use the non-discrimination principle in a way to foster the harmonization. On the other side, the more
the process was slowed down, the more reluctant the ECJ was to extend the protection from discrimination to individuals (or legal entities) not fully liable to tax in
one of the Member States.

1. Setting the Scene: Non Discrimination in European Culture
(and Law)
The principle of Non Discrimination is somehow an intrinsic concept of the European way of thinking, long before it was enshrined in the Treaties or in the legal
reasoning of western lawyers.
To a certain extent, its first scientific draft was due to Aristotle’s philosophy,
according to which: it is unfair to treat unequally equal person and equally unequal
persons1.
1

Artistotle’s Ethic to Nicomaco, V, 5. (used version: Natali, “Nicomachean ethics: Symposium
aristotelicum”, Oxford (2009)); The same concept was literally repeated inECJ’s decision
Italian Refrigerators, C-13/63. In this case the ECJ clearly ruled that it is to be considered as
discriminatory to treat equally unequal person and unequally equal persons.

I. Richelle et al. (eds.), Allocating Taxing Powers within the European Union,
MPI Studies in Tax Law and Public Finance 2, DOI 10.1007/978-3-642-34919-5_2,
© Springer-Verlag Berlin Heidelberg 2013
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Following the Greek logic, the principle was subsequently implemented
in Roman law and later on the experiences and legal tradition of various
States2.
Even if it suffers from countless exceptions and derogations, it is also recognized by the International Community3 in a number of Bills and Charters: both in
hard law and in soft law4. There are clear references to the principle in the 1948 Universal declaration on Human Rights (articles 1, 2 and 7), in the 1966 International
Covenant on civil and political rights (Article 26) and, eventually, in the European
Convention on Human Rights and fundamental Freedoms (Article 14)5, not to mention tax-related sources of soft law6.
A survey on the scientific development of the non-discrimination principle is far
beyond the scope of this contribute even choosing a tax law perspective only7, but if
we consider the development of it through the ages and the different sources of law
mentioned above, it’s easy to consider that former text Article 12 of the EC Treaty8
is a consequence of that debate9.
Although based on (the concept of) nationality, it enshrined a general, overarching principle without any prejudices to other specific provisions applicable to
specific matters and circumstances10.
The relevance of the principle was also confirmed a that time by the drafting of
the Treaty: the above mentioned provision (Article 12) was placed amongst the
principles of the Treaty: a clear evidence of the fact that the Founding States wanted
to emphasize in particular the role of it11, and considered the non-discrimination
2

3

4
5
6

7
8
9
10

11

“Prohibitions of tax discrimination have long appeared in constitutions, tax treaties, trade
treaties and other sources, but despite their ubiquity little agreement exists as to how such provisions should be interpreted.” Mason/Knoll, “What is tax discrimination?”, Yale Law Journal,
Vol. 121 (forthcoming in 2012 but available at http://ssrn.com/abstract=1647014 (2010)).
Bayefsky, “The principle of equality or non-discrimination in international law”, Human Rights
Law Journal (1990), 11, p. 1; Lerner, “Group rights and discrimination in international law”,
Leiden (2003).
Chinkin, “The challenge of soft law: Development and change in international law”, International and Comparative Law Quarterly (1989), 38 (4), p. 850.
Harris/O’ Boyle/Bates/Buckley, “Law of the European Convention on Human Rights”, Oxford
(2009).
UN Model and OECD Model Conventions respectively; see also: Arnold, “Tax discrimination
against aliens, non-residents, and foreign activities”, Toronto, (1991); López-Santana, “The
domestic implications of European soft law: Framing and transmitting change in employment
policy”, Journal of European Public Policy (2006), 13 (4), p. 481; Mörth, “Soft law in governance and regulation: An interdisciplinary analysis”, (2004).
See also: Weeghel, “The improper use of Tax treaties”, London (1998).
Reference now to the provisions in force at the time when the Schumacker case was decided,
now Article 18 TFUE.
Mason/Knoll cit.
Wouters, “The Principle of Non-discrimination in European Community Law”, EC Tax Review
(1999), p. 98; see also: Van Raad, “Non-Discriminatory income taxation of non-resident taxpayers by member states of the european union: A proposal”, Brook. J. Int’l L. (2000), 26,
p. 1481; Jones/Depret/Van De Wiele/Ellis/Van Raad/Fontaneau, “The Non-discrimination
article in tax treaties”, Brit. Tax Rev. (1991), p. 359.
Terra/Wattel, “European Tax Law”, Alphen aan den Rijn (2008).

Revisiting “Schumacker”: The Role of Limited Tax Liability in EU Law

45

clause as a sort of tool to pursue the goals of the Treaty: a safeguard of the free market and free competition12.
As a matter of fact, non-discrimination is not only an aim of the Community
(now, of the Union), but rather a mean to reach other targets. Non-discrimination prevent each member State from the implementation of rules and laws that
could possibly generate unreasonable different treatments for other European citizens13.
Some authors14 argued also that non-discrimination can be considered as a specific expression of the principle of equality because of its placement in the text of
the Treaty and thanks to the ECJ interpretation of it15, while others tend to have a
more restrictive approach16, being of the opinion that only qualified discriminations
falls within the scope of the Treaty and equality is a concept not co-extensive to
non-discrimination17.
This different attitude is also confirmed by other positions under which non-discrimination can be seen also as a driver for the harmonization of the market; a general guideline for the European lawmaker in the implementation of directives and
regulations (to be consistent with the principle), and eventually as a Quasi-constitutional principle capable of being developed via ECJ case law even in contexts where
an economic freedom or economic situation is not at stake18.
This seems to be a specific feature of the EU-inspired non discrimination principle, whereas the same rule, applied in different contexts, is not capable of such an
extensive interpretation. Let’s consider, for instance, the European Court on Human
Rights (ECtHR, from now on) case law in the application of the European Convention on Human Rights. In that context the Court of Strasbourg always emphasize the
fact that Article 14 is not capable of an autonomous (stand alone) interpretation, but
rather needs to be taken in conjunction with other provision of the Convention (or of
the Protocols to the Convention)19.

12

13
14
15

16
17
18

19

See, inter alia, Schratzenstaller/Becker/Fuest/Elschner/Overesch/Genser, “Corporate taxes in
the European Union”, Intereconomics (2007), 42 (3), p. 116; Andersson/Eberhartinger/Oxelheim, “The role of national tax policies in the European Union”, In Andersson/Eberhartinger/
Oxelheim (Eds.), “National tax policy in Europe”, Berlin – Heidelberg (2007).
See also, although in a Spanish perspective, Garcia Prats, “The potential impact of the EC nondiscrimination principle on Spanish income taxation”, EC Tax Review (1998), p. 176.
Garcia Prats, “Imposición directa, no discriminación y Derecho Comunitario”, Madrid (1998),
p. 65.
Di Pietro, “Per una costituzione fiscale europea”, Padova (2008); Fantozzi, “A force of the
European Constitution beyond its formal adoption: From non-discrimination towards a tax
equality principle”, Festschrift Vanistendael, Aalphen Aan Den Rijn (2008), p. 387.
Wouters/Vanistendael, “Tax revolution in Europe: The impact of non-discrimination”, European Taxation (2000), 40 (1/2), p. 3.
Oddný, “Equality and non-discrimination under the European Convention on Human Rights”,
The Hague – New York (2003).
Cremona, “Neutrality or Discrimination? The WTO, the EU and External Trade”, in: De Burca/
Scott, “The EU and the WTO: Legal and Constitutional Issue”, Oxford (2001), p. 159; Fantozzi,
(2008) cit.
Harris/O'Boyle/Bates/Buckley, (2009) cit.
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ECJ was not so reluctant in the past decades, and developed an autonomous
approach to the possible application of the clause20. It could be argued, to a certain
extent, that where the ECtHR adopted an (over) cautious approach, the ECJ used the
non discrimination clause in order to foster, insomuch it was possible, the harmonization of the direct tax systems across the EU; or more accurately, to remove the
barriers preventing that.
The aftermath is not the same. Academics generally agree on the fact that the
Judge-made harmonization is the pars denstruens of the European building of a
lager house. Just like every harmonization build on the removal of (national) provisions, it doesn’t provide the systemic views that statutory law does.
And in this case ECJ had to develop the rule on non-discrimination which was
settled in order to protect (apparently) only the citizens of a member State from the
discriminatory provisions established in another State.

2. Continued: The Development of ECJ Case Law on
Non-Discrimination
The first and perhaps foremost difficulty ECJ had to deal with was (is) the fact that
the Treaty doesn’t contain any clear definition of “discriminatory treatment” and
therefore the ECJ had to develop its own approach to it, particularly after Schumacker21. In this respect, one of the first statement was that a different treatment for
tax purposes doesn’t always entails a discriminatory attitude or intention22, and that
even similar or equivalent situations can be treated differently if there’s a reasonable
justification in that23.
It is also for this reason that ever since the early steps in the development of the
case law, ECJ confronted discrimination(s) and restriction(s).
Bearing in mind that article 12 (ratione temporis) of the Treaty was focused on
nationality, nonetheless it has always been possible by the Court (and by academic
mainstream interpretation) to read the over-arching principle on non discrimination
as enshrined in every and each fundamental freedom of the Treaty24. However,
while non-discrimination was clearly mentioned in article 12 EC Treaty (now article 18 TFEU), other articles focused on the concept of restriction.
In Kraus25 the Court held to be restrictive any way or mean implemented by the
State of the case that, even without any discrimination based on the nationality status, was capable of limiting or disincentivating the exercise of one (or more) fundamental freedoms by citizens of the EU.

20
21
22
23
24
25

See the case law at § 6.
The case and the implication in the subsequent development of EU law shall be discussed in the
following chapter.
Klöckner-Werke AG and Hœsch AG, C-20/61.
See, inter alia, Ruckdeschel, C-117/76 and C-16/77. See also Sermide, C-106/83.
Barnard, “The substantive law of the EU: The four freedoms”, (2007), USA.
Dieter Kraus, C-19/92 (the case concerned the legislation of a Member State requiring authorization for the use of academic titles awarded in another Member State).
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In this respect, it was argued, the concept of non-discrimination was somehow
included in the prohibition of restriction(s), with the latter notion being wider than
the first one. In some decisions, the ECJ argued that non-discrimination principle
enshrined in Article 6 (then Article 12 and eventually Article 18 in the subsequent
amendment and re-drafting of the Treaties) had to be considered as a sort of “catchall” clause, suitable to be used where the circumstances of the case didn’t fall into
any of the Treaty freedoms. In other words, Article 6 was deemed to be applicable
where no other specific provision of the Treaty could be triggered26.
In this respect the Court always demonstrated a very extensive approach to the
concept of non-discrimination, willing as it was to use it to promote a negative integration of the law via a judge-made EU law27.
Obviously in this sense the only two limits to be considered in this harmonization of the EU (taxing) rules via the principle on Non-discrimination had to be
found in the assessment of the conditions to make a discrimination judgement possible, and the existence of justification causes for discrimination28.
While the seconds arose the interest of academic literature (and case law) for
decades and possibly fall beyond the scope of this paper29, a further inquiry into the
conditions to make a judgement on discrimination possible need perhaps further
explanations at this point, considering that the limited liability to taxation is per se
a condition making a resident different from a non resident individual or legal
entity.
In other words, the contribute Schumacker gave to the development of EU law,
and is continuing to give still nowadays, consists in one of the most flexible application of the principle of non-discrimination, stretched up to encompass a case
where a comparison was established between residents and non-residents for tax
purposes.
Yet beyond (and before) Schumacker, the Court never settled a clear path to
assess discrimination, or, more accurately, it never established clearly, ex ante, a set
of benchmarks upon which assess the infringement of the principle of non-discrimination. Despite the lack of clear provisions, however, it is possible to assess in the
ECJ case law some recurring statements that make an inquiry into the condition for
a non-discrimination judgement something more than a random walk in the judge
made EU law.
26
27

28
29

Halliburton, C-1/93 at § 15; Gilly, C-336/96, § 37.
Graetz/Warren, “Dividend taxation in Europe when the ECJ makes tax policy”, Common Market Law Review (2007), 44 (6), p. 1577; Scharpf, “Negative and positive integration in the political economy of european welfare states”, in: Governance in the European Union, London
(1996), p. 15; Bartolini, “Restructuring Europe: Centre formation, system building and political
structuring between the Nation-state and the European Union”, Oxford (2005); For a critic
approach to this development of EU law see Cappelletti, “Is the European Court of Justice running wild?”, Eur. L. Rev. (1987), 12, p. 3.
Terra/Wattel, (2008) cit.
Longo/Mondini, “Il principio di non-discriminazione in materia di imposte dirette”, Bologna
(2002), Università di Bologna (Collana del Corso di perfezionamento in Diritto tributario
“A. Berliri”), p. 18.
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As a matter of fact, and starting right from Schumacker, it is possible to observe
that the Court adopted two different theoretical approach: a limited comparison and
an extensive one30.
Avoir fiscal 31 is a clear example of the application of the first doctrine to nondiscrimination.
In that case the Court compared the fiscal treatment of a resident company with
the one of a non-resident having an operative branch in the source State. In other
words: it considered a company resident and a permanent establishment of a nonresident one.
The outcome of the comparison was that the rules to be applied for the calculation of the taxable base were exactly the same (i.e. for the resident company and for
the French branch of the non-resident one) and therefore the only reason for refusing a tax credit to the branch of the foreign company (or, more precisely, to the latter
as such) had to be found in the fact that this company was not incorporated in
France or, more precisely, was resident elsewhere.
In this context, no objective difference was recorded between the situations and
therefore no ground was found for a legitimate different tax treatment, even considering the fact that the two compared taxpayers were not in an identical situation
under a pure formal perspective.
Another case in which the Court manifested a sort of itemized approach (that is,
comparison between the taxpayer alleged to be discriminated and another one in the
same circumstances for what concerns a specific item of income or wealth to be
taxed) is Commerzbank 32.
Even in this situation ECJ compared the taxpayer of the case and the other ones
judging the actual impact of a national provision. More precisely, the ECJ considered to be discriminatory the decision of the State Government (the UK) to attribute
a higher tax credit for interest payments only to resident companies and not to nonresident ones.
Even if there’s no room and necessity here to go into details, it is evident that the
Court assessed the existence of a discrimination considering the position of the
(non-resident) taxpayer only insomuch it was necessary to evaluate the European
compatibility of the interest reimbursement system or, in other words, the specific
provision attributing a higher interest reimbursement to resident only.
ICI 33 is another case that could be considered in the “itemized approach doctrine” that the Court took in the past when applied the non-discrimination clause
either in conjunction with other fundamental freedoms of the Treaty or, more infrequently, as a stand-alone concept.

30
31
32
33

See: Bizioli, “Evoluzione del diritto di stabilimento nella giurisprudenza in materia fiscale della
Corte di giustizia”, Riv. it. dir. pub. com. (1999), p. 81.
Avoir Fiscal, C-270/83; See also: Lamb/Lymer/Freedman/Simon, “European law of taxation”,
in: O'Shea, “Taxation: An interdisciplinary approach to research”, Oxford (2005), p. 217.
Commerzbank, C-330/91.
Imperial Chemical Industries (ICI), C-264/96.
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In ICI the Court judged on the possibility for a holding company resident in a
member State (the UK, once more) to offset losses with other companies belonging
to the same group (and therefore controlled by the holding).
This possibility was given to the controlling companies with subsidiaries in the
UK, but not to those holding participations in subsidiaries resident in other member
States (such as the ICI group).
More precisely, ICI was prevented from the application of the consortium relief
provisions even if the losses it wanted to offset were originated by a UK resident
company of the group. In this case the ECJ judgement was once more agains the
member state and the provisions applicable ratione temporis.
The reason was that a provision such as the British consortium relief would have
pushed UK resident companies to invest capital and resources in UK resident companies preferably, considering the tax advantage attributable only insofar the controlled company was resident in the same Country as well.
Despite the complexity of the case and the peculiar UK provision under scrutiny by the Court, the most striking factor was the fact that the national provision
was considered in a specific perspective or, in other words, emphasizing some
qualified features of the taxing provisions. In this respect, Schumacker was a case
of a different kind, manifesting a more comprehensive approach to the non-discrimination test that was subsequently followed also in Wielockx 34 and Asscher 35
perhaps.
In this new stream of cases the ECJ considered the overall ability to pay of the
taxpayers involved, rather than a specific taxing rule: it manifested therefore a more
aggressive approach towards the national tax system that was scrutinized in the light
of general principles and not on selective rules. Even if this aspect shall be discussed in details later on, in Schumacker, for instance, the Court took its decision
considering the application of the taxing rules (of the source state and of the resident
country) to the taxpayer.
This is perhaps the most delicate point of the Court’s reasoning. While in other
cases the discrimination was assessed considering a different treatment in one State
as applied to an individual “A” and to an individual “B”, in Schumacker the ECJ
considered the German rules to be in violation of the Treaty even if the taxpayer of
the case was non resident in Germany (he was a commuter36, to a certain extent) but
generated most of his income there.
Violation of the non-discrimination principle here derived from the application
to the taxpayer of the taxing rules of the source State and of the residence State
taken together, with the latter found to be to in line with European principles. What
counts more in this respect is not the residence of the individual, but rather the residence of his/her ability to pay37. The difference between source rules and residence
34
35
36
37

Wielockx , C-80/94.
Asscher, C-107/94.
Lyal, “Elimination of tax disadvantages for frontier workers: Non-Discrimination and exceptions”, Era-Forum (2006), 7 (3), p. 336-344.
Bizioli, “Impact of the freedom of establishment on tax law” EC Tax Review (1998), 7, p. 239.
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rules therefore blurs every and each time when substance prevails over form or,
more precisely, the majority of the income yielded is placed in the “source State”
which is different from the “residence State”.
Even if, according to the id quod plerumque accidid most of the income attributable to an individual (or to a company) is produced in the Country where he / she
is resident (although the number of exceptions is always increasing) probably the
difference between source State and residence State is progressively blurred in the
reasoning of the Court, making substance prevail over form. Or, in other words,
making the assessment of the place where the majority of income is produced to
prevail on the others, despite the fact that taxpayer is resident in one of the latter
places.
As was mentioned in the academic literature38, the concept of source or of residence should be attached to the ability to pay, which is a legal status of the individual but might not always coincide with the place where he/she is resident.
The Schumacker case was perhaps one of the first where this distinction arose.
And more precisely, the complexity of the case derived from the fact that the liability to tax was not the same, considering the source State or the residence one.
Even if, from a conceptual perspective, it is possible to agree on the fact that the
distinction between source and residence is not always clear39, and we could consider residence as a deemed source of income (or a deemed source of the majority of
income), nonetheless the specific taxing rules still make a distinction between
source and residence on the consideration that only the State of residence entails a
full power to tax (or, vice versa, only the resident individual or company has a full
liability to tax) while the source State may (should) tax the individual (or the company) only on income produced therein.
The major contribute Schumacker provided to the development of the European
Tax law in general and to the application of the non-discrimination clause in particular consists indeed in the new perspective it opened to the comparative judgement
and urging for a rethinking of the limited liability to tax status.

3. Defining the Concept of Limited Tax Liability in International
Tax Law (and EU Law as well)
In International tax law there are no generally recognized rules obliging the States to
tax resident individuals or companies according to the world-wide income principle
and States where a source of income is placed according to a sort of limited liability
rule.
Academic literature40 pointed out that while the power to tax can be considered
as a part of the sovereignty of a State in the International community, there can’t be
38
39
40

Bizioli, (1998) cit.
It could be considered somehow fictitious as well, bearing in mind how flexible the concept of
residence is.
Qureshi, “The freedom of a state to legislate in fiscal matters under general international law”,
IBFD Bulletin (1987), p. 16.
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limits to its theoretical exercise but those that can be found in the actual collection
of taxes. In this respect a State can tax a non resident (or non established, or a non
citizen, or whatever else) company or individual without any limits derived by
generally recognized rules41.
A taxing rule imposed on a taxpayer without any significant or minimal nexus
with the taxing authority wouldn't be considered as an infringement of International
law, the ius commune, in this respect.
On the other hand, there are some other opinions.
Under the view of other authors42, for instance, taxing power needs some form
of (genuine) link to be exercised. More precisely, in the view of these authors a State
can exercise its own taxing prerogatives only insomuch (and as far as) the taxpayer
has some sort of link with that State, most generally of physical nature (residing
there, or having his or her abode there, and so on). In this second perspective, some
sort of proportionality should exist between the tax that could be levied and the
quality of the nexus (duration, amount of taxable base produced, etc ...).
No positive rules endorse this opinion nor there's a customary principle confirming this conclusion.
However, as a matter of fact, in most of the Countries all around the world (but
with some remarkable exceptions) the taxing power is exercised only insofar the
taxpayer has some sort of nexus with the legal system of the State.
The legal nexuses, or genuine links, may vary from State to State and from jurisdiction to jurisdiction, and of course they have been changing across the decades,
ranging from the classical ones43 for whom a little debate ever arose in the legal
community (for instance, this was the case of income produced by a real estate
placed in a state different from the one the owner of the estate is resident in) to the
most advanced and complex ones (this could be the case of the territoriality principle applied to an intellectual property registered in some countries or paid from
licensee resident in other ones, and possibly exploited somewhere else)44.
There’s no need here to get further in details for the analysis of the topic in a
purely European perspective45. The most relevant and important factor being the
fact that a nexus is needed and where it does exist or is feeble, a State generally do
not exercise its taxing power or limits it.
Of course, in most of the cases this concerns income, in some other the taxes on
capital, but in every circumstance (or in the vast majority of them) the source State
implement de facto a sort of rule of proportionality limiting the tax to the ability to
41
42
43
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45

Qureshi, (1987) cit.
Qureshi, (1987) cit., 18, (note 20 and sub.).
Cnossen, “Taxing capital income in the European Union: Issues and options for reform”,
Oxford (2000), and in particular the contribute by Bird, “Source vs. residence-based taxation in
the European Union : the wrong question?”, p. 78
See also Vogel, “Worldwide vs. Source taxation of income: a review and re-evaluation of arguments” Intertax (1988), 8 (9), p. 216.
Bird/Wilkie, “Source vs. Residence-Based taxation in the european union: The wrong question?”, International Centre for Tax Studies, Joseph L. Rotman School of Management, Toronto
(1997).
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pay manifested in its own territory. The limited liability to tax is therefore a phenomenon than could be considered as the outcome of a generally accepted rule that
never became a customary law in international tax law46. More precisely, it could
be considered as an intrinsic self-restraint of the source State while dealing with a
taxpayer that hasn’t got any other kind of link with the territory of it, considering
the territory as one of the universally accepted element of a State to be considered
sovereign47.
Limited liability to tax or taxation at source (with or without the application of a
withholding tax or a previous tax assessment) and the necessity to cope with the
“world wide income principle” is not therefore a feature typical of the European
legal system. In the old continent, however, the existence of a binding supranational
legal system, an independent judiciary and the power to take decisions also on tax
matters, make the situation much more complicated.
In International taxation, according to the mainstream literature there’s no legal
foundation to the genuine nexus doctrine insofar this implies that fact that the taxing
power of a State can’t be exercised beyond the taxpayer assets on its own territory48.
Theoretically speaking a State could impose a “world wide” taxation even to nonresident (or non citizen or non domiciled) individuals or legal entities irrespectively
of their status.
Literature pinpointed that:
“In fact, international taxation is not, on the whole, characterized by reason.
Thus, there is no territorial principle in International law which limits taxation to
income arising within the territory to fiscal subjects within the jurisdiction
(emphasis added)”49.
Again, authors admit the fact that:
“... [T]here is indeed a discernible practice of States to base fiscal jurisdiction on
certain common “reasonable links” ...”
Even in these circumstances, however, the practice amongst States differs so much
that it is not possible to ascertain the existence of a common principle or a rule of
international customary law50.
The conclusion is confirmed when the analysis shifts from the assessment of a
taxable base to the calculation of it: some States prefer to levy a withholding tax,
while others insist on a different kind of taxation at source. It is possible to get
further elements against the thesis according to which a general limit to the power to
tax exist and ought to be respected by the states From the difference in the ways and
means to tax the income where the source.
46
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Chrétien, “A la recherche du droit international fiscal commun”, Sirey (1955).
Shaw, “International law”, Cambridge (2003), p. 416; Currie, “Public international law”,
Toronto (2008), p. 25.
Qureshi, (1987) cit., 16.
Qureshi, (1987) cit.
Chrétien, (1955) cit.
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The European situation falls outside this paradigm, with EU law imposing a
non-discrimination principle that can influence the sovereignty of the States once
they decide to exercise their taxing powers also on individuals (or legal entities)
having a (genuine) link with their territory that appears somehow weaker than the
traditional ones (most notably, citizenship, residence, domicile: in other words, a
link related to the taxpayers’ personal status). When a State decides to tax an individual (or a legal entity) which is not resident in its own territory (or having any
other kind of personal link with it), it can do that, but must behave consistently with
the non-discrimination rule.
Before going back to the circumstances of the case, after so many years and
enlightening contributes51, it could be perhaps more interesting to set the starting
point of the reasoning in Schumacker, that could be better understood if the reader
consider the situation in a EU tax law perspective and in an International tax law
one together.
The reason is that the limited liability to tax that was considered in Schumacker
is, as a matter of fact, a different way to calculate the ability to pay of an individual
(in the case) and as such it can be compared with the full liability of a resident individual, particularly when in the specific case the limited liability turns out to be de
facto a full liability52 (or better the amount of income to be taxed in the source State
roughly coincides with the overall amount of income to be taxed consistently with
the personal nexus in the State of residence).

4. Revisiting the Circumstances of the Case Schumacker …
Up until § 35 the decision in Schumacker was nothing but a confirmation of the traditional interpretation of the non-discrimination rule (in this case, taken in conjunction with Article 48 of the Treaty, that is, the free movement of persons).
The position of the Court was clear in this respect: resident and non resident are
not in comparable situations.
Another element in discussion was the source of distinction.
In German tax law, the rules applicable to the calculation of income tax base
were different while applied to residents and non residents53. More precisely, qual51
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See inter alia, Graetz/Warren, “Income tax discrimination and the political and economic of
Europe” Yale L. J. (2005), 115, p. 1186; Vanistendael, “Fiscal integration in the European
Union” International Handbook on the Economics of Integration: Competition, Spatial Location of Economic Activity and Financial Issues, (2011), 2, p. 426; Van Thiel, “Free movement
of persons and income tax law: The European Court in search of Principles: An investigation
into the constitutionality of income tax laws and tax treaties of the member States and the potential consequences of the Court's income tax case law”, Amsterdam (2002); Van Raad, “Comment: The meaning of non discrimination”, Foundation for European Fiscal Studies, Rotterdam
(1994), p. 47; Fantozzi, “A force of the European constitution beyond its formal adoption: From
non-discrimination towards a tax equality principle”, in: Festschrift Vanistendael, Aalphen Aan
Den Rijn (2008), p. 387.
It is well known that in the case Mr. Schumacker produced nearly all of his income in the source
State.
The applicable discipline is summarized in §§ 3-14 of the sentence.
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ified advantages (such as the income splitting mechanism) was possible and applicable only for resident individuals, disregarding their nationality. It was not a case
for direct discrimination, therefore.
But in these specific circumstances the Court was addressed in a very specific
question: namely, the question of an individual resident in one member State but, as
a matter of fact, showing his ability to pay in another one.
The Court therefore was taken by the German judiciary to assess the compatibility of a taxing rule applicable to non residents while applied to individuals that
were, de facto but not under law resident54.
The difference was relevant. There’s no need in this respect to go into the details
of the case, but of course the resident taxpayer was authorized to consider expenditures, deduct costs and calculate taxable base in a more generous way vis a vis the
non resident one. This was not to be intended as a discriminatory choice, but rather
a logical consequence of the world wide income principle and of the personal nature
of the tax to be imposed.
Personal taxation in most of the European countries (including Italy) entails the
necessity to consider the overall situation of the taxpayer, including assets, liabilities and social status that otherwise wouldn’t be relevant in the calculation of the
taxable base55. Personal taxes are those with whom social goals are pursued, policies are implemented, redistribution of wealth occurs. Obviously similar achievement are possible also with indirect taxes, but, as a matter of fact and historically,
most of the goals mentioned above are reached via the fine tuning of personal
taxes.
The case in discussion was a clear example in this respect, dealing as it was with
an income splitting mechanism which was set up by Germany in order to support
families, allowing a division of the taxable base between the two spouses and making the marginal rate to be applied to income lower56. In other countries, such as
Italy, for example, where income splitting is not possible, the legislator attributes
lump sum deductions from tax base in order to soften the tax base57.
Despite the different ways and means to make taxation customized to the necessity and to the status of the taxpayers, all the systems invariably move from a common starting point: personal taxation and the tax instruments to make taxation personal are to be applied where taxpayer is resident or where the most relevant nexus
with the territory of a State does exist.
Implicitly or not, personal allowances, credits or deductions are always attributed where the individual is resident. Considering that it is ought to the residence
54
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Schumacker at § 19, sub. 1, 2, 3 and 4.
See recently the contributes in Maisto, “Residence of companies under tax treaties and EC law”,
in: “EC and international tax law series, Volume 5, Tax residence of corporations”, Amsterdam
(2009); Maisto, “Residence of individuals under tax treaties and EC law”, Amsterdam (2010).
The request by Mr. Schumacker is summarized in the text of the sentence at § 17 and the question raised to the ECJ at § 19, sub. 4.
Greggi/Macchia, “Family Taxation: An Italian Perspective in the Mid-Seventies (Constitutional
Court Case N°179 of 1976)”, University of Ferrara Working paper series on Taxation (2010),
p. 1.
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state to consider aspects related to personality or family burdens, the Source state
does not allow any deductions in this respect (although some exceptions might
occur)58.
There’s no discrimination in that respect, but rather a logical consequence of a
sort of territoriality principle that works for taxable base and for allowances (and
deductions) as well. It’s a sort of symmetrical approach that could be hardly questioned in front of any Court, including perhaps the ECJ.
What in the Schumacker case is called ‘limited liability to tax’ could be also
named as ‘qualified liability to tax’, in order to convey the concept that the source
State makes a self-restraint in the calculation of the taxable base, but also in the
attribution of tax advantages.
The symmetry of the system, obviously, breaks down whenever the residence
State and the Country where the majority of income is earned do not coincide or,
even worst, when no income is produced in the source State.
Theoretically speaking, this could be the case (1) of an individual resident in a
State A, having most of the income produced in State B and asking for the attribution of tax advantages (income splitting, qualified expenditures, etc ...) over there
(that is, in State B) or the case (2) where an individual is resident in State A, produces most of the income in State B, produces some income in State C and asks in
State C, a pro-rata attribution of allowances, expenditures, or whatever else is there
attributable to individuals earning income.
An unrestrained application of the non-discrimination rule would possibly take
even case (2) to be considered as against article 12 applicable at that time (now
Article 18). But that was not Mr. Schumacker’s case.
Since § 36 of the motivations, it seems that the Court takes a different approach,
somehow more careful despite the ground breaking nature of the decision.
Discrimination here is considered as follows:
36 The position is different, however, in a case such as this one where the nonresident receives no significant income in the State of his residence and obtains
the major part of his taxable income from an activity performed in the State of
employment, with the result that the State of his residence is not in a position to
grant him the benefits resulting from the taking into account of his personal and
family circumstances.
37 There is no objective difference between the situations of such a non-resident and a resident engaged in comparable employment, such as to justify different treatment as regards the taking into account for taxation purposes of the
taxpayer’s personal and family circumstances.
In other words, the Court considered taxpayer’s situation as a whole, making substance to prevail over form, and considering that even if the taxpayer of the case was
formally resident in another Country, nonetheless and the fact he could be considered
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somehow resident in the other State (that is, Germany). Obviously the Court never
considered taxpayer as resident in this second Country, and, this is perhaps the most
important feature of the decision, didn’t found necessary to ascertain that.
The point was that the majority of Mr. Schumacker’s income was produced elsewhere, and therefore the tax advantages and mitigations attributable to him in the
source State had to be those given to a resident individual, that is, to an individual
fully liable to tax there because of his personal status. Where source makes the
taxable base to collimate with the resident tax base, then the same advantages,
expenditure and so forth ought to be recognized in tax law.
Considering Schumacker in a different perspective (the one relevant for an international tax lawyer) we could observe that the genuine link theory mentioned above
at § 2 is perhaps pushed here to the extreme, with a State forced to recognize tax
advantages (in the sense of a reduction of the taxable base or the amount of tax to be
paid) wherever it imposes a tax liability over a non-resident (or non-localized
therein) taxpayer.
It’s perhaps a bridge too far in the reasoning of the Court (it was in 1995 and it
is still nowadays), in the sense that ECJ found and infringement of the Treaty and of
the freedom of movement of workers in the fact that from a ‘localized full liability
to pay’ doesn’t entail a right to deduct specific expenditures or calculate the taxable
base in a less aggressive way.
The same approach was perhaps taken also by the ECtHR some years before, in
Darby59, and in this respect is quite interesting to compare the two solutions provided by the Courts that are, not surprisingly, quite similar.

5. Continued: … and Schumacker alike: the Human Rights
Perspective
As mentioned in § 4 and above, the European Convention on Human Rights and
fundamental freedoms contain a non-discrimination clause (Article 14) that has
been commonly used by the European Court of Human Rights in conjunction with
other articles of the convention to prevent discriminatory practices within the Council of Europe.
The Court has maintained that it is possible to read Article 14 in conjunction
with Article 1 of the First Protocol to the Convention (Protection of property60) and
therefore to extend its possible application to tax cases as well.
Despite the fact that not many cases involving the application of direct taxes
(thus not considering those concerning procedural aspects) are still available nowadays, Darby is the one the resembles, although non very closely, the circumstances
of Schumacker.
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ECtHR, Darby v Sweden, 11581/85, in Publications de la Cour européenne des droits de
l’homme, A-187, Köln; Gribnau/Happé, “Restricting the legislative power to tax”, Netherlands
reports to the seventeenth international congress of comparative law (2006); Harris/O'Boyle/
Bates/Buckley, (2009) cit.
More precisely, the text of the protocol makes reference to individuals’ possessions.

Revisiting “Schumacker”: The Role of Limited Tax Liability in EU Law

57

Mr. Darby, a Finnish citizen, carried out medical activity under contract in Sweden: the incomes deriving from its employment came consequently subjected to
taxation in this State, even if he did not choose to establish there his own residence.
Being Sweden characterized from a direct taxation system on a territorial base, the
tax were collected by the competent local (district) authority.
However Mr. Darby, not being formally resident in Sweden, and therefore
escaping to this first criterion of localization based on the place of income production, was considered resident in a common (virtual) district of Sweden (gemensamma distriktet) and took advantage of a reduced rate of tax.
Starting from 1979 the Swedish definition of residence was amended, with the
introduction of an analogous concept to that of “effective residence” of the taxpayer: once that the taxpayer has been considered resident in Sweden through the
application of the Convention on double taxation, the principle of “effective residence” would have prescribed to the Administrative authorities in which district the
same taxpayer had to be considered resident for the municipal and church tax purposes (the latter was a tax due to the Lutheran church of Sweden).
The church tax was redefined with the law on the freedom of religion, 1961 (lag
436/61 om församlingsstyrelse), that admitted the payment of the church tax or, for
the not worshippers of the church of Sweden expressing their dissent, of another tax
applied on the same income basis of the former but with a rate reduced to 30% of the
Church tax.
The possibility of expressing the dissent however was left to the residents in
Sweden. The European Court therefore has been found in front of a case in which
the fiscal interest of the State was manifested differently depending on the residence
of the taxpayer (resident, non-resident, effective resident).
On one side Article 1 § 2 of the first additional Protocol (cited by the taxpayer)
recognized the right of the sovereign State to levy taxes even without the respect of
the principles expressed in § 1. On the other side Article 14 of the Convention
emphasized the non discrimination principle in the protection of rights (and interests) acknowledged by the Convention61.
The Court in Darby was ready to recognize the supremacy of the fiscal interest,
even if discriminatory in its nature, but only if the discrimination in itself follows a
“legitimate scope” while manifesting a reasonable relationship of proportionality
between the chosen taxes and the ratio of the provision founding the different treatment.
In the case mentioned, the legitimate scope pursued by the Swedish fiscal
Administration resolved in the easier collection of taxes, being remarkably more
complicated to proceed to the application of the reduced tax for non-residents
although working in Sweden and producing there most (or all) of their income
there62.
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Similar conclusion in case, 28/10/87, in Publications de la Cour européenne des droits de
l’homme, A126, Köln.
In this respect the parallel with Schumacker is remarkable.
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The Court, judging the fiscal interest of the State being exercised in contrast to
the Convention in this case, assessed the violation of the Convention and consequently condemned the Kingdom of Sweden.
The importance of the case Darby could be summarized in the fact that the
Court, for the first time, ruled on the fiscal sovereignty of the State through the individuation of two general principles regarding the discriminatory international taxation: the legitimate aim pursued by the State (considering to be legitimate the aim
complying with the principles expressed in the ECHR) and the reasonable relationship of proportionality between the adopted tax and the aim pursued. The decision
is also important considering the scope of this brief contribute. It seems that the
ECtHR took the decision without considering in detail the taxpayer’s fiscal status
and his limited liability to tax in Sweden.
Moreover, it also argued that reasons concerning the fast and secure collection
of taxes can’t prevent the legislation to be consistent with Article 14 ECHR. In other
words, non discrimination has to be intended in a very broad sense (applicable also
to non resident individuals) and capable of overriding procedural necessities by the
revenue service.
Darby preceded Schumacker by 5 years.
It’s not possible to know whether the ECJ knew the decision of their colleagues
in Strasbourg. As a matter of fact, Darby case was never mentioned in the reasoning
of the Court, despite the fact that Human Rights and the decision of the European
Court of Human rights have always been considered ad least a constant inspiration
to the decision of the ECJ long before the Charter of Fundamental Rights of the
European Union, signed in Nice63.
In any case both the Courts concluded in a similar way, making the need for a
non-discriminatory approach to the application of taxes to prevail even in cases
where the alleged discriminated taxpayer was not in the exact condition of a resident individual. Mr. Darby, just like Mr. Schumacker could have been considered as
a commuter (even in somehow less mobile than the latter for obvious reasons). Even
in this case, although in a less sophisticated way, and without mentioning the limited liability to tax of the citizen in Sweden, the Court extended to the latter a set of
rights attributable to resident individuals only. No matter whether it was a case to
opt out of a tax (Darby) rather than a specific deduction, or allowance or tax calculation (Schumacker), because the overall conclusion was exactly the same.
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6. Schumacker’s Legacy (with no Heirs ?) in ECJ Case law
Schumacker decision was (and still) is a benchmark for all the subsequent numerous
cases, where the Court went back to the application on the non-discrimination
clause, fine-tuning the concept, adapting it to the circumstances, and making some
steps forward or backward, depending to the situation and on some other factors,
probably of political nature as well.
In particular, for what concerns the aspect last mentioned (that is the interaction
between judicial decisions and the development of the European legal framework)
the development of the latest years could be graphically summarized as follows:
Table 1: Evidence of a possible symmetry
Case Law
? C-270/83, Avoir Fiscal,
January 28th 1986
?

?

C-279/93, Schumacker,
February 14th 1995
C-376/03, D,
July 5th 2005

Evidence of Symmetry
EU Integration Process
? Single European Act (SEA),
February 17th–28th1986
– New momentum to the EU integration process
? Maastricht Treaty (EU)
in force November 1th1993
? European Constitution rejected
(French referendum May 30th 2005)

Just from looking at the Table above, some coincidences clearly emerge.
It can be traced a sort of symmetry between the approach of the ECJ to cases
involving the application of the non-discrimination principle and the development
of the Union. It is hard to determine who influenced whom, and up to what extent.
Moreover the coincidence can be recorded only within a certain margin of appreciation, that in some cases covers years.
Nonetheless, if we analyze the first important case where residence, discrimination and direct taxation were considered together by the Court, C-270/83, Avoir
Fiscal, it was decided on January 28th 1986, right before the Single European Act
(SEA) (dated February 17th – 28th 1986), that provided a new momentum to the EU
integration process.
Similarly in Schumacker the decision was taken on February 14th 1995, just a
couple of year the Maastricht treaty entered in force (on November 1st 1993), but in
a time when a general consensus of the States for the new European architecture
was approximatively recorded.
Evidence of symmetry exists also on the opposite, however. On May 30th 2005
the European Constitution project was rejected in the French referendum, and right
in the same period ECJ decided the D.64 case that could be apparently considered a
revirement in the Schumacker doctrine.
Obviously no scientific arguments can be derived from the above summarized
timeline, it is nonetheless fascinating to see how apparently the decision of different
legal bodies with the Union influence one another.
64

D., C-376/03.
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If we do not consider Avoir fiscal, because of the selective approach to non discrimination manifested by the Court there, we can consider Schumacker as the
benchmark on which to test the following cases decided by the Court on non discrimination.
Eckelcamp 65, Gerritse66, Scorpio67 and Barbier 68 are all cases and decisions
where a discriminatory issue was taken in front of the Court and where the ECJ
reaction to the circumstances of the case was in line with Schumacker’s findings.
For this reason, it could be argued, Schumacker had left a legacy on the ECJ reasoning but no heirs in the sense that the Court never went so far again in the development of its case law. In all of the cases mentioned above the Court did follow Schumacker, but no one of them was ever able to go beyond it, establishing a new
standard, or state of the art for the application of the non-discrimination principle in
EU law.
D. case was somehow different, being apparently a decision in the opposite
direction.
In D. the Court focused on the application of the Dutch Wealth Tax. Even in this
situation the tax was applied considering some personal allowances, that were
attributed to residents and non resident as well, but only insofar the latter had 90%
or more of their overall wealth in the Netherlands. Obviously Mr. D. considered this
limitation as an infringement of his or her freedom of establishment, and challenged
the Dutch regulation in front of the Court, using the Schumacker doctrine.
The reaction of the Court was hoverer different in this situation, and determined
an apparent revirement of the case discussed in the former paragraphs. In the view
of the Court it was not possible to use Schumacker to revert the decision taken by
the Dutch authorities, consistently with national law.
D. was not resident in the Netherlands, of course, buy he could not be considered as resident there even from a substantive point of view. His ability to pay was
actually splitted in two different Countries, while Schumacker manifested all of it
(or an amount beyond 90%) in Germany.
It’s is, in other words, a sort of “all in, all out” approach that the Court decided
to upheld here69.
Clearly, this is not a case against Schumacher, but rather a sort of fine tuning of
that doctrine, aimed at the clarification the fact that in order to use the non-discrim65
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C-11/07, Eckelkamp (concerning deductible items by nonresidents from the inheritance tax to
be paid).
C-234/01, Gerritse (related to a discriminatory treatment in the calculation of the taxable base,
where the residents only are entitled to deduct the related costs from business income).
C-290/04, Scorpio (regarding, inter alia, the taxation at source of dividend payments to nonresidents only as a discriminatory practice).
C-364/01, Barbier (concerning once more a possible discriminatory application of the inheritance tax).
Apparently, the 90% threshold seems to be the current limit to the extension of the non-discrimination clause to non residents as well. Schumacker produced more than 90% of his income in
Germany, and qualified for the non-discrimination principle shield, on the other side, D. didn’t
reach the same amount of the taxable base of the case (wealth, not income) and didn’t enjoy the
EU protection in this respect.
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ination argument to shield a non resident individual in the source State and to make
his limited liability to tax to be considered for tax purposes as much as the full liability some conditions must be met. In particular, in the specific circumstances (for
instance because of the specific features, situation and condition of the taxpayer) the
limited liability in the source State and the full liability of the same individual
(everywhere else) must coincide.
That was the case for Schumacker, but not for D.

7. Concluding Remarks
More than 15 years have passed since Roland Schumacker filed his appeal against
the German revenue service (Finanzamt Koeln-Altstadt) considering German legislation to be inconsistent with EU law principles in general and the freedom of movement of workers in particular.
It turned out to be one of the most important (and most quoted) tax decision of
the ECJ: a lot has been said about the case by academics and in literature, all of the
details already unveiled70.
There’s however a legacy academics and judges have to deal with. It consists in
the necessity to consider in a different way the concept of limited liability to tax and,
more in particular, to think about the possibility to consider this concept outdated
and in need of an important rethinking, at least at a EU level.
The “genuine links theory” this paper begun with, traditionally leads academics
and practitioners to consider nexuses of heterogeneous nature such as the person71,
on one side, and the source of income, on the other. Moreover, in the first case, the
person (either and individual or a legal entity) is considered to be72 where it is resident or where his or her own activity is carried on, no matter where the income is
generated. In system just like the Italian one, for example, where an individual is
deemed to be resident in one place even if his income and his activity is generated
and is carried on somewhere else the situation is more and more complicated.
In other words, even the personal link, considered as such can determine conflicts of localization. This is well known to International tax lawyers and practition70
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Kaye, “Tax discrimination: A comparative analysis of US and EU approaches”, Fla. Tax Rev.
(2005), 7, p. 47; Van Thiel, “EU case law on income tax”, Amsterdam (2001); Faes, “ECJ intervenes in direct tax”, Int'l Tax Rev. (1995), 6, p. 55; Panayi, “Reverse subsidiarity and EU tax
law: Can member states be left to their own devices?”, British Tax Review (2010), 3, p. 261;
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compliance”, International Tax and Public Finance (2004), 11 (2), p. 221; Menéndez, “The
purse of the polity: Tax power in the European Union”, ARENA Publications (2005); Lang,
“Tax treaty policy. National Tax Policy in Europe: To Be or Not to Be?”, (2007), p. 191; Wouters, “Residence of individuals in EU law”, (2001); O’Shea, “ECJ and taxation of residents and
nonresidents-deduction of expenses”, Tax Notes International (2007), 46 (6), p. 573; Malherbe,
J./Malherbe, P./Richelle/Traversa, “Direct taxation in the case-law of the European Court of
Justice” (2008).
Or, more precisely, the place a person lives in.
For what concerns the assessment of his or her ability to pay.
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ers: Article 4 OECD Model Convention obviously, comes into play and is currently
applied also to tackle this situation as well73, whenever it is possible.
The Schumacker case could be considered a first tentative to make the traditional distinction perhaps somehow obsolete, and making interpreters and academic
to reason on source rules of various degree and kind. In this respect, it could be
argued, the residence status would be downgraded to one of the various source
rules, to be applied together with others. Roland Schumacker was resident in Belgium for tax purposes (personal link), but as a matter of fact he could have been
considered as resident in Germany considered that all of his income is produced
over there, all in all.
Ludwig Feuerbach74 taught us that the man is what he eats, Schumacher added
that the man (i.e., the taxpayer) is where he gets income. The same materialistic
approach seems to inspire the two views apparently distant but yet so close. In tax
law case, anyway, it will help to add certainty and equality to the system and perhaps to build a better Europe. In this sense, Schumacher’s lesson is still extremely
up to date and somehow unfinished.
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It is remarkable to consider that the OECD position and the International tax law principles
about this issue were clearly mentioned (and taken into account) in the reasoning of the ECJ (see
Schumacker at § 32).
“Der Mensch ist was er ißt”. Feuerbach, “Das Geheimnis des Opfers, oder, Der Mensch ist, was
er ißt” (1862). Translation by Cyril Levitt, based on Vol. 11 of the edition of Feuerbach’s
Gesammelte Werke edited by Werner Schuffenhauer, Berlin (1990).
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Abstract
Double taxation still exists in the European Union. The purpose of this article is to
classify double taxation situations and assess to what extent double taxation is
inconsistent with EU law principles. It concludes that although not all arguments
are equally convincing in this respect, there is enough substance in the Treaty on the
Functioning of the European Union to justify further action against double taxation.
It is then suggested that the remedies to double taxation should take into account
several elements. First, there are cases where one State is indeed to blame for the
existence of double taxation. The ECJ could therefore modify its case law and
acknowledge that it is for that State to eliminate double taxation. Where no State is
to blame, a new procedure must be established at the EU level in order to provide a
remedy to double taxation. This procedure should leave States free to design a
proper solution to the problem and, failing an agreement between them, provide for
an arbitration mechanism. It is argued that this new framework would suit the interests of both taxpayers and the European Union Member States insofar as it would
pave the way for the genuine realization of the Internal market without jeopardizing
the States’ sovereignty in direct tax matters.

1. Introduction
Although harmonization of direct taxation has greatly improved over the last twenty
years thanks to the adoption of several directives and the development of the case
law of the European Court of Justice, double taxation still exists in the European
Union. This is due to the fact that the States remain sovereign in direct tax matters
and that bilateral tax treaties do not solve all double taxation problems which may
arise in practice. Juridical double taxation as well as economic double taxation are
still practical problems which both individuals and companies may face on a day-today basis.
Unsurprisingly, a lot of academic literature has therefore been devoted to this
phenomenon1. The European Commission also plays a decisive role in trying to
1

See, among other references, the following books and articles which have greatly inspired this
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Internal Market: Reflections in Light of the Block and Damseaux Rulings of the ECJ and Potential Implications on Future Developments”, Bulletin for International Taxation (2009), vol. 63,
n° 11; Kemmeren, “After repeal of Article 293 of the EC Treaty under the Lisbon Treaty: the EU
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convince Member States to find appropriate solutions to the problem2. However, a
lot remains to be made in order to overcome the finding which is to be found in
many decisions of the Court of Justice3:
“European Union law, in the current state of its development (…), does not lay
down any general criteria for the attribution of areas of competence between the
Member States in relation to the elimination of double taxation within the European
Union. Consequently, apart from Council Directive 90/435/EEC of 23 July 1990 on
the common system of taxation applicable in the case of parent companies and subsidiaries of different Member States, the Convention of 23 July 1990 on the elimination of double taxation in connection with the adjustment of profits of associated
enterprises and Council Directive 2003/48/EC of 3 June 2003 on taxation of savings
income in the form of interest payments, no uniform or harmonisation measure
designed to eliminate double taxation has as yet been adopted at European Union
law level”. The Court also holds that “the Member States enjoy a certain autonomy
in this area provided they comply with European Union law, and are not obliged
therefore to adapt their own tax systems to the different systems of taxation of the
other Member States in order, inter alia, to eliminate the double taxation arising
from the exercise in parallel by those States of their fiscal sovereignty”. Against this
background, the ECJ holds that “double taxation (…), assuming it exists, does not
alone constitute a restriction prohibited by the Treaty”.
This short article does not intend to describe the existing case law in details. Nor
does it aim at providing for an in-depth study of the many interesting academic
ideas which have been put forward in the recent years about this topic. Its only goal
is to identify in which areas problems actually arise, if and how they could/should
be solved, bearing in mind that the current “euro-sceptic” context is certainly not
favourable for very ambitious moves in this respect and that any policy should try to
be pragmatic rather than too far-reaching for Member States.

2. Where are the Real Problems?
Double taxation takes many different forms which probably call for differentiated
answers. It is therefore important to try and classify these forms of double taxation
but putting them into different “boxes”. This classification of boxes is certainly not
exhaustive. It is clear enough, though, to show that double taxation is not a onesided phenomenon.
2

2
3

objective of eliminating double taxation can be applied more widely”, EC Tax Review (2008),
p. 156 et seq.; Kofler/Mason, “Double Taxation: A European Switch in Time?”, Columbia Journal of European Law (2007), vol. 14, p. 63 et seq.; Lang, “Double taxation and EC law”, in: AviYonah/Hines/Lang (ed), Comparative fiscal federalism (2007), p. 14 et seq.; Lehner, “Avoidance of Double Taxation within the European Union: Is There an Obligation under EC Law?”,
in: Lang/Schuch/Staringer (ed), “Tax Treaty Law and EC Law”,(2007), p. 11 et seq.
Cf. in particular the Communication of the European Commisssion on « Double Taxation and
the Single Market », 11 November 2011, COM (2011) 712 final.
The following quote is an excerpt of the CIBA case (15 April 2010, C-96/08, § 27 et seq.) but
may already be found in earlier cases, the founding case in this respect being Kerckhaert and
Morres, C-513/04, [2006] ECR I-10967.

How to avoid Double Taxation in the European Union?

65

2.1 Box 1: Coexistence of Parallel Domestic Systems
The first form of double taxation exists where two domestic systems tax the same
person with respect to the same event (income perception, holding of assets, etc.)
and no conventional relief may be offered in this situation (which is unfortunately
very frequent for taxes such as inheritance or gift taxes which are seldom covered
by tax treaties). This case of double taxation may exist regardless of the fact that
the conflicting systems provide for identical rules or not. Two systems may well
be entirely identical without this being a factor of elimination of double taxation,
as is shown by the classical example of a conflict between two systems which provide for worldwide taxation for residents and territorial taxation for non-residents.
The reason for double taxation is therefore to be found in the fact that the two
systems apply unilaterally and independently from one another. For example, in the
Block case4, the ECJ found out that both German and Spanish taxes applied to the
same transmission of estate upon the death of a German resident because the “disadvantage [was] the result of the exercise in parallel by the two Member States concerned of their fiscal sovereignty, which is demonstrated by the fact that one State,
the Federal Republic of Germany, has decided to make capital claims subject to
German inheritance tax where the creditor is resident in Germany, while the other,
the Kingdom of Spain, has decided to make such claims subject to Spanish inheritance tax where the debtor is established in Spain”.
In such circumstances, double taxation is a result of a “conflict of laws” in the
most classical sense, with two states providing for unilateral rules and not necessarily (but not always) the same connecting factors to their legal order.

2.2 Box 2: Failure of Existing Tax Treaties to Solve Double Taxation
Situations
The second category of double taxation situations consists of cases where taxable
events are actually covered by tax treaties but, for some technical reasons, the double taxation relief provided by the treaty does not work properly or does not exist at
all5. The most frequent situation in this respect exists where two Member States do
not interpret a tax treaty in the same way : failing a uniform approach to the concepts
of residence, liability to tax, permanent establishment (not to say anything about the
way profits should be attributed to it), dividends, etc., double taxation is the obvious
result of different interpretations of the same treaty. Such situations are very frequent. In many situations, no State is to blame in this respect, as every contracting
party is free to understand the treaty as it deems appropriate. As long as no European
tax treaty or no European tax judge for bilateral tax treaties exists, this is the inevitable outcome of the existence of distinct national courts which perform the same
interpretative tasks.

4
5

ECJ, 12 February 2009, C-67/08.
It is not the purpose of this article to cope with the question whether the exemption method is or
is not more suitable than the credit method to reach the goals of EU Law.
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Sometimes, however, problems are more complex. First of all, it may be that the
treaty itself is unable to cope with specific double taxation situations: for instance,
exit taxes may still give rise to double taxation situations in events where unrealized capital gains are taxable in both States because the host State does not provide
for any step-up and the tax treaty is silent in this respect. Second, the combination
of tax treaties and domestic law may give rise to specific problems which do not
originate in the treaty only. This defective combination may be due to domestic legislative changes, such as those which happened prior to the Kerckaert-Morres case
where Belgium amended its legislation in order to eliminate the tax credit on foreign-source dividends, with the effect that French-source dividends paid to Belgian
residents became taxable twice, and argued that the treaty was not infringed since
the credit in the treaty was conditional on its availability under Belgian domestic
law. The problem may also be due to the fact that domestic law does not support the
effectiveness of tax treaties (or, to put it differently, prevents the effective implementation of a double taxation relief mechanism). In France, for instance, no
domestic rule allows a loss-making company to carry forward a tax credit which
she should enjoy by virtue of a tax treaty. If the tax credit is not used during the
same year where the income is received, French tax authorities take the view that it
is lost forever. One may certainly observe that if tax treaties did clearly provide that
tax credits should be used either immediately or upon later years, there would be no
need for domestic legislation to enact such a solution. However, failing a clear
guidance in tax treaties in this respect, one could also expect the domestic legislator
to take over.
At first glance, it is easy to identify the ways out of double taxation situations
described above : Member States should systematically conclude tax treaties where
necessary ; they should amend existing treaties where they do not adequately reach
the goal of preventing double taxation ; the domestic legislator should take up the
slack of double tax treaties in order to provide for efficient relief mechanisms where
tax treaties do not do so. These are simple solutions to complex issues, and it is
noteworthy that the European Commission currently pushes Member States in this
direction by urging them to enter into tax treaties on inheritance taxes and to harmonize their definitions of key concepts of existing double tax conventions. However,
it is equally true that such a step-by-step approach to the resolution of double taxation situations is bound to be incomplete and is highly dependent on the political
will of the States.
Hence the ultimate question: are EU States compelled to eliminate double taxation? Should the answer be positive, what kind of system could one imagine in order
to secure the elimination of double taxation without deeply altering the fragile balance between the tax sovereignty of Member States and the fundamental principles
of the European Union?

3. Is Double Taxation an Infringement of EU Law?
Much has been written on the question whether double taxation violates the fundamental principles of EU Law. It is therefore not the purpose of this article to go into
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too many details on this topic. However, even though double taxation is not prohibited by any specific rule of EU law, which is why the Court of Justice refuses to hold
that double taxation per se violates a fundamental freedom, it is reasonable to argue
that the very existence of double juridical taxation contradicts the essence of the
European Union.
Not all arguments are equally convincing to reach this conclusion. The idea that
the repeal of Article 293 of the EC Treaty means that Member States are now compelled to eliminate double taxation does not seem to be seriously supported by
actual evidence drawn from the preparatory work of the TFEU in its current version.
Nor does the concept of non-discriminatory restriction to fundamental freedoms
provide for a clear-cut ground to the invalidity of double taxation. More might probably be expected from the impact of a Human Rights approach6, considering especially that the European Court of Human Rights has already admitted that a domestic double taxation may violate Article 1 of Protocol No. 1 to the European
Convention which protects the “peaceful enjoyment of possessions”, the taxpayer
being possibly “wrongfully expropriated”7. However, independently from the tricky
issue whether and under which conditions the Charter of Human Rights of the European Union may be invoked directly before the ECJ in a dispute involving a direct
tax provision, one may object that double taxation does not systematically lead to a
confiscatory effect. Under an ECHR approach, it is unclear whether a “wrongful
expropriation” should be recognized where the taxpayer is not in concreto deprived
of a very substantial part of his/her property.
The most powerful argument in favor of incompatibility is less sophisticated and
relies on the concept of internal market, bearing in mind that “the Union shall adopt
measures with the aim of establishing or ensuring the functioning of the internal
market, in accordance with the relevant provision of the Treaties”8. The concept of
internal market indeed refers to “an area without internal frontiers in which the free
movement of goods, persons, services and capital is ensured in accordance with the
provisions of the Treaties”9. If one agrees that double taxation stems from the subsistence of internal frontiers which alter the functioning of the market10, there seems
to be a clear connection between the abolition of double taxation and the need to
ensure the functioning of the internal market. May one object that even within one

6
7

8
9
10

On this topic, see: Monsenego, “Taxation of Foreign Business Income within the European
Internal Market”, thesis Stockholm School of Economics/Sorbonne Law School, p. 359 et seq.
ECHR 23 October 1997, 21319/93, 21449/93, 21675/93, National & Provincial Building Society, the Leeds Permanent Building Society and the Yorkshire Building Society v. The United
Kingdom.
Art. 26.1 TFEU.
Art. 26.2 TFEU.
On the link between the idea of a single market and the analogy with a one-State situation, see
for instance ECJ, 3 October 2002, Rolf Pieter Danner, C-136/00, § 29 : “In the perspective of a
single market and in order to permit the attainment of the objectives thereof, Article 59 of the
Treaty precludes the application of any national legislation which has the effect of making the
provision of services between Member States more difficult than the provision of services
purely within one Member State”.
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single State, double taxation may occur and may not be illicit11? Certainly, at least
as far as economic double taxation is concerned, but one may also reply that double
juridical taxation may well be unconstitutional under the laws of Member States12.
Besides, Article 6. 3 of the TEU provides that “Fundamental rights (…) and Fundamental Freedoms as they result from the constitutional traditions common to the
Member States shall constitute general principles of the Union’s law”. If we assume
that juridical double taxation is unconstitutional within most tax systems (therefore
giving rise to a constitutional tradition shared by most European countries), should
we not accept the same solution at the European level? Isn’t there accordingly an
obligation for Member States to provide for remedies to double taxation, not only
because they must achieve the internal market13 but also because they must comply
with the principle of loyalty between Member States, meaning that they must “facilitate the achievement of the Union’s tasks and refrain from any measure which
could jeopardize the attainment of the Union’s objectives”14?
If this reasoning is correct… how to solve the problem?

4. What can be Done?
If Kant had been a tax lawyer, he would probably have advised academics not to
confuse two very different questions: what should I do? What may I hope? It is
therefore necessary, at this stage of the reasoning, to try and design both rational and
pragmatic ways out of the problem of double taxation.
This methodological guideline drives to some exclusions. It seems neither
rational nor pragmatic, first of all, to call for a full harmonization of domestic tax
systems: not only would such harmonization not necessarily solve the problem
(double taxation would remain even though all countries adopted identical rules on
worldwide taxation for residents and territorial taxation for non-residents) , but it
would not even be desirable more generally and would anyway not be feasible in the
short term. The same may be said about the idea of enacting EU law rules on the
allocation of taxing rights to Member States. Yet, in theory, there is no doubt that
interesting systems could be promoted. If all Member States agreed on exclusive
residence taxation for passive income and exclusive source taxation for active
income (or the opposite), they would share their taxing rights in such a way that any
overlap could be avoided. Similarly, if the ‘Denkavit-type” overall approach was to
be extended to all kinds of income in any cross-border situation, many problems
would also be set aside. If all EU Member States agreed to negotiate a multilateral
tax treaty or at least an EU Model containing the key definitions alongside with a
11
12
13
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Objection raised by Monsenego, cit., p. 351.
In France, for instance, a decision of the Constitutional court seems to support this conclusion
(26 November 2010, n° 2010-70 QPC, § 4).
Monsenego rightfully observes in this respect that the wording of the EU makes the establishment of an internal market an obligation for the Union, while the former wording of the TEU
only made it an « objective » (cit., p. 343).
Heydt, “La double imposition, incompatible avec le marché intérieur de l’UE”, Europolitique
(2008) n° 3519.
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centralized body to interpret these definitions, most problems described in Box 2
above would disappear. However, there is a serious doubt that Kant would encourage us to hope for such a marvelous future, even though it is the European Commission’s task to do its best to make it happen. In the meantime, less far-reaching solutions should therefore be seeked.
In order to reach such solutions, it is suggested to distinguish situations where
one State is actually to blame for double taxation and situations where this is not the
case.

4.1 Situation Where one State is to Blame
It is not always true that double juridical taxation stems from the parallel exercise of
their competence by two Member States. Reality is more complex. Admittedly, in
some circumstances, no State is indeed to blame. This is the case of situations falling
under Box 1 and of some situations falling under Box 2 where tax treaties do not
provide for a tool to solve a double taxation situation. However, one may argue that
in some other circumstances, one State is actually to blame for the existence of a
double taxation situation. This is the case where one Member State disregards its
obligations under a tax treaty with another Member State, either because it overrides
the treaty, or because its domestic legislation prevents the treaty from applying
properly15. One might even accept, following G. Kofler and R. Mason’s enlightening proposal16, that a Member State is liable for double taxation where its domestic
legislation is “internally inconsistent”17.
In all these cases, legislative reform at the European level would not be needed
in order to eliminate double taxation: the European Court of Justice should only
refine its case law and make clear that no Member State should be authorized to
override or limit in any way the efficiency of a tax treaty where this alters the functioning of the Internal market. The Court should also clarify that the incoherence of
a domestic tax system with respect to the elimination of double taxation is incompatible with the functioning of the internal market. This evolution of the Court’s
case law should not be seen as a complete reversal of the position which it held up
to now. Although the Court has repeatedly refused to interpret tax treaties between
Member States18, the proposal of this article would not compel the Court to interpret
all tax treaties (and all treaties, more generally) between Member States in all circumstances. It would only force the Court to interpret tax treaties where such interpretation might lead to the conclusion that one State is liable for the infringement of
EU law. Similarly, promoting the internal consistency test as a liability test for one
Member State would not be a major move: since the existing case law of the ECJ
already acknowledges that the internal coherence of a tax system may justify a
restriction to a fundamental freedom, why should the internal incoherence of a tax
15
16
17
18

See the examples provided in Box 2 above.
Kofler/Mason, “Double Taxation: A European Switch in Time?”, cit., (note 2).
Internal consistency : another tribute to Kant…
C-141/99, AMID v. Belgium ; C-256/04, Bouanich ; C-513/04, Kerckaert & Morres, etc.
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system not lead to the conclusion that the country at stake is liable for double taxation?

4.2 Situations Where no State is to Blame
Where no State is to blame for double taxation, two policies may be pursued in order
to solve double taxation: a “Kantian approach” consists of enacting common substantive rules and principles (such as rules and principles allocating taxing rights to
one country on the basis of source or residence, or of the nature of the income, etc.)
; a “procedural approach” consists of partially abandoning our ideal of rules and
principles accepted at the European Union level as long as Member States remain
sovereign in direct tax matters. The procedural approach rather suggests that the
most rapid and efficient way to solve current problems of double taxation is to promote mandatory ad hoc agreement of the States on specific situations and, failing
such agreement, arbitration as a last resort tool. The pros of a procedural approach
are obvious: it does not require substantive harmonization of domestic legislations
or a new body of European Union law; it therefore constitutes a very limited interference with the sovereignty of Member States.
In more concrete terms, how could such a procedure work? In case a tax treaty
exists between the two Member States at hand, one should first check whether an
arbitration clause is already in place on a bilateral basis. However, even if this is the
case, it is not all certain that such a clause could suffice to reach the goal of eliminating double taxation. Indeed, the wording of Article 25 § 3 of the OECD Model
suggests that even though Contracting States may consult together for the elimination of double taxation in cases not provided for in the Convention, the access to the
arbitration mechanism is restricted by Article 25 § 5 to situations where taxation
takes place in a way which is not in accordance with the Convention. However, as
we have seen earlier, double taxation may result from the structural failure of a tax
treaty to solve double taxation without any specific provision of the treaty being
infringed. This implies that an arbitration mechanism between European Member
States should be worded in a broader way than that provided by the OECD Model.
As long as tax treaties between Member States do not contain such an arbitration
clause, and a fortiori where no tax treaties exist between Member States regarding
taxes not covered by the OECD Model and Income and on Capital, an alternative
way of solving double taxation must therefore be found.
How to proceed? Should the European Court of Justice compel Member States
to reach an agreement on a solution in situations where double taxation stems from
the parallel exercise of their competence? One could hope for such a solution but it
is fair to observe that the Court does not seem to have the authority to do so19 and it
would not be realistic to consider a change of the TFEU for the sole purpose of
modifying the Court’s powers in this respect. It is therefore suggested that a much
19

This explains why it may not be possible for the Court to follow Cerioni’s interesting idea that
the ECJ should recognize that an interpretation by the contracting Member States of the current
double taxations as allowing arbitration would be the interpretation more consistent with the
Treaty’s goals (Double Taxation and the EC Internal Market, quoted note No. 2, § 3. 1).
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simpler way to move forward could be to amend the existing Arbitration Convention20 or to set up a comparable legal instrument in order to find ad hoc solutions to
double taxation situations upon request from taxpayers.
The way this mechanism could work is the following: where a taxpayer suffers
double taxation which is not attributable to only one State’s fault, he or she must be
granted the possibility to submit his or her case to one or both Member States; the
Member States must then consult together in order to put an end to double taxation;
at this stage of the procedure, Member States retain absolute discretion as to how to
solve the issue of double taxation; failing such an agreement, an arbitration mechanism must apply and lead to a binding decision for both Member States.
Of course, one may then wonder how to identify the rules and principles upon
which an arbitral tribunal (or advisory committee, no matter how this body would
be called) should rely in order to make its decision. It is however suggested that the
importance of this question should not be overestimated: first of all, regards would
need to be paid to the OECD Model (which could serve as a default solution to solve
the issue) or to international tax practice (whatever that means); second, one should
accept from the outset that the essence of arbitration is to leave some leeway to the
arbitral tribunal and to trust their capability to decide on the basis of equity. Under
the framework which is suggested in this article, it is inevitable that arbitration
means accepting to have a panel acting as “amiable compositeur”21, otherwise it can
simply not work.

5. Conclusion
This article has tried to demonstrate that :
– juridical double taxation takes many forms which call a differentiated treatment ;
– double taxation may not be contrary to fundamental freedoms but is certainly
incompatible with the internal market;
– this explains why the ECJ should not refrain from pointing out the liability of a
Member State where it can be ascertained that that State is responsible for creating the situation of double taxation ;
– the ECJ should also accept to interpret tax treaties where such an interpretation is
necessary to establish the violation of EU Law rules and principles by one State ;
– If no State may individually be held responsible for infringing EU Law, a new
procedure must be established at the EU level. It must provide full discretion to
the two Member States concerned to find the way they deem appropriate to elim-
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Convention on the elimination of double taxation in connection with the adjustment of profits
of associated enterprises, 90/436/EEC.
To those who object that this would create too much uncertainty, one might answer that the concept of “amiable compositeur”, which is now widely accepted in international arbitration, has
been used for centuries and proved to be efficient. It originates in canon law and became a tool
in dispute settlement in the second half of the 17th century, the idea being that the arbitrator
should not be obliged to apply strict rules of civil procedure and substantive law. The concept
was first enacted in the French Code of Civil Procedure in 1806.
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inate double taxation. Where Member States are unable to agree, arbitration must
take place.
It would not necessarily take a long time before this framework could be put into
place. This would however require a slight change in the orientation taken by the
European Commission’s proposals. So far, indeed, the Commission has rather
pushed forward substantive proposals such as the improvement of existing directives, the need to conclude new tax treaties applying to taxes not covered by the
OECD Model on Income and Capital, etc. It is respectfully suggested that the European Commission could also try to support a procedural approach to the resolution
of double taxation situations rather than an exclusive substantive approach.
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Transfer Pricing, the Arm’s Length Standard and
European Union Law
Wolfgang Schön

Abstract
The European Court of Justice has confirmed the compatibility of transfer pricing
adjustments under the arm’s length standard in its “SGI” judgment. In this decision, the ECJ has stated that transfer pricing control is justified as a means to fight
“artificial arrangements” while commercially valid transactions have to be
accepted by the tax authorities. This article shows that the economics of integrated
business and the commercial purpose of transfer pricing (setting the right incentives for intra-firm services and supplies) justifies non-arm’s length transfer pricing
in many situations. Against this background, the article proposes a new approach
to international allocation of taxing rights: Any “rents” derived by a group company from transactions with other group companies shall be taxable in the latter’s
country of residence by an extension of limited tax liability for foreign group companies.

1. Introduction
The concept of transfer pricing control under the arm’s length standard as a means
for the international allocation of profits and taxing rights sits on time-honored provisions under domestic law, international law and European law. Most countries
have long ago introduced provisions into their tax codes targeting cross-border
transactions among related commercial entities1. Where separate entities within a
corporate group enter into a contract under conditions, which differ from those
which would be made between independent enterprises, then any profits which
would have accrued to one of the enterprises under normal conditions may be
included in the profits of that enterprise and taxed accordingly.
This standard has become accepted both internationally and within the European Union. “Dealing at arm’s length” was the starting point for the model treaties
elaborated under the auspices of the League of Nations since the days of the Carroll
Report of 19332; today both Art. 9 of the OECD Model Double Tax Convention and
1

2
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Art. 9 of the UN Model Treaty subscribe to it. Moreover, they provide for an obligation of the other involved state to make a countervailing adjustment in order to
avoid double taxation of the same profit. At the European level, Art. 4 par.1 of the
Arbitration Convention of 1990 confirms the arm’s length standard; furthermore,
this convention prescribes a binding arbitration procedure in case two Member
States disagree on the recognition and necessary adjustments of the contractual
terms among related parties within the European Union. In their 2010 update of
their Transfer Pricing Guidelines, the OECD proudly exposes the worldwide
acceptance of the arm’s length principle, a fact which – as everybody will agree – is
of high value in itself 3.
Nevertheless, the arm’s length standard is under attack – conceptually, politically and legally.
The main thrust of the academic debate on the concept of the arm’s length standard refers to its compatibility with the very rationale for the existence of large
firms4. Multinational enterprises – so it is widely accepted – emerge from economic
situations where the formation of an integrated hierarchical business organization is
superior in efficiency terms when compared with the interaction of independent
firms in the open market5. Against this background, the claim that dependent parts
of such a multinational firm are required by tax law to behave like independent parties seems to miss the whole point of organizational economics. Transfer prices
within an integrated firm follow business models which deviate largely from the
outcome of outside market operations.
Politically, the main charge concerns the leeway provided by the arm’s-length
standard for multinational enterprises6. Given the existence of a broad range of contractual choices which are in line with this requirement, there is an increasing tendency to accuse multinational enterprises of avoiding their “fair share” of domestic
tax by means of “profit shifting” under current transfer pricing rules. Not only in
Europe but even more in the United States, transfer pricing rules are regarded in
some quarters as a completely outdated and unreliable instrument.
The legal challenge against the transfer pricing rules is founded on the Treaty
provisions which constitute the European Internal Market, in particular the funda3
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fer Pricing today”, 57 Tax Law Review (2003), pp. 37-135; Vann, “Taxing International Business Income: Hard-Boiled Wonderland or the End of the World”, 2 World Tax Journal (2010),
pp. 291-346, at pp.321-324.
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Biegalski, “The Arm’s Length Principle: Fiscalism or Economic Realism? A Few Reflections”,
38 Intertax (2010), pp.177-186; Burke, “Rethinking First Principles of Transfer Pricing Rules”,
30 Virginia Tax Review (2011), pp.613-629.
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mental freedoms laid out in the Treaty on the Functioning of the European Union7.
As most domestic and international provisions on transfer pricing specifically
address cross-border situations, these provisions show prima facie discriminatory
features, thus threatening to infringe on the freedom of cross-border establishment
within a corporate group as well as cross-border traffic in goods, services and capital between related entities.
On the whole, the economic, political and legal arguments against the arm’s
length standard seem to press for the introduction of global or regional profit consolidation for corporate groups accompanied by a formulaic apportionment of the
tax base8. A major step into this direction has been proposed by the European
Commission in their draft directive on the CCCTB9. Nevertheless, consensus on
this proposal is remote; moreover, the optional character10 of the envisaged new
framework ensures that transfer pricing control will remain a key element of
European business taxation in the long run, even if – against all odds11 – the
CCCTB will be enacted covering the whole area of the European Union. This
justifies a close analysis of transfer pricing in the Internal Market of the European Union.

2. The Jurisprudence of the European Court of Justice
While the European Court of Justice was rarely asked to examine transfer pricing
rules in his earlier cases on direct taxation, recent years have provided us with more
substantial judicial deliberations on the compatibility of transfer pricing rules, in
particular the arm’s length standard, with the foundations of the Internal Market.
The judgments in “Lankhorst-Hohorst” of 2002, “Test Claimants in the Thin Cap
Group Litigation” of 2007 and most prominently in the Belgian case “Société
Industrielle de Gestion” of 2010 show that the ECJ gradually seeks some reconciliation between traditional transfer pricing rules and the requirements of the fundamental freedoms. Before we embark on a systematic approach to the arm’s length
7
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standard under the rules of the Internal Market, it makes sense to give a short overview of these three cases:
– In “Lankhorst-Hohorst”12, the compatibility of the German domestic provision
on thin capitalization with the freedom of establishment was at stake. Under German corporate income tax law, interest payments by a domestic subsidiary to its
domestic parent company were fully deductible at the level of the corporate taxpayer while interest payments to a foreign parent company exceeding specific
thresholds were regarded as non-deductible profit distributions. The ECJ found
this provision to violate the freedom of establishment of the foreign parent company. The (rather weak) argument put forward by the German and the British
Government, that the respective rules on “thin capitalization” for intra-group
loans were fully in line with the arm’s length standard under Art. 9 OECD model,
was rejected out of hand both by Advocate General Mischo13 and the Court14
itself. According to this judgment, the presumed compatibility of those rules with
the OECD Model is simply no argument under European tax law.
– In “Test Claimants in the Thin Cap Group Litigation”15, the UK provisions on
cross-border shareholder loans provided the underlying domestic tax framework. Opposite to the German rules in the “Lankhorst-Hohorst” case, the UK
legislation only enforced the re-characterization of interest payments on intragroup loans if and insofar as the loan agreement did not comply with the arm’s
length standard. Moreover it provided for a compensating adjustment on the
basis of a double taxation convention with the parent company’s country of residence. Both Advocate General Geelhoed16 and the Court17 emphasized that
this set of rules nevertheless discriminated against cross-border groups. But
they accepted the view that the application of the arm’s length test as such can
be justified by overriding public requirements. The Court recognized that the
well-established right of the Member States to combat abusive behavior, in particular to disregard “artificial arrangements” aiming at tax avoidance supports
their power to adjust the conditions of related-party transactions for tax purposes when these deviate from commercially rational contracts among independent parties18.
– This line of jurisprudence was confirmed in the “SGI” case of 201019 which is the
first fully-fledged transfer pricing case ever, given the fact that both “Lankhorst12
13
14
15
16
17
18
19

ECJ, 12 December 2002, Case C-324/00 (Lankhorst-Hohorst) ECR I-11779.
AG Mischo, opinion of 26 September 2002, Case C-324/00 (Lankhorst-Hohorst) ECR I-11779,
paras 79-81.
ECJ supra (note 11), paras 39-42.
ECJ, 13 March 2007, Case C-524/04 (Test Claimants in the Thin Cap Group Litigation) ECR
I-2107.
AG Geelhoed, opinion of 29 June 2006, Case C-524/04 (Test Claimants in the Thin Cap Group
Litigation) ECR I- 2107, paras 42-61.
ECJ supra (note 15), paras 36-63.
AG Geelhoed supra (note 16), paras 62-69; ECJ supra (note 15), paras 71-92.
ECJ, 21 January 2010, Case C-311/08 (Société de Gestion Industrielle) nyr; see the annotations by: Baker, “Transfer Pricing and Community Law: The SGI Case”, 38 Intertax (2010),
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Hohorst” and “Thin Cap” referred to the specific situation of shareholders loans.
The underlying Belgian tax law provided for the adjustment of “unusual or
gratuitous advantages” granted by a domestic company to a related foreign party.
In the case at issue, SGI – the taxpayer – had extended a zero-interest-loan to a
Luxembourg-based group company and had paid an excessive salary to a corporate shareholder-director based in France. Advocate General Kokott stressed the
value of both Art. 9 OECD Model Treaty and Art. 4 par.1 European Arbitration
Convention and accepted the arm’s length standard as a widely used instrument
to ensure the balanced allocation of taxing powers among Member States20. The
Court followed suit21. The arm’s length principle can be defended as a means to
fight abusive arrangements. The judges stated:
“Article 43 EC, read in conjunction with Article 48 EC, must be interpreted
as not precluding, in principle, legislation of a Member State, such as that at issue
in the main proceedings, under which a resident company is taxed in respect of an
unusual or gratuitous advantage where the advantage has been granted to a company established in another Member State with which it has, directly or indirectly, a relationship of interdependence, whereas a resident company cannot be
taxed on such an advantage where the advantage has been granted to another
resident company with which it has such a relationship. However, it is for the
referring court to verify whether the legislation at issue in the main proceedings
goes beyond what is necessary to attain the objectives pursued by the legislation,
taken together.”22
This decision seems to confirm the applicability of the arm’s length standard in
general terms. Against this background, it has been received by international tax
experts with relief, showing that at last, reconcilication between treaty law and
20
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European tax law is possible23. My personal impression is a different one. To my
mind, the ECJ has moved transfer pricing control within the European Union into a
corner where the arm’s length standard will gradually be eroded and has to be
refined or replaced by another model. The reason lies in the fact that the Court does
not give consideration to the specific economics of a multinational firm. To get the
full picture it seems necessary to step back and take a systematic approach.

3. Allocation of Profits and Allocation of Taxing Rights
In order to understand the interaction between European law and international law
in this context one has to take into account the function which the transfer pricing
rules fulfill when it comes to the taxation of cross-border business activities. Insofar,
it makes no sense to simply address them as “anti-avoidance” measures24 as any tax
provision designed to fight abusive arrangements has to be assessed against the
background of the underlying aims and purposes of the tax system which are meant
to be protected against “abuse”.
Taking a closer look it becomes evident that the current transfer pricing rules are
designed to ensure that the allocation of taxing rights to the involved countries as
laid down in substantive provisions of the tax code and of the relevant tax treaties
are evenly applied on cross-border traffic between independent parties and within a
corporate group under common control25. The tax situation of a local company shall
not be influenced by the existence of one or more related group companies in foreign jurisdictions.
Insofar, the logical starting point for an analysis of transfer pricing standards are
the general rules on the international allocation of taxing rights with respect to business profits26. These rules are quite diverse and show no uniform distinction
between taxing rights allocated to the state of residence of a corporate taxpayer and
the state of source of the corporate profits27. To the contrary, there exists a fundamental divide between general business profits which are taxed in the country of
residence and business profits deriving from a permanent establishment or a subsid23
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iary which are taxed in the country of source: Whenever a business entity supplies
goods or services to a customer who is located in another country, the general principle holds that the profit deriving from these sales and services is taxed in the country of residence of the supplier. Whenever a business entity grants a loan or licenses
out intellectual property to a borrower or a licensee located in another country, the
general principle holds that the interest and royalty payments deriving from these
loan and license agreements are taxed in the country of residence of the borrower
and the licensor. The source state, on the other hand, is entitled to tax profits which
are connected to a permanent establishment or which are derived by a local subsidiary within the corporate group.
To be sure, there are some techniques used by source states to extend the scope
of territorial taxation, e. g. by levying withholding taxes on interest and royalty payments or the introduction of the concept of a service-PE. But these qualifications do
not change the general picture that the international taxation of business profits is
largely dependent on the allocation of these business profits to the parent company
or the head office on the one hand and to a subsidiary and a permanent establishment on the other hand.
For our case it is important to note, that these allocation rules typically also
apply without any modification whenever sales and services, licenses and loans are
performed between related group companies. This fundamental divide between
business profits from sales, services, loans and licenses on the one hand and business profits generated through permanent establishments and subsidiaries on the
other hand therefore requires a set of rules for the division of the international tax
base between the parent company and the subsidiary (or between several subsidiaries) and between the head office and the permanent establishment (or between several permanent establishments)28. This is where transfer pricing rules come into
play. For transactions between different taxable entities within a corporate group,
the arm’s length standard provides the dividing line when it comes to the definition
and allocation of business profits. This is not only true for separate corporate entities (like parent company and subsidiary) but also within a single corporate entity
for the head office and the permanent establishments under the “authorized
approach” adopted by the OECD and implemented both in the new wording of
Art. 7 OECD Model itself and the respective Commentary29.
This leads to the following legal structure: In the first place, transfer pricing
rules, in particular the arm’s length standard, safeguard the allocation of profits to
companies and to permanent establishments. As a second step, against the background of the general framework on the allocation of taxing rights for business prof28
29
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its laid out under domestic law and international tax treaties, this allocation of profits to individual business entities translates into the allocation of taxing rights to the
involved countries. At the same time, tax treaties and European Union law enforce
the obligation of the other involved country to accept a compensatory adjustment,
thus reducing the risk of double taxation.
This double-sided nature of transfer pricing rules – both allocating profits to taxpayers and allocating taxing rights to countries – cannot be overestimated when it
comes to the conceptual, political and legal analysis of transfer pricing rules. This
becomes particularly clear when we address the compatibility of transfer pricing
rules with the requirements of the Internal Market. To make one relevant point in
advance: National legislators are not constrained by the fundamental freedoms
when it comes to the allocation of taxing rights among their jurisdictions. But
national legislators are bound to comply with the non-discrimination and nonrestriction requirements established by the fundamental freedoms when it comes to
the allocation of income to individual taxpayers. This gives the debate on transfer
pricing rules under EU law a specific twist which informs the following analysis.

4. The Impact of the Fundamental Freedoms on Transfer
Pricing Rules
4.1 The Relevant Freedoms
Transfer pricing rules address the tax consequences of commercial transactions
between related business entities. Against this background, several fundamental
freedoms spring to mind when the sedes materiae under European Union law has to
be identified30. Intra-group sales, services and license agreements seem to be covered by the free movement of goods and services while intra-group loans seem to
fall under the scope of the free movement of capital. Nevertheless, the European
Court of Justice traditionally examines related-party transactions under the auspices
of the freedom of establishment as laid out in Art. 49 et seq. TFEU31.
This stands to reason32. The most prominent feature of a commercial transaction
which is subject to the arm’s length test is the common control exercised within a
corporate group and the lack of conflicting interests of the related parties. Transfer
pricing provisions in domestic law and tax treaties regularly refer to constellations
where one party wholly or partially owns the other party or where both are dominated by a third party. As Art. 49 par.1 s.2, Art. 55 TFEU explicitly extends the
scope of this freedom both to the creation of a permanent establishment (a “branch
office”) and to the setting-up of a subsidiary by a corporate taxpayer, the ECJ has
often confirmed that the cross-border formation of a corporate group falls squarely
within the boundaries of the freedom of establishment33. Moreover, the controlling
30
31
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shareholder exercises a “definite influence” on the related entities, which leads to
the result that the freedom of capital (which applies to portfolio shares) is superseded by the freedom of establishment34.

4.2 Discrimination and Restriction
4.2.1 Unequal Treatment
According to well-settled jurisprudence of the European Court of Justice, a legal
provision runs foul of the freedom of establishment under European Union law
when it forms an obstacle to cross-border business which is likely to make such
establishment less attractive. This holds also true for tax provisions as any payment
of tax diminishes the return on (cross-border) investment. On the other hand, it is
widely accepted that the mere existence of the national tax systems and also the disparities between these systems do not give rise to further examination within the
framework of the fundamental freedoms35. The fact that a cross-border transaction
within a corporate group is regarded as a taxable event and gives rise to certain tax
consequences is not sufficient to categorize the underlying tax provision as an
“obstacle” to the Internal Market. It is necessary to establish an additional element
which makes the tax provision “suspicious” from the perspective of European
Union law.
The most relevant feature of a tax provision giving rise to closer examination
consists in the disadvantageous treatment of cross-border transactions by a Member
State when compared to internal transactions36. This is a common element of transfer pricing provisions as these are regularly targeted at international situations.
Related-party transactions among domestic companies are less systematically controlled and adjusted by the tax authorities. This is due to the fact that within a
domestic group the profits of both involved companies are subject to domestic corporate tax. Self-dealing between domestic entities does not shift the underlying tax
base abroad. To be sure, there are some situations where transfer pricing control
makes sense from a domestic point of view as well. One example is the double-layer
taxation of corporate profits which can be circumvented by related-party transactions granting excessive remuneration to shareholders for contractual supplies.
Another example is loss compensation: as profits and losses are regularly connected
to a certain legal entity within the group (in the absence of rules on consolidation or
group relief), the parent company has an incentive to artificially shift profits to an
entity where usable losses exist. Some countries have decided to fight these machi33
34
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nations by introducing wide-reaching or targeted domestic transfer pricing adjustments as well, while other countries take a rather relaxed stance37.
Against this background it has to be established in a specific manner, if and to
what extent cross-border transactions are treated disadvantageously when compared to domestic transactions. This is particularly tricky when domestic situations
are covered by rather vague concepts – the rules on deductibility of business
expenditure, general anti-avoidance principles or broad notions of “constructive
dividends” – while cross-border situations are subject to specific transfer pricing
provisions. In order to be on the safe side, some countries – like Spain38 and the
United Kingdom – have decided to fully extend their transfer pricing rules on crossborder business to domestic situations39. Germany has followed a similar path with
respect to cross-border financing of corporate groups40.
This leads to the question of whether the examination of transfer pricing provisions with respect to the freedom of establishment really should be dependent on
unequal treatment between domestic and cross-border transactions. This problem
has been nicely put by the late Advocate-General Geelhoed in his opinion in “Test
Claimants in the Thin Cap Group Litigation”:
“Nor am I of the view that, in order to conform with Article 43 EC, Member
States should necessarily be obliged to extend thin cap legislation to purely domestic situations where no possible risk of abuse exists. I find it extremely regrettable
that the lack of clarity as to the scope of the Article 43 EC justification on abuse
grounds has led to a situation where Member States, unclear of the extent to which
they may enact prima facie ‘discriminatory’ anti-abuse laws, have felt obliged to
‘play safe’ by extending the scope of their rules to purely domestic situations where
no possible risk of abuse exists (…). Such an extension of legislation to situations
falling wholly outwith its rationale, for purely formalistic ends and causing considerable extra administrative burden for domestic companies and tax authorities, is
quite pointless and indeed counterproductive for economic efficiency. As such, it is
anathema to the internal market”.41
The European Court has not given any consideration to this remark, neither in its
judgment in the case in question nor in later judgments on comparable cases. Nevertheless, the question raised by Advocate General Geelhoed remains: Does it make
sense to make the examination of international rules on profit allocation dependent
on the existence of identical rules for the domestic situation? Shouldn’t we go
“beyond discrimination” (to refer to the title of this conference) when we have to
assess the validity of these provisions? I would like to come back to this fundamental question when we have discussed the legality of transfer pricing rules which pro-
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vide different treatment for cross-border transactions when compared to domestic
transactions.
4.2.2 Free Allocation of Taxing Rights?
In a series of well-conceived opinions delivered in 200642, the late Advocate General Geelhoed has laid out that some disadvantages which taxpayers suffer in the
context of cross-border operations within the European Union do not amount to prohibited “discrimination” or “restriction” under the law of the fundamental freedoms.
These disadvantages result from the simple fact that within the framework of the
Internal Market, the tax sovereignty of the Member States lives on. While it is clear
that the fiscal sovereignty of Member States as such does not liberate the individual
Member States from the requirements of the fundamental freedoms, the mere coexistence of a multitude of tax laws within the European Union and its effects on the
individual taxpayer cannot be attacked under the rules of the Internal market. The
Court has followed this analysis to a large extent.
Under these premises, some elements of national and international tax law
remain outside the scope of the Court’s control: The taxpayer has to accept “disparities” which stem from the fact that Member States are (largely) free to operate their
own tax system, including the tax base and the tax rates for direct taxation of
income. Moreover, the taxpayer has to accept “double taxation” which arises whenever two Member States claim their stake in the same tax base. Last not least, the
taxpayer cannot complain whenever Member States unilaterally or bilaterally
define the scope of their tax jurisdiction. In particular they have to accept the territorial delimitation between the fiscal spheres of the Member States of the European
Union and the disadvantages resulting from this delimitation.
Against this background, it seems natural that in the afore-mentioned cases
decided by the ECJ Member States have tried to explain the existence of transfer
pricing rules by the necessity to allocate taxing rights among them, thus attempting
to escape into the control-free realm of fiscal sovereignty. Nevertheless, neither
Advocate General Geelhoed himself in his opinion in “Thin Cap”43 nor the Court in
the ensuing judgment44 accepted this view. Also in “SGI” both Advocate General
Kokott and the Court did not consider that transfer pricing under the arm’s length
standard is generally exempt from the requirements of the fundamental freedoms.
Rather it concerns the specific exercise of the right to tax domestic corporations, an
area where the fundamental freedoms fully control.
The reason lies in the fact that adjustments under transfer pricing provisions do
not simply allocate taxing rights among states. In the first place, they allocate profits
among separate companies, increasing the profit of a domestic company dependent
42
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on the existence of one or more foreign related parties45. For a particular corporate
taxpayer subject to transfer pricing adjustments on cross-border relations, this leads
to a disadvantage when compared to a corporate taxpayer entering into similar relations with a domestic related party. Against this background, the ECJ in “LankhorstHohorst”, in “Thin Cap” and in “SGI” unambiguously pronounced that the increase
of the taxable profit attributed to the domestic subsidiary under the relevant domestic tax law has to be regarded as a discrimination both of the parent company46 and
the domestic group company47 which is related to the foreign residence of the counterpart in the related-party transaction. Insofar, the technique of transfer pricing law
to allocate taxing rights in an indirect fashion, via the allocation of profits to separate taxpayers, backfires in the context of the fundamental freedoms48.
4.2.3 Group Perspective or Entity Perspective
This leads to a further question: While transfer pricing adjustments can lead to an
increase in the taxable profit (and the tax burden) of the domestic group company, a
countervailing adjustment, leading to a reduction in the tax burden, can be made at
the level of the related party in its state of residence. Looking at the overall profit of
the group, a transfer pricing adjustment should be a “zero-sum” game, unless it leads
to a premature realization of latent capital gains (a situation not dealt with in this
article). Against this background one might ask the question of whether the apparent
disadvantage can be offset by a compensating adjustment for the foreign company,
thus eliminating the charge of discrimination under Art. 49 TFEU. Such adjustments
are not only provided for in Art. 9 par.2 OECD Model and UN Model; the European
Arbitration Convention has introduced a binding arbitration procedure to ensure
elimination of double taxation in transfer pricing cases (see Art. 14 Arbitration Convention)49.
Again, the Court was extremely reluctant to follow this argument. In “Lankhorst-Hohorst”, the topic became visible when the Court rejected the German Government’s argument that its thin capitalization rules only applied to a shareholder
45
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loan when the domestic subsidiary could not show that it had access to regular thirdparty funding on the same conditions. The Court made clear that this limitation of
the scope of German thin capitalization rules was not sufficient to render them compatible with the fundamental freedoms as there exists the additional danger of double taxation if and as far as the other country does not follow the re-characterization
effected under German tax law. “The principle of proportionality” the Court says,
“requires that the two Member States in question reach an agreement in order to
avoid double taxation”50. To put it shortly: The avoidance of double taxation by
countervailing measures taken by the other country neither eliminates nor justifies
the discrimination as such; justification must come from other places; avoidance of
double taxation forms an additional requirement necessary to save the provisions at
issue.
In “Thin Cap”, this matter was discussed at length as the United Kingdom had
made the application of its thin capitalization rules dependent on a corresponding
agreement in the double taxation convention with the country where the parent
company is resident. Nevertheless, Advocate General Geelhoed followed the lines
formulated by the Court in “Lankhorst-Hohorst” and proposed that the possibility
of a compensating adjustment in the other state does not eliminate or justify the
existing discrimination as such; while this discrimination can be justified by the
necessity to fight abusive behavior, the existence of a tax treaty between Member
States which provides for compensatory adjustments is a necessary add-on which
ensures the proportionality of this justification51.
The Court itself took a different and less severe stance: Firstly, the Court held
that compensating adjustments in the country of the other related party under a Double Taxation Convention might be taken into account when it comes to the ascertainment of discrimination as such52. But one should hesitate to overestimate this
concession: The Court does not say that the discrimination simply goes away once
the amount of profit adjustment in both countries is identical. Additionally, it seems
to be necessary that the domestic tax burden is fully set-off by a corresponding tax
advantage in the other country53. This requires a close analysis of each individual
case, including the calculation of the tax base, the level of the applicable tax rates,
a possible use of loss-compensation provisions by the involved separate entities and
further elements of the domestic tax systems:
“Even if it were to be accepted that a tax advantage granted in the State in which
the lending company is resident might be capable of offsetting the charge to tax arising for the borrowing company from the application of the legislation of the State in
which it is resident, the documents before the Court do not show that, by virtue of
the application of the legislation in force in the United Kingdom, coupled with the
DTCs concluded by that Member State, any upward adjustment to the taxable prof50
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its of the borrowing company to which the re-characterisation of the interest paid to
a related non-resident company may give rise is offset by the grant of a tax advantage to the latter company in the State in which it is resident.”54
To my mind, one has to read this argument in the light of the Court’s extensive
jurisprudence invalidating withholding taxes on outbound dividends where the discrimination by the source state is only wiped out if the state of residence of the
shareholder grants a full tax credit for any withholding tax levied on outbound profit
distributions55.
In a more important change, the Court dismissed its own statement in “Lankhorst-Hohorst” that the existence of double taxation relief in the other involved
country is a prerequisite for any justification of discriminatory transfer pricing control. Unlike the Commission and the Advocate-General, the Court held:
“Contrary to what the Commission submits, where a Member State treats all or
part of the interest paid by a resident company to a non-resident company belonging
to the same group of companies as a distribution, after having determined that a
purely artificial arrangement, designed to circumvent its tax legislation, is involved,
that Member State cannot be obliged to ensure in such a case that the State in which
the latter company is resident does everything necessary to avoid the payment
which is treated as a dividend being taxed, as such, at group level both in the Member State, in which the former company is resident and in the Member State in
which the latter company is resident.”56
In “SGI”, Advocate General Kokott and the Court largely followed the path
beaten by the “Thin Cap” Court. They laid out that the existence of countervailing
adjustments in the other country does not in itself do away with the discriminatory
features of transfer pricing control which are exercised solely in cross-border situations. Insofar, Advocate General Kokott and the Court refer to some additional arguments which had not been discussed in the previous cases. Firstly, they emphasize
that wherever companies are not wholly owned by the same group of shareholders
the allocation of the tax burden to different group companies makes a difference for
the involved parties57. Moreover, the administrative requirements of adjustments
and counter-adjustments and any temporary double taxation which the taxpayer has
to bear before finally the competent authorities agree on a particular allocation of
the profit, form substantive obstacles to the formation and operation of a cross-border group which do not exist in the domestic setting58. Advocate General Kokott and
the Court also followed the Court in “Thin Cap” insofar as the justification given by
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anti-abuse legislation does not require the Member State to ensure full compensation if there is another justification available59.
The outcome of this analysis is clear: Transfer pricing rules are not exempt from
the application of the fundamental freedoms as they do not simply allocate taxing
rights among countries. Moreover, the fact that any profit adjustment by a Member
State should idealiter be accompanied by a compensating adjustment in the other
state, does not eliminate the discriminatory features of transfer pricing rules which
target cross-border transactions. Against this background, we have to resort to the
question if and to what extent there exists a justification for transfer pricing control
under the arm’s length standard.

4.3 Justification: Cohesion, Balanced Allocation of Taxing Powers and
Anti-Abuse Legislation
In the judgments presented in this analysis, the ECJ discussed three possible justifications for the disadvantageous treatment of cross-border transactions under the
arm’s-length standard: The necessity to protect the “cohesion” of the national tax
system, the safeguarding of the balanced allocation of taxing rights between countries and the right to fight abusive behavior. While the first two justifications have a
more “objective” character which refers to the technical aspects of the respective tax
systems, the last one refers to the individual behavior of the taxpayer, thus requiring
a “subjective” examination on a case-by-case basis. As the ECJ decided to reject the
first one (“cohesion”) and to accept the second one (“balanced allocation of taxing
power”) only in combination with the last one (“abuse of law”) it became evident
that under this jurisprudence the justification of transfer pricing law is dependent on
the aims and motives of each individual taxpayer.
4.3.1 Cohesion
The concept of “fiscal cohesion” as an argument to justify unequal treatment of
cross-border business activities has been discussed at length in the “LankhorstHohorst” case. The German and the UK Government both stressed the urgency to
employ “thin capitalization” rules in order to ensure “once-only taxation” of business profits generated on the territory of a Member State. But Advocate General
Mischo60 and the Court61 rejected this proposition. They held that the concept of
“fiscal cohesion” only had force when corresponding benefits and losses occur to
the same taxpayer. This is not the case when a local subsidiary suffers an extra tax
burden while the foreign parent receives an extra tax advantage. In “Thin Cap”,
Advocate General Geelhoed was hesitant to follow this rigorous line; rather he took
refuge to the argument that any justification by reference to “fiscal cohesion” would
anyway not go beyond any justification provided by the other two afore-mentioned
grounds62. The Court’s reaction was even stricter: the judges made clear that the
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Member State has to show a full mutual set-off between the tax benefit for the foreign company and the additional tax burden for the domestic company before they
start considering this argument63. Lastly, in “Société Industrielle de Gestion” neither
the Advocate General nor the Court even mentioned the concept of “fiscal cohesion” which seems to be completely superseded by the two following grounds of
justification.
4.3.2 Balanced Allocation of Taxing Powers
Against the background that transfer pricing rules are meant to protect the allocation
of the Member States’ right to tax business profits under domestic law and bilateral
tax treaties, it makes sense to seek the justification of such a specific control of
cross-border transactions between related parties in the concept of “balanced allocation of taxing powers” 64 as developed in the Court’s jurisprudence since the notorious “Marks & Spencer” judgment of 200565. In the following years, the ECJ has
employed the concept of “balanced allocation of taxing powers” frequently in order
to grant Member States the option to introduce administrative or substantive burdens on cross-border business operations. Well-known examples include restrictions on cross-border loss compensation66 or the introduction of an exit tax on unrealized capital gains67. How far does this argument carry when it comes to the
justification of transfer pricing control?
In the first place, “balanced allocation of power” as a ground of justification
should not be confused with the “allocation of taxing rights” as a control-free area
of tax legislation. As we have seen before, transfer pricing rules do not allocate taxing rights to countries in the first place, they protect the application of these taxing
rights in the context of intra-group business transactions. Insofar, they belong to the
“exercise” of a taxing right by a Member State which is fully controlled by the fundamental freedoms. In particular, the goal of a Member State not to lose revenue to
another Member State of the European Union does not provide a sufficient justification for transfer pricing provisions.
Taking a closer look, the jurisprudence concerning the “balanced allocation of
taxing power” has been designed by the Court to enable Member States to discourage any attempt by business entities to allocate the tax base at will between different
jurisdictions. In its “landmark decision” in “Marks & Spencer”68, the Court held:
“(44) As regards the first justification, it must be borne in mind that the reduction in
tax revenue cannot be regarded as an overriding reason in the public interest
which may be relied on to justify a measure which is in principle contrary to
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a fundamental freedom (see, in particular, Case C-319/02 Manninen [2004]
ECR I-7477, paragraph 49 and the case-law cited).
(45) None the less, as the United Kingdom rightly observes, the preservation of the
allocation of the power to impose taxes between Member States might make
it necessary to apply to the economic activities of companies established in
one of those States only the tax rules of that State in respect of both profits and
losses.
(46) In effect, to give companies the option to have their losses taken into account
in the Member State in which they are established or in another Member State
would significantly jeopardise a balanced allocation of the power to impose
taxes between Member States, as the taxable basis would be increased in the
first State and reduced in the second to the extent of the losses transferred.“
This argument has been used in later judgments on cross-border loss compensation as
well. A case very close to the transfer pricing situation is “Oy AA”69 where the Court
had to judge a Finnish provision which prohibited that Finnish companies were able
to “import” foreign losses simply by deducting a unilateral payment to a foreign lossmaking group company. Both Advocate General Kokott70 and the Court71 took the
position that the taxpayer shall not be entitled to manipulate the allocation of profits
and losses simply by arbitrary arrangements among group companies:
“(55) The Court has thus held that to give companies the right to elect to have their
losses taken into account in the Member State in which they are established or
in another Member State would seriously undermine a balanced allocation of
the power to impose taxes between the Member States (Marks & Spencer,
paragraph 46, and Rewe Zentralfinanz, paragraph 42).
(56) Similarly, to accept that an intra-group cross-border transfer, such as that at
issue in the main proceedings, may be deducted from the taxable income of
the transferor would result in allowing groups of companies to choose freely
the Member State in which the profits of the subsidiary are to be taxed, by
removing them from the basis of assessment of the latter and, where that
transfer is regarded as taxable income in the Member State of the parent company transferee, incorporating them in the basis of assessment of the parent
company. That would undermine the system of the allocation of the power to
tax between Member States because, according to the choice made by the
group of companies, the Member State of the subsidiary would be forced to
renounce its right, in its capacity as the State of residence of that subsidiary,
to tax the profits of that subsidiary in favour, possibly, of the Member State in
which the parent company has its establishment (see also Test Claimants in
Class IV of the ACT Group Litigation, paragraph 59).”
Against this background, the “balanced allocation of taxing power” is in the position
to justify disadvantageous treatment of cross-border transactions if and so far as
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these transactions or the conditions under which they are effected are designed by
the taxpayer to manipulate the allocation of profits among the involved companies
and – as a second step – among the involved countries. This is exactly the result proposed by Advocate General Kokott and accepted by the Court in the “SGI” case.
Advocate General Kokott72 explicitly draws the analogy to the “Oy AA” case
regarding cross-border loss compensation:
“(72) By excluding the possibility for undertakings in a relationship of interdependence with each other to grant unusual or gratuitous advantages and thus transfer profits from the tax base of a resident company to that of a non-resident
company, Article 26 of the CIR 92 also safeguards the balanced allocation of
the power to tax.
(73) Such advantages are, in fact, disguised profit transfers between undertakings
in a relationship of interdependence with each other. In Oy AA, the Court held
that payments between associated companies undermine the allocation of the
power to tax. If such transfers were to be recognised for tax purposes, companies within a group could choose freely the Member State in which profits
are to be taxed, regardless of where they were generated”.
The Court73 framed it this way:
“(60) First, as regards the balanced allocation between Member States of the power
to tax it should be recalled that such a justification may be accepted, in particular, where the system in question is designed to prevent conduct capable
of jeopardising the right of a Member State to exercise its tax jurisdiction in
relation to activities carried out in its territory (see, inter alia, Marks & Spencer, paragraph 46; Case C-347/04 Rewe Zentralfinanz [2007] ECR I-2647,
paragraph 42; Oy AA, paragraph 54; and Aberdeen Property Fininvest Alpha,
paragraph 66).
(61) The Court has recognised that the preservation of the allocation of the power
to impose taxes between Member States may make it necessary to apply to the
economic activities of companies established in one of those States only the
tax rules of that State in respect of both profits and losses (see inter alia, Oy
AA, paragraph 54, and Case C-414/06 Lidl Belgium [2008] ECR I-3601, paragraph 31).
(62) To give companies the right to elect to have their losses or profits taken into
account in the Member State in which they are established or in another Member State could seriously undermine a balanced allocation of the power to
impose taxes between the Member States, since the tax base would be
increased in one of the States in question, and reduced in the other, by the
amount of the losses or profits transferred (see, to that effect, Marks & Spencer, paragraph 46; Oy AA, paragraph 55; and Lidl Belgium, paragraph 32).
(63) In the present case, it must be held that to permit resident companies to transfer their profits in the form of unusual or gratuitous advantages to companies
72
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with which they have a relationship of interdependence that are established in
other Member States may well undermine the balanced allocation of the
power to impose taxes between the Member States. It would be liable to
undermine the very system of the allocation of the power to impose taxes
between Member States because, according to the choice made by companies
having relationships of interdependence, the Member State of the company
granting unusual or gratuitous advantages would be forced to renounce its
right, in its capacity as the State of residence of that company, to tax its
income in favour, possibly, of the Member State in which the recipient company has its establishment (see, to that effect, Oy AA, paragraph 56).
(64) By providing that the resident company is to be taxed in respect of an unusual
or gratuitous advantage which it has granted to a company established in
another Member State, the legislation at issue in the main proceedings permits
the Belgian State to exercise its tax jurisdiction in relation to activities carried
out in its territory.
While this argument apparently seems to support the application of the arm’s length
standard in a broad fashion, it factually narrows the scope of permitted arm’s length
control to the situation where the taxpayer employs transactions (and their conditions) in order to manipulate the tax base between countries74. This becomes even
clearer when we assess the third ground of justification addressed in these judgments: the right to fight abusive behavior.
4.3.3 Prevention of Tax Avoidance
The right of Member States to tackle tax avoidance has been accepted by the European
Court of Justice as early as 1998 in its “ICI” judgment on UK group relief75. In this
judgment, the ECJ planted the notion of “artificial arrangements” which are not protected under European law and can therefore be attacked by domestic legislation. This
notion has been refined under the general framework of “abuse of law”, a concept
reaching far beyond the boundaries of taxation. In several major judgments concerning major topics of international taxation like CFC legislation76, cross-border loss
compensation77 and thin capitalization78 the Court has elaborated this approach79.
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According to the jurisprudence of the Court, Member States may apply targeted provisions to fight presumed tax avoidance as long as the taxpayer is entitled to show
good commercial reasons for and economic substance of his arrangements80. Given
the fact that the provisions at issue address specifically cross-border situations the
Court is eager to ensure that mere loss of fiscal revenue is not “covered up” as abusive tax avoidance; moreover, the principle of proportionality is closely monitored
by the European Court of Justice.
Against this background, Advocate General Geelhoed in “Thin Cap” bound
together the application of the arm’s length standard on the one hand and the overriding requirement to fight abusive arrangement on the other hand:
“It seems to me that the arm’s length principle, accepted by international tax law
as the appropriate means of avoiding artificial manipulations of cross-border transactions, is in principle a valid starting point for assessing whether a transaction is
abusive or not. “81
While this puts the arm’s length principle on a solid foundation which was not
yet given in “Lankhorst-Hohorst”, its field of application is inherently limited by
the limits to the concept of abuse itself. Therefore, Advocate General Geelhoed
makes clear:
“It must be possible for a taxpayer to show that, although the terms of its transaction were not arm’s length, there were nonetheless genuine commercial reasons
for the transaction other than obtaining a tax advantage. In other words (…) ‘the
prohibition of abuse is not relevant where the economic activity carried out may
have some explanation other than the mere attainment of tax advantages.”82
The Court followed the line taken by the Advocate-General, combining the justification of fighting tax abuse and the application of the arm’s length principle. In
particular, it subscribed to the concept that while the arm’s length standard sets a
presumption for the dividing line between artificial arrangements and commercial
transactions, this presumption can be rebutted by the taxpayer who is free to show
that also a non-arm’s length transaction can be justified by commercial reasons.
The “Thin Cap” case was not a typical transfer pricing case as it primarily
addressed the re-characterization of a shareholder loan under thin capitalization
rules, but it laid the ground for the first fully-fledged transfer pricing case decided
by the European Court of Justice, the “SGI” case. In her opinion, Advocate General
Kokott tried to re-assess the interrelation of the justification under the “balanced
allocation of taxing power” doctrine and the jurisprudence on anti-avoidance
measures83. Insofar, she made clear that the concept of anti-abuse has an auxiliary
80
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character, ensuring that the balanced allocation of taxing powers as arranged
between Member States is not circumvented by artificial arrangements. The
requirement of the balanced allocation of taxing power contains the paramount justification for transfer pricing rules including the arm’s length standard. Nevertheless, Advocate General Kokott remained fully in line with the preceding judgment
in “Thin Cap” as she emphasized the distinction between transactions within a
group targeting at tax avoidance and abusive profit shifting and transactions fulfilling a bona fide commercial aim. Again, she supported the view that the commercial
rationality of a transaction is decisive for the recognition or adjustment of a transfer
price.
The Court’s judgment largely confirmed this view84. First of all, the ECJ did not
hesitate to regard the specific treatment of cross-border intra-group transactions as
a discriminatory obstacle to the freedom of establishment within the European
Union. Moreover, the Court applied both the justification of the balanced allocation
of taxing powers and the justification of anti-abuse legislation in a narrow sense. It
made clear that the first justification only allows a discriminatory tax provision
which prevents group companies from shifting their profits at will between jurisdictions. The second justification distinguishes between artificial and commercially
motivated transactions. Taken together, the ECJ sees the world of “economic reality” where firms act “under fully competitive conditions” and provide “commercial
justifications” for their transactions on the one hand and the world of “artificial
arrangements” on the other hand, “created with the aim of escaping the tax normally
due on the profits generated by activities carried out on national territory”, organizing “income transfers” to “Member States applying the lowest rates of taxation or in
Member States in which such income is not taxed”.
All this sounds perfect – European law in line with time-honored and widely
accepted national and international rules on transfer pricing. Taking a closer look,
nothing is perfect. This requires a double-sided economic approach: A view at the
economic concept of the Internal Market and a view at the economic concept of the
firm.

5. The Economics of the Internal Market and the Economics
of the Multinational Firm
5.1 The Internal Market and the Efficient Allocation of Ressources
The European Treaty provisions which constitute the Internal Market, in particular
the four fundamental freedoms, have been established by the Member States in 1957
in order to achieve a specific economic goal: The free and efficient allocation of
resources within the area of the European Union. This requires unimpeded crossborder traffic of goods and services, persons and capital. Moreover, it calls for the
organizational freedom of enterprises to structure their activities in a manner which
is most efficient for their productive goals. This underlying economic policy is
84
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clearly spelt out in Art. 120 s.2 TFEU where it is said that both the European Union
and the Member States of the European Union have to act in the framework of an
open market economy with efficient allocation of resources85. The freedom of establishment under Art. 49 TFEU is the mainstay for the organizational freedom of companies when it comes to the establishment of cross-border operations86. Insofar, the
interpretation and application of the freedom of establishment has to follow the goal
of an open market economy, trying to ensure the most efficient organization of markets and firms.
This economic rationale informs the grounds on which Member States are entitled to justify discriminations and restrictions on cross-border business operations.
Business activities which are designed to improve the efficient allocation of
resources within the area of the European Union cannot be attacked as abusive
behavior. Business activities which do not aim at commercial goals but which
merely try to shift the tax base between Member States infringe the “balanced allocation of taxing powers” and can be denoted as abusive “artificial arrangements”.
Against this background, the Court is right in defending any measure taken by the
taxpayer which is built on “commercial rationality”87.
The fundamental inconsistency of the Court’s approach, however, lies in the fact
that “commercial rationality” within a firm is clearly not what the arm’s-length
standard is about. In its “SGI”-judgment, the ECJ expresses the view that the arm’s
length standard derived from the business behavior of “independent enterprises”
under “competitive conditions” describes aptly the “normal” way intra-group transactions are carried out. This insinuates that allocation of resources within a firm follows the same pattern as allocation of resources outside the firm in the open market.
But this is “exactly wrong”. Firms – and this holds particularly true for large-scale
integrated multinational firms – exist because they organize production and distribution in a way which cannot be achieved in the open market. They rely on hierarchies instead of markets, on long-term contracts instead of on-the-spot transactions,
on large-sized specific investment which is made in anticipation of a reliable and
trustworthy relationship with other members of the same corporate group. The
existence of common control – which is regarded as a suspicious quality by tax
authorities – is the very reason why integrated firms are successful in situations
where an atomistic market does not deliver an efficient outcome. This entails that
any contractual relationship between companies belonging to the same group is not
– as the ECJ assumes – governed by “competitive conditions”. Rather, given the relevance of high specific investment, it is governed by a “bilateral monopoly” which
can give rise to a completely different outcome compared to the interaction of truly
independent entities.
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Starting from the assumption that the fundamental freedoms – and in particular
the freedom of establishment – are designed to further efficient allocation of
resources within the European Union, it follows easily that “commercial rationality” of related-party transactions – as pronounced by the ECJ in the afore-mentioned
judgments – is not necessarily related to the arm’s length pattern88. To the contrary,
commercial rationality of transfer prices within firms has to follow the rationality of
the firm itself, i. e. the specific reasons why the founders of the firm have put
together a hierarchical and integrated entity in order to beat the operations of competitors in the open market.

5.2 Arm’s-Length Standard and Intra-Group Transfer Pricing
Against this background, it comes as no surprise that transfer prices for intra-firm
transactions as proposed by economists and business experts are systematically disconnected from the arm’s length standard which relates to market prices. In the field
of business research, the seminal work by Schmalenbach89 and Hirshleifer90 on
transfer pricing has shown many decades ago, that the starting point for intra-firm
optimal transfer pricing is the “marginal cost” not the “market price”91. In recent
years, this analysis has been enriched by economic research on incentives meant to
mitigate the deficiencies frequently encountered within organizations92. From a
business perspective, transfer pricing is about setting incentives in order to optimize
the internal production process. While the corporate headquarters intends to
increase the overall efficiency of the firm (and thereby its overall profit), managers
of subdivisions are subject to the “usual” fallacies of principal-agent-relationships
like information asymmetries, the non-observability of their effort, the existence of
over- and underinvestment or of over- and underproduction as they endeveaour to
increase the part of the overall profit allocable to “their” subdivision. It is well established that the solution for this optimization problem depends on a lot of variables,
such as the specificity of upfront investment93, the existence of proprietary intangi88
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bles, the complementarity between the internal and the outside market and so on. In
particular, there is no clear answer when to use marginal cost, historical cost, real or
notional market prices etc. in order to promote efficient behavior. To show that this
is not merely an academic debate, let’s quote from the US-GAAP rules on relatedparty transactions:
“Transactions involving related parties cannot be presumed to be carried out on
an arm’s length basis, as the requisite conditions of competitive, free-market dealings may not exist. Representations about transactions with related parties, if made,
shall not imply that the related party transactions were consummated on terms
equivalent to those that prevail in arm’s-length transactions unless such representation can be substantiated.”94
Against this background, it is simply wrong – as the ECJ assumes – that the
arm’s-length price is typically in line with the commercial rationality of an intragroup transaction.
Taking a closer look, the arm’s-length standard is rather a legal than a commercial concept, trying to grant equal treatment to group companies and independent
companies95, but it cannot be defended as a business concept as it generically
misses the efficiency requirements within the firm. It is not surprising that in business research there exists a rich strand of literature discussing the multiple distortions arising from the application of arm’s length prices in the tax world while business reasons recommend a different set of transfer prices for a given firm96.
What does this mean for the application of the arm’s-length standard under the
auspices of the fundamental freedoms? Following the jurisprudence of the Court
and its strong emphasis on “commercial rationality”, this means that any transfer
price which can be defended commercially on the basis of efficiency considerations within the firm, has to be accepted by the tax authorities as well. This is due
to the fact that the ECJ has narrowed the application of the arm’s length standard
within the European Union to the fight against “artificial arrangements” in an abusive sense97. While it is evident that tax authorities tend to regard any deviation
from the arm’s length standard as an attempt to manipulate the tax base, there is
ample evidence from business research that large-scale deviations from the arm’s
length standard are due to valid business considerations. This leads to the consequence that the findings of business research translate into a justification for the
transfer pricing policy in the tax area as well. The European Court of Justice will
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force Member States to accept these reasons; moreover, not even the legal
presumption that transfer prices have to comply with the arm’s length standard can
be sustained.

5.3 A New Framework for Transfer Pricing?
Contrary to what most experts seem to assume we have to face the fact that traditional transfer pricing control under the arm’s length standard is on the downturn in
the European Union. The business economics of the multinational firm will provide
taxpayers with ample and sound reasons to employ transfer prices which deviate
from those employed by independent parties. The basic assumption by the ECJ,
that intra-group transfer prices “normally” correspond to transfer prices among
independent parties in the open market, is clearly misguided and will be rebutted in
all cases where a corporate group shows a high degree of integration, which works
against third-party market pricing within the firm. Only when the tax authorities
can show that the non-arm’s length price has been chosen exclusively in order to
manipulate the tax base, the ECJ will sustain this assessment. There is no indication
in the ECJ’s judgments that the only commercial justification for the taxpayers
arrangements consists in the comparison with arrangements between independent
parties98.
Where does this lead us? One option is to leave transfer pricing control behind
and to move towards consolidation and formula apportionment. But this has huge
conceptual and political ramifications which go far beyond the technical aspects of
the arm’s length standard. A straightforward proposal was recently presented by
US-economists Mihir Desai and Dhammika Dharmapala in their contribution for a
conference on transfer pricing held at the Munich-based Max-Planck-Institute99.
They recommend to use business transfer prices at face value for tax purposes as
well. Enterprises should be invited to set their internal transfer prices primarily for
business purposes. These business transfer prices should then form the basis for the
allocation of the international tax base. Business and tax considerations would
become fully consistent and existing distortions would go away.
From my perspective, this is a valuable step when it comes to the correct allocation of profits to separate entities within the group, but it is not sufficient when it
comes to the correct allocation of taxing rights between countries. This is due to the
fact that the involved states have a genuine and valid interest to tax business profits
which have been generated on their territory. It is not surprising that the ECJ in its
“SGI”-judgment regards the concept of transfer pricing control under the arm’slength standard as an instrument to ensure the taxation of tax jurisdiction on the
basis of territoriality100. But how do we save the right to tax profits on the basis of

98

This assumption is made erroneously by the UK Court of Appeal in: Test Claimants in the Thin
Cap Group Litigation v. Revenue and Customs Commissioners [2011] STC 738-797, para 62
per Burnton LJ.
99
Desai/Dharmapala, “An Alternative Transfer Pricing Norm”, Working Paper, 2011.
100
Supra (note 19), para 60.

98

Wolfgang Schön

territoriality when the arm’s-length standard can be rebutted referring to specific
business considerations within the firm.
The answer is the following101: Whenever two companies within a group
engage in a cross-border transaction and deviate from the arm’s length standard,
any reduction of the profit of the domestic company will lead to a corresponding
increase of the profit of the foreign company. Current transfer pricing law simply
assumes that allocation of taxing rights strictly follows the allocation of a profit to
the domestic company. But this is not imperative. It is perfectly possible and not
impeded by the rules and principles governing the European Internal Market to tax
the other company, i. e. the foreign related party, on the extra profit it derives from
the related party transaction. To give an example: Whenever the domestic company has built a manufacturing plant involving large up-front specific investment,
business reasons will induce the domestic company to accept pricing at marginal
cost from the foreign parent company. This is commercially sound although it
does not comply with the arm’s length standard which looks for the (higher) market price at full cost. In this monopoly-like situation the foreign parent company
derives an extra-profit from the territory where the domestic subsidiary is located.
Commercially speaking, this profit belongs to the foreign parent. In terms of tax
policy, though, this profit has to be taxed in the country where the subsidiary
resides. Against this background, what is needed is a rewrite of the international
tax allocation rules for business profits. States should be entitled to exercise limited tax jurisdiction over foreign group companies who derive monopoly-like profits from the interaction with local group companies. This would disconnect the
allocation of taxing rights from the allocation of profits to group companies. In the
end, EC law could not intervene. Surely, this requires a change of double taxation
treaties in the long run. But this seems to be a systematically robust approach to
the problem.

6. A Case of Discrimination?
This leads me to the last question: Does it matter whether transfer pricing control
under the arm’s length standard is applied solely to cross-border transactions?102
Does the whole problem go away once the domestic legislator decides to extend
transfer pricing adjustments to the internal situation? It is true that such an evenhanded application does not infringe explicitly on the principle of non-discrimination. But does it comply with the spirit of the Internal Market? And should the prohibition of non-discriminatory restrictions take over at this point?
From my point of view, the answer is yes from a twofold perspective. On the one
hand, the Court correctly states that any deliberate attempt by the taxpayer to
manipulate the tax base by means of profit shifting is invalid and can be attacked by
domestic tax legislation. Insofar, the application of the arm’s length standard by the
tax authorities does not require an even-handed approach to domestic transactions.
101
102

See Schön supra (note 8), pp. 227-251; Schön supra (note 26), p. 55 et seq.
Martin Jimenez supra (note 19), pp. 274-275.
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On the other hand a Member State is not in the position to adjust transfer prices
across national borders when the taxpayer shows that the intra-group pricing fully
reflects genuine business considerations. This is required by the Internal Market in
order to ensure the efficient allocation of resources within the multinational firm.
Does this rationale evaporate when domestic transactions are subject to a similar
constraint? Shouldn’t we think of this as an obstacle to free cross-border organization which falls under the prohibition of restrictions to market access? We have to
consider whether this is a case leading the doctrine of European tax law “beyond
discrimination”.
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Abstract
Since the famous Amid case decided in December 2000, the ECJ issued several
other decisions dealing with losses compensation in an international – European –
context. Does this jurisprudence fit or not into the classic frame of treatment of
losses compensation? Or is it rather necessary to see there a specific, new construction, bringing appropriate solutions within the European territory? In that case, are
these solutions compatible with the principles of the international law? And especially, are they really satisfactory?
To answer these questions, it is necessary, at first, to call back the modalities of
structuring of a tax system, such as they are brought out by the international practice. This pattern of analysis of the founding principles of the tax system will allow
to bring to light the various mechanisms connected to the compensation of losses in
an international context. In a second chapter, we shall describe the case-law of the
European Court of Justice (ECJ) relative to the off-setting of losses, to bring to light
the major principles which get free of it. Finally, we shall confront the principles
brought out in this analysis with the founding principles of a fiscal system.

1. Building the Tax System
1.1 Introduction
Loss compensation is directly bound to the structure of the fiscal system, that we
consider individuals or companies taxation.
One may define the “loss” as the exceeding part of the charges on gains, while
the “profit” represents the exceeding part of the gains over charges, the question
being of course to define these concepts of “gain” and of “deductible charges or
expenses”.
This analysis however is outside the scope of this study.
Nevertheless, it must be noted that the “loss” represents in a way the other side
of the income, and thus that the extent of the loss undergone by a taxpayer will
depend on the definition given to the income.
For practical reasons relating to the necessity for State to raise the tax regularly
and to the impossibility on the practical plan to collect the tax on every production
of income, the taxable income is cut on a temporal base, mostly on an annual base1.
1

One usually refers to annual periods. Nothing prevents however from fixing another periodicity.
As an example, Switzerland applied for a long time a pluriannual taxation of the income of individuals.

I. Richelle et al. (eds.), Allocating Taxing Powers within the European Union,
MPI Studies in Tax Law and Public Finance 2, DOI 10.1007/978-3-642-34919-5_5,
© Springer-Verlag Berlin Heidelberg 2013
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In most of the tax systems, this division of the tax periods originates from the
need to protect the taxpayers against the excesses of the fiscal power by the obligation of renew every year the authorization given to the fiscal authorities to raise
taxes.
This principle of annuality leads traditionally to a division of every tax period,
having for consequence that any transfer of a given element from a period to another
one is considered as an exception to be strictly applied. This conception still influences our tax systems today; it opposes to the reality of the economic life, where the
profit of one activity appreciates on all the duration of the economic life term, what
supposes naturally the accounting periods to be connected between them.
In this specific context, the variations of income from one to another tax period
are not normally considered, what raises problems of equity, efficiency of the fiscal
system when, in particular, the taxable income of a natural person subjected to a
progressive rate of taxation undergoes important variations (like that can be the case
for artists or sportsmen in particular).
Taxable incomes are mostly categorized according to their nature (income from
real property, movable property, and professional activities). This categorisation
can lead to taxation on a global or schedular income. Schedular taxation raises the
question of cross-schedule losses off-setting.
In an international perspective, a choice is to be made between taxing the worldwide or the territorial income, thus leading to another splitting of the income
between “schedules”.
Indeed, a recognised international practice allows for the State of residence to
tax its residents on their worldwide or territorial income, while taxation of non-residents is limited to territorial income having its source within the territory2. The
choice by the State of residence between worldwide or territorial taxation is determined by reasons of tax policy, tax administration, tax efficiency and equity a.o.
A territorial system allows for eliminating most – but not all3 – of the international double taxation situations.
A worldwide taxation system generates double taxation of the foreign source
income; this double taxation can be eliminated through the exemption or the tax
credit methods.
The right of the State of residence to tax the worldwide income may be justified
by the “ability to pay” concept, or by some other principles such as economic efficiency, equity, simplicity of the tax system4.

2

3
4

See the analysis by Allix, “La condition des étrangers du point de vue fiscal”, Rec. La Haye
(1937), vol. 61, p. 34 and p. 594 ; Seligman, “La double imposition et la coopération fiscale
internationale”, Rec. La Haye (1927), vol 20, p. 465.; Niboyet, “Les doubles impositions au
point de vue juridique”, Rec. La Haye (1930), vol. 31, p. 5 ; Martha, “The Jurisdiction to Tax in
International Law”, Deventer (1989).
So, will remain the cases of double taxation resulting from conflicts of qualification of income.
See Richelle, “Notions et traitements des soldes déficitaires en droit fiscal – Aspects nationaux
et internationaux”, doctoral thesis, Free University of Brussels (1998), available at http://bictel.ulg.ac.be/ETD-db/collection/available/ULgetd-12112009-150120/, p. 138 sq., and ref. cited.
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The concept of “ability to pay” which is usually referred to by the tax scholars,
has several meanings. Some authors refer to the so-called “benefit principle”
according to which the tax to be paid must be determined taking into consideration
the benefits received by the State. Some others apply an “ability to pay sensu
stricto” concept, referring to the determination of the tax level according to the faculty of the taxpayer to participate in the public expenses of the community. A third
concept refers to the idea of “wherewithal to pay” according to which a tax must be
paid only if and when the taxpayer has the money to pay it; this explains why, for
example, non-realized capital gains, if taxable, are in general tax exempt.
As regards losses, the “ability to pay sensu stricto” and the “wherewithal to pay”
are decisive.
Indeed, the capacity of the taxpayer to bear the weight of the tax when he has not
or not enough income for it must be considered: how can he pay the tax? How can
he pursue his economic activity (and possibly pay a tax in the future)?
If we consider now the losses in relation with the taxable period and the principle of annuality, we notice that here also a subdivision – in this case, between taxable periods – limits or prevents the compensation of the losses. This results in an
increase of the tax burden on the taxpayer.
At this stage, we can conclude that any division limiting the taking into
consideration of the losses leads to an increased tax burden born by the taxpayer.
The division can be spatial, temporal, or still based on the nature of the considered
income.
These divisions – and the increased tax burden which results from them – are
contradictory to the economic reality and lead to economic inefficiency. The economic result of the economic activity must be appreciated on a long term and a
global base.
So, any subdivision ending in a fiscal overload, in comparison to the tax which
would be due on the income effectively collected, leads to an economic inefficiency
and infringes the “ability to pay” principle.
This conclusion will be confirmed by the analyse below of the functioning of a
territorial or a worldwide tax system in losses situations, taking into consideration
the effects of the exemption and imputation methods for eliminating double taxation
and considering losses in the State of residence or in the State of source.

1.2 Losses within a Worldwide or a Territorial Tax System
1.2.1 Foreign Losses
1.2.1.1 Taxation on a Territorial Base
Under a territorial tax system, the losses incurred in the State of Source can never be
taken into consideration in the State of Residence.
This results in an increase of the tax burden on the taxpayer for the tax period
where the losses appears, compared to the economic profits (in the following example, the tax base amounts to 100 in N1 while the economic profits is of 0). This surcharge will possibly be adjusted, during later exercises, by a loss carry-over in the
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State of source; such a surcharge is immediately corrected in case of carry-back in
the State of source.
Table 1: Territorial System
N

SR

SS

Tax base
SR

Tax base
SS

Total tax
base

Tax in
SR

Tax in
SS

Total tax

(1)

100

-100

100

(-100)

100

40

0

40

(2)

100

100

100

0

100

40

0

40

tot

200

0

200

0

200

80

0

80

[N: tax period; SR : State of Residence ; SS : State of Source]

1.2.1.2 Worldwide Taxation
On the contrary, under a worldwide taxation, foreign losses are immediately set-off
against the other taxable income in the State of residence. This is inherent to worldwide taxation.
This allows for a taxation of the real income of the taxpayer, for the year of the
losses, insofar of course as there is a sufficient amount of income for operating the
full compensation of the foreign losses.
In most cases, the loss will be carried over on other tax periods in the State of
source. As a consequence, the foreign loss is set-off twice. This double compensation of the loss however is adjusted later on, as the State of residence taxes the
foreign income.
Table 2: Worldwide Tax System
N

SR

SS

Tax base
SR

Tax base
SS

Total tax
base

Tax in
SR

Tax in
SS

Total tax

(1)

100

-100

0

(-100)

0

0

0

0

(2)

100

100

200

0

200

80

0

80

tot

200

0

200

0

200

80

0

80

1.2.1.3 Implementing Exemption and Tax Credit Methods
All other things being equal, the unlimited tax credit leads to a similar result: the
double compensation of the foreign loss is automatically corrected.
Table 3: Worldwide Taxation with Full Tax Credit
N

SR

SS

Tax base
SR

Tax base
SS

Total tax
base

Tax in
SR

Tax in
SS

Total tax

(1)

100

-100

0

(-100)

0

0

0

0

(2)

100

100

200

0

200

80 - 0

0

80

tot

200

0

200

0

200

80

0

80
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This is not the case as regards the exemption method.
For certain States, the exemption leads to moving apart from the taxable object
the foreign result be it positive or negative. The situation is then the same that in a
territorial system: the foreign losses cannot be compensated in the State of residence. Such was the case in Austria and in the Luxembourg; such is still the case at
present in Germany5.
Another concept of exemption leads to push aside from the taxable result in the
State of residence only the foreign income, but not the foreign losses which remain
thus compensable. This concept results in a double compensation of the losses,
which can be corrected only by the setting up of specific mechanisms, the said
clauses of “recapture”.
It is necessary to notice that the OECD Commentary does not impose the one or
other one of these two concepts.
1.2.2 Losses Incurred in the State of Residence
In a territorial tax system, losses of the State of residence can not be set-off against
foreign income for the taxation in the State of residence6. This results in an increase
of the tax burden for the year where the loss is incurred; this surcharge is restricted
to a “timing difference” if the tax system allows for a loss carry-over on other tax
periods.
Under a worldwide tax system with tax credit, the loss compensation operates
immediately with the foreign income.
The question will then be to decide whether one authorizes the carry-over of the
excess foreign tax credit that can not be effectively credited. If such carry-over is
not allowed, the loss off-setting is actually limited.
The same phenomenon of limitation also exists with the exemption: the loss of
the State of residence is set-off against a foreign income which, in any case, is not
taxed by the State of residence; this compensation constitutes an obstacle to the
carry-forward of the loss on income effectively taxed in the State of residence.
Thus, the compensation with exempt income is purely formal.
Table 4: Worldwide Taxation with Tax Credit (without and with reimbursement of the
excess tax credit)

5
6

N

SR

SS

Tax base
SR

Tax
base SS

Total tax
base

Tax in
SR

Tax
in SS

Total tax

(1)

-100

100

0

100

100

0 / -40

40

40 / 0

(2)

100

100

200

100

200

80 - 40

40

80

tot

0

200

200

200

300

40 / 0

80

120 / 80

See the recent case “Krankenheim” referred to the ECJ (aff. C-157/07 – see below for more
details).
The off-setting with the taxable profits in the State of source is not possible as a rule, this State
considering only the result finding their source on its territory.
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Table 5: Worldwides Taxation with Exemption
N

SR

SS

Tax base
SR

Tax base
SS

Total tax
base

Tax in
SR

Tax in
SS

Total tax.

(1)

-100

100

0

100

100

0

40

40

(2)

100

100

100

100

200

40

40

80

tot

0

200

100

200

300

40

80

120

As can be seen from these tables, both the exemption and the limited tax credit
methods lead to a similar result.
This “formal” off-setting can only be corrected through avoiding the compensation of the loss incurred in the State of residence with the foreign income to be
exempt, and through a carry-over of said loss. Similarly, under a limited tax
credit system, an effective loss off-setting requires a carry-over of the excess tax
credit.

1.3 Exemption or Exemption?
Up to now, we considered the aggregation of all the profits and losses of the taxpayer – according to the worldwide taxation principle – as a prerequisite to
exemption.
However, the practice reveals that, in some countries, exemption means excluding the foreign item, be it positive or negative, from taxation in the State of residence.
This raises the question of the definition of “exemption”. Or, more precisely,
beyond the definition that can be given, how should an exemption be construed?
First, it must be noted that such a restrictive concept of exemption is equivalent
to territoriality7 8.
The first characteristic of a territorial system is indeed the partition which it
establishes between the results of the local and the foreign results, positive and negative. On the contrary, the worldwide system inevitably implies the aggregation of
all the worldwide results; the compensation of the losses thus constitutes, in our
view, an essential element. The exemption aims at preventing the international
double taxation, which arises when an element of income is taxed twice in two different States. It thus concerns only the foreign positive income. The respect of the

7

8

The concept of territoriality has several meanings in tax law. In a first meaning, it makes reference to the fact that the fiscal legislator has authority to legislate only within the limits of its territory; in a second meaning, it indicates that the tax authority can recover the tax due only on its
own territory. Finally, the third meaning is in connection with the territorial extension of the
power to tax the residents: it is admitted that the State of residence can tax or the territorial
income or the worldwide income of its residents, whereas the State of source can never tax but
the income of the non-residents finding their source in its territory.
See on the concepts of territoriality, territoriality by exemption, worldwide taxation system:
Melot, “Territorialité et mondialité de l’impôt. Etude de l’imposition des bénéfices de capitaux
à la lumière des expériences française et américaine”, Paris (2004), p. 417 sq. and ref. cited.
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intrinsic nature of a system of taxation on the worldwide income implies that the
exemption is confined in the foreign positive income only.
Second, as method to eliminate the double taxation, the exemption aims at
improving the situation of the taxpayer. If the exemption is widened to the losses, on
the contrary, the situation of the taxpayer is made less favourable. Some people consider that a double tax agreement cannot place the taxpayer in a situation less
favourable than in the absence of convention and that, from then on, the exemption
must be inevitably limited to the foreign positive results only9.
This argument was brought to light in particular by the administrative Court of
the Luxembourg: “In this respect, it is admitted that the double tax agreements have
for only purpose to restrict the power to tax ensuing from the internal law of the signatory States, but do not create a new fiscal obligation and do not increase the fiscal
obligation put by the internal law (cf. Henri DOSTERT : La double imposition
internationale en matière d’impôts sur le revenu et la fortune et les conventions
tendant à l’éliminer, ETUDES FISCALES nos 57/58, p. 9, n° 25). Thus, they have exclusively the negative effect to limit the innate power to tax of the Contracting States
established by their respective internal laws with the purpose shown to eliminate
double taxations without establishing a new right to autonomous taxation
(cf VOGEL : DBA-Kommentar, Verlag C.H. Beck, éd. 1996, Einl., Anm. 45b-s) and so
answers the principle of non-aggravation (cf. SCHAFFNER: Droit fiscal international, éd. Promoculture, N 1.10, p. 26)” (translation).
This view is confirmed by the Administrative Court of Appeal that adds: “In the
case where the situation so obtained by application of the provisions of international law and of national law so applicable have as consequence a double deduction of a same loss at the same time in the State of residence, when incurred, and in
the State of source through carry-forward on a later profit, it will be up then if necessary to the political power to plan a legal system likely to prevent such a de facto
consequence” (translation).

2. Analysis of the ECJ Case-Law on Loss Compensation
The ECJ has decided on several cases on loss compensation in cases of taxpayers
with foreign permanent establishments or subsidiaries. This case-law is summarized
below, with, for objective, in the third chapter, to highlight the development by the
9

Administrative Tribunal of Luxembourg, 19 January 2005, n° 17.820, available at
www.ja.etat.lu/17820.doc, confirmed by: Administrative Court of Appeal of Luxembourg,
10 August 2005, available at www.ja.etat.lu/19407c.doc; See also Supreme Court of Austria,
25 September 2001, n° 99/14/0217); Both countries modified their tax system accordingly. On
the contrary, Germany Courts maintain their view that exemption includes both income and
losses: German Bundesfinanzhof, 12 March 1980, (1980) BStBl, II, 531 ; BFHE 296 and
12 January 1981, (1981) BStBl, II, 517, discussed: Eur. Tax. (1981), p. 357; this case-law finally
led to the preliminary request before the ECJ in the “Lidl Belgium” and the “Krankenheim”
cases: see infra. See also Richelle, “L’exemption conventionnelle: assiette, base ou calcul de
l’impôt?”, R.G.F., 2005/11, p. 24-32; “Opinion Statement on Loss Compensation within the EU
for individuals and companies carrying out their activities through permanent establishments”,
ECJ Task Force of the Confédération Fiscale Européenne, Eur. Tax., 2009/10, p. 487-490.
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Court of justice of a specific theoretical approach regarding compensation of losses
– if any – , and to confront such theory with the classic system of functioning of a
worldwide or territorial tax system.

2.1 The AMID Case
The Amid case is the first one that has been decided by the ECJ in the field of loss
compensation, on 14 December 200010.
Under the Belgian worldwide taxation with exemption, all the worldwide profits
and losses are aggregated in order to determine the tax base; in a later stage, the foreign profits which are exempt under a double tax agreement are deducted from the
tax base11.
At the aggregation level, the Belgian loss is set-off against the foreign exempt
profit; so, the loss is compensated with a profit which in any case is not taxed in Belgium, thus reducing the loss to be carried-over on profits which are taxed in Belgium. This results in an economic international double taxation12.
This situation created a long judicial battle before the Belgian jurisdictions. The
Belgian Supreme Court however constantly ruled that the Belgian rules do not violate the provisions of the double tax agreement13. Finally, the case was referred to
the ECJ.
Taking the innovative view of comparing an enterprise with two establishment
in Belgium, on the one hand, and its establishments both in Belgium and in another
Member State, on the other hand, the ECJ concludes that “by setting off domestic
losses against profits exempted by treaty, the [Belgian legislation] established a differentiated tax treatment…Where such companies have a PE in a Member State
other than that of origin and a convention to prevent double taxation binds the two
States, those companies are likely to suffer a tax disadvantage which they would not
have to suffer if all their establishments were situated in the Member State of origin”14. For its defence, Belgium based its argumentation on the symmetry of its legislation: where, in case of losses incurred in the Belgian establishment the undertaking can be in a worsen situation, the contrary occurs in the reverse situation where
losses suffered by the foreign permanent establishment can be set-off twice, a first
time in Belgium through horizontal compensation and a second time in the State of
the permanent establishment through vertical compensation15. Further, it argues that
companies with and without foreign establishment are not in a similar situation.
10
11
12
13

14
15

ECJ, 14 December 2000, C-141/99 (Amid). See also the similar case relating to individuals
taxation : ECJ, Order of 12 September 2002, C-431/01 (Mertens).
Art. 1 of the Belgian Income Tax Code, and Art. 75 of the Royal Decree implementing the ITC.
See the table above.
See the famous “Velasquez case” decided by the Supreme Court on 29 June 1984, Cass., 29 juin
1984, en cause Velasquez, Pas., 1984, I, 1321 ; Hinnekens, “Velasquez, l'arrêt de la chance
manquée”, R.G.F., 1985, p. 8-14 ; de Broe, “Belgische vennootschappen met vaste inrichtingen
in verdragslanden: vermijding van dubbele belasting; compensatie van buitenlandse winsten
met Belgische verliezen; dubbele verliescompensatie”, T.F.R., 1987, n° 72/73, p. 220-233.
“Amid”, para. 23.
Para. 24.
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According to the Court, “a Belgian company which, having no establishments
outside Belgium, incurs a loss during a given tax year finds itself, for tax purposes,
in a comparable situation with that of a Belgian company which, having an establishment in Luxembourg, incurs a loss in Belgium and makes a profit in Luxembourg
during that same tax year. Since an objective difference in the companies’ respective
positions has not been established, a difference in treatment as regards the deduction of losses when calculating the companies’ taxable income cannot be
accepted”16.

2.2 The Marks & Spencer Case
The UK company Marks&Spencer (“M&S”) is the parent company of a number of
companies established in the UK and in other Member States. Some of these subsidiaries suffered important losses and ceased trading. M&S claimed the group tax
relief granted by the UK legislation, in respect of losses incurred by its subsidiaries
in Belgium, France and Germany. The relief was denied on the ground that it could
only be granted for losses incurred in the UK.
The ECJ recognized a restriction on freedom of establishment “in that [the
national tax system] applies different treatment for tax purposes to losses incurred
by a resident subsidiary and losses incurred by a non-resident subsidiary”17.
However, this restriction is justified in the light of “three justifications, taken
together18” being:
– the “preservation of the allocation of the power to impose taxes between Member States”: “in tax matters profits and losses are two sides of the same coin and
must be treated symmetrically in the same tax system in order to protect a
balanced allocation of the power to impose taxes between the different Member
States concerned”19; “to give companies the option to have their losses taken
into account in the Member State in which they are established or in another
Member State would significantly jeopardise a balanced allocation of the
power to impose taxes between Member States, as the taxable basis would be
increased in the first State and reduced in the second to the extent of the losses
transferred”20.
– the “danger that losses would be used twice as “such a danger does in fact exist
if group relief is extended to the losses of the non-resident subsidiaries; it is
avoided by a rule which precludes relief in respect of those losses21;
– the “risk of tax avoidance” resulting from the “possibility of transferring the
losses incurred by a non-resident company to a resident company” which “entails
the risk that within a group of companies losses will be transferred to companies
16
17
18
19
20
21

Paras 29-30.
“M&S”, para. 34.
“M&S”, para. 52.
“M&S”, para. 43.
“M&S”, para. 46.
“M&S”, paras. 47-48.
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established in the Member States which apply the highest rates of taxation and in
which the tax value of the losses is therefore the highest”22.
Finally, the Court considered that the restrictive measure “goes beyond what is necessary to attain the essential part of the objectives pursued ” and set up the rules of an
loss off-setting in the State of residence of the parent company where the non-resident
subsidiary “has exhausted the possibilities available in its State of residence of having
the losses taken into account”23. Another softening – a recapture rule – had been suggested by M&S and the Commission24, but did not retain the attention of the Court.
Finally, it is worse noting that the Court did not take into consideration elements
which are specific to companies and group of companies – such as taxation of dividends distributed, capital gains and losses on shares, … – which might differentiate
group of companies from companies with permanent establishment(s) as to loss
compensation.

2.3 The Lidl Belgium Case
Lidl Belgium is a company under German law and tax resident in Germany. Germany denied the off-setting against the German tax base of the losses incurred by
Lidl Belgium in its permanent establishment in Luxembourg.
The Court first points out that “a provision which allows losses incurred by a
permanent establishment to be taken into account in calculating the profits and taxable income of the principal company constitutes a tax advantage”25.
However, as the Court notes, in such a situation, “the tax situation of a company
which has its registered office in Germany and has a permanent establishment in
another Member State is less favourable than it would be if the latter were to be
established in Germany. By reason of that difference in tax treatment, a German
company could be discouraged from carrying on its business through a permanent
establishment situated in another Member State”26. Such a tax regime involves a
restriction on the freedom of establishment27.
Nevertheless, the Court further considers this tax regime as justified by two justifications put forward, based on the need to preserve the allocation of the power to
impose taxes between the Member States concerned and on the need to prevent the
danger that losses may be taken into account twice28.
First, “the preservation of the allocation of the power to impose taxes between
Member States may make it necessary to apply to the economic activities of companies established in one of those States only the tax rules of that State in respect of
both profits and losses”29.
22
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As the Court adds, “the Member State in which the registered office of the company to which the permanent establishment belongs is situated would, in the
absence of a double taxation convention, have the right to tax the profits generated
by such an entity. Consequently, the sq objective of preserving the allocation of the
power to impose taxes between the two Member States concerned, which is reflected
in the provisions of the Convention, is capable of justifying the tax regime at issue in
the main proceedings, since it safeguards symmetry between the right to tax profits
and the right to deduct losses”30.
Second, any possibility for the companies to choose the place where losses
should be compensated seems unacceptable: “To give companies the right to elect to
have their losses taken into account in the Member State in which they are established or in another Member State would seriously undermine a balanced allocation of the power to impose taxes between the Member States, since the tax base
would be increased in the first State, and reduced in the second, by the amount of the
losses surrendered”31 and “to accept that the losses of a non-resident permanent
establishment might be deducted from the taxable income of the principal company
would result in allowing that company to choose freely the Member State in which
those losses could be deducted”32.
Third, the Court insists on the necessity to avoid any risk for the losses to be setoff twice in both the State of residence and the State of source: “the Member States
must be able to prevent such a danger”33.
However, according to the Court, “the tax regime at issue … must be considered
to be proportionate to the objectives pursued by it”34: referring to Marks & Spencer,
the Court points out that “a measure which restricts the freedom of establishment
goes beyond what is necessary to attain the objectives pursued where a non-resident
subsidiary has exhausted the possibilities for having the losses incurred in the
Member State where it is situated taken into account for the accounting period concerned and also for previous accounting periods and where there is no possibility
for that subsidiary’s losses to be taken into account in that State for future periods”35. Nevertheless, “to the extent that, by virtue of a double taxation convention,
the income of that establishment is taxed in the latter Member State where those
losses can be taken into account in the taxation of the income of that permanent
establishment in future accounting periods”, there is no infringement to the freedom
of establishment36.
The Court also clarifies that “where a double taxation convention has given the
Member State in which the permanent establishment is situated the power to tax the
profits of that establishment, to give the principal company the right to elect to have
the losses of that permanent establishment taken into account in the Member State
30
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in which it has its seat or in another Member State would seriously undermine a
balanced allocation of the power to impose taxes between the Member States concerned (see, to that effect, Oy AA, paragraph 55)”37.
It is worth noting that in such a case, the absence of a double tax agreement
would be more favourable to the taxpayer.

2.4 The Krankenheim Case
The Krankenheim case38 is very similar to Lidl Belgium as it raises the question
whether the freedom of establishment precludes a national tax system to apply a
recapture rule (through not exempting the foreign income up to the amount of the
foreign losses which had previously been set-off against income taxable in the State
of residence), in this case, when no compensation for the losses is allowed in the
State of source39.
Here again, the Court takes the view that loss compensation constitutes a “tax
advantage” which, if denied to the foreign permanent establishment can be
“regarded as a factor likely to affect the freedom of establishment”40. Due to the
recapture, in the case at hand, resident companies with a foreign establishment in
another Member State are treated less favourably than resident companies having
their establishments in the State of residence41.
However, “that reintegration, in the case of a company with a permanent establishment in another State in relation to which that company’s State of residence has
no power of taxation, as the referring court indicates, reflects a logical symmetry.
There was thus a direct, personal and material link between the two elements of the
tax mechanism at issue in the main proceedings, the said reintegration being the
logical complement of the deduction previously granted”42. Therefore, the restriction is justified by the need to guarantee the coherence of the State of residence’s tax
system43. It is furthermore appropriate to achieve this objective of coherence “in
that it operates in a perfectly symmetrical manner, only deducted losses being reintegrated”44, and “proportionate” “since reintegrated losses are reintegrated only up
to the amount of the profits made”45.
This conclusion is not questioned by the fact that the State of source does not
allow for a loss carry-over: the power of the States “to define the criteria for taxing
income and wealth with a view to eliminating double taxation, by means of conventions if necessary” “also implies that a Member State cannot be required to take
account, for the purposes of applying its tax law, of the possible negative results
37
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arising from particularities of legislation of another Member State…”; “in such a
case, that restriction would arise not from the tax system” of the State of residence,
“but from the allocation of tax competences” under the tax agreement concluded
between the two States involved46.

3. Analysis
The reading of this case-law highlights several elements:
– From the Amid case, it appears that the loss off-setting must have an effective
effect; a purely formal compensation is not satisfactory, in an intra-European
context, since it infers an obstacle to the fundamental freedoms. Thus, the loss
must be compensated once.
– This idea seems to us to be repeated, and strengthened, in the Marks & Spencer
case: the loss incurred abroad must be compensated with taxable income in the
State of residence, from the moment that an effective compensation is not possible any more in the State of the source.
– This effective compensation in the State of residence does not seem to be questioned, in its principle, in Lidl Belgium.
– However, in Lidl Belgium, the Court brought to light two elements – the fact that
an effective carry-over remained possible in the State of the source, on the one
hand, that a tax agreement grants the taxing power on the permanent establishment to the State of the source, on the other hand – of which we can wonder in
which precise measure they may, the one and/or the other one, question this conclusion.
– From Marks & Spencer, we can also deduct that it is not required for the effective
compensation (by hypothesis in the State of residence) to be made at the moment
the loss is realized but when no compensation is possible anymore in the State of
the source.
– Finally, as regards the losses of a permanent establishment, a recapture rule
allowing to tax future foreign profits for an amount corresponding to the loss
which has been set-off, is justified and proportionate, even if applied where no
loss carry-over is available in the State of source.
In short, two key-elements do appear: the right to an effective compensation of the
losses, on the one hand, and the time of the compensation on the other hand.
Besides, in its analysis of the possible justifications to the highlighted restrictions, the Court refers to the concepts of “tax advantage”, of “symmetry” of the fiscal system, as well as to the risk of tax evasion which would allow to compensate
for the loss twice or to choose the place where the loss would be compensated.
These elements deserve a particular attention.

46
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3.1 Right to an Effective Compensation
The right to an effective loss off-setting is highlighted in the Amid case, and confirmed in the Marks & Spencer case.
For the compensation to be effective, the loss incurred in the State of residence
must be set-off against profits which are taxed in that State; a purely formal compensation, with income exempt of taxation in the State of residence cannot be
accepted (Amid).
Similarly, the off-setting of the foreign loss must be made certain in the State of
residence, insofar as no compensation is possible anymore in the State of source
(Marks & Spencer).
This requirement of compensation and – moreover, of effective compensation
– is based on the need of equality between those enterprises operating through
establishments within the territory of one sole State and those operating in several
States.
This comparison between establishments located in one State and those of an
enterprise located within several (Member) States is rather innovative as usually, no
differentiation of the places of entrepreneurship is made within the State of residence of the enterprise. However, it is appropriate in order to operate a comparison
of situations.

3.2 The Timing for the Loss Off-Setting
In a worldwide taxation system, all the worldwide results are aggregated for the
taxation in the State of residence. Losses are immediately set-off against available
profits.
This rule allows for an equal treatment of the taxpayers operating within one
territory and those operating in an international context. From this viewpoint, the
loss compensation must operate immediately (through a horizontal off-setting
first).
In such a system, no risk of double loss compensation occurs as the State of residence taxes the foreign profits (see above).
Equality of treatment does not require the carry-over of the loss which is not
compensated horizontally. However, such carry-over results from “ability to pay”
and efficiency requirements.
Under the Belgian rules applied in Amid, the Belgian loss was set-off against the
foreign profit exempt by virtue of a tax agreement. The Belgian rule was in line with
the worldwide taxation principle. The lack of effectiveness of the loss off-setting
results from the compensation with tax exempt profits; Belgium retains a strict
concept of exemption, whereby, according to the worldwide taxation rule, all the
results are aggregated and later on, the positive foreign result is taken out of the tax
base.
When the ECJ condemns the “formal loss off-setting” in this situation, on the
basis of equality of treatment of national and international businesses, it implicitly
rules in favour of a loss carry-over, thereby also creating a timing difference
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between the two categories of businesses considered. This timing difference cannot
be avoided47.
In other words, under Amid, the equality principle has as consequence the prohibition of the formal effect of the loss compensation, with as “sub-consequence”
the creation of an inequality resulting from a timing difference; the equality rule
requires the loss carry-over.
Another timing difference is “created” by the Court in Marks & Spencer:
according to the Court, the loss must at first be set-off in the State of source; if no
carry-over is available at all in that State, then the loss must be set-off against profits
in the State of residence. In that case, a differentiation still exists as between the taxpayers, consisting in a timing difference: the taxpayer with a pure national activity
is taxed on its real profit while the taxpayer operating in several States faces, for the
year of the loss, a tax burden proportionally heavier.
This could be acceptable if – as is the case in the Amid situation – there would
be no other technical solution. This is not the case in our view in the M&S situation.
As the Court notes in Krankenheim, an ad hoc recapture rule can be appropriate and
proportionate where it allows for reintegration of an amount of profits corresponding to the deducted losses. This implies, in our view, that an immediate compensation is technically possible (and required under a worldwide taxation system) and
that the risk of double loss compensation can be avoided by a efficient recapture
rule.
However, in Marks & Spencer, the Court denied the right to an immediate loss
off-setting, thus definitively placing internationally operating businesses in situation worse than those limiting their activities within one sole territory.

3.3 Risk of Abuse and Double Loss Compensation
This rule laid down in M&S – no immediate loss off-setting combined with compensation if and when no carry-over is available anymore in the State of source –
thus aims at avoiding the risk of abuse and the risk of double loss compensation.
As to the risk of double loss compensation, the Court did not analyse – at least in
its judgments – whether or not a recapture rule could satisfy the three justification
criteria:
– as regards the “danger that losses would be used twice”, a recapture rule has
clearly that objective to avoid double loss compensation through an adjustment
of the tax base in the State of residence up to the amount which has been deducted
from the tax base when a carry over is operated in the State of source: therefore,
one may conclude that a “recapture rule” constitutes a efficient mean48 to reach
the objective of avoiding double loss compensation;
– as regards the “risk of tax avoidance” resulting from “the possibility of transferring the losses incurred by a non-resident company to a resident company”, it is
47
48

Unless a negative tax credit would be granted which, up to now, does not seem to be acceptable
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explained in the XHolding case decided by the Court, in a situation involving a
foreign subsidiary: “Since the parent company is at liberty to decide to form a tax
entity with its subsidiary and, with equal liberty, to dissolve such an entity from
one year to the next, the possibility of including a non-resident subsidiary in the
single tax entity would be tantamount to granting the parent company the freedom to choose the tax scheme applicable to the losses of that subsidiary and the
place where those losses are taken into account”49.
This assertion raises a new question: is this possibility “to play” with the dissolution and the setting-up of entities offered only to the parent company which
establishes a subsidiary, or does it also extend to the permanent establishments?
It results from the Amid case that the second alternative should prevail, thus prohibiting any loss off-setting anymore. However, the Court authorizes, both for the
subsidiaries and for the permanent establishments, the off-setting of the “final”
losses in the State of residence, the question being of defining what is a “final”
loss, especially with the freedom of the enterprise to close its activities.
Anyway, as can be seen from the case-law, this risk of abuse must not be totally
avoided as the rule provides for a compensation in the State of residence if and when
all the off-setting possibilities have been exhausted in the State of source. Thus,
according to the Court, it is not excluded that a transfer of the losses to the resident
company could occur.
Here again, a transfer occurs in case of immediate off-setting, which is adjusted later
on if profits are realised in the State of source, through the recapture rule.
In other words, from a theoretical viewpoint, both rules – “recapture” and “final
compensation” – operate a transfer of the losses to the State of residence, the difference being in the timing where such transfer is made. Coming back to the basic consideration of equal treatment of taxpayers operating nationally or internationally,
clearly the immediate compensation combined with a recapture rule is the more
respective, and economically more efficient.
At this stage, we conclude that the Court’s statement in M&S in itself creates an
inequality as between the taxpayers, while equality could have been reached
through a compensation combined with recapture rule. The question then is whether
the third justification in itself could explain the rejection of the recapture mechanism in favour of the “final loss compensation” system50.
– The “preservation of the allocation of the power to impose taxes between
Member States” would impose to treat symmetrically profits and losses in the
same tax system.
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3.4 “Symmetry” of the Tax Systems
As it has been demonstrated above, such symmetry is not required by the tax system
or by the respect of the allocation of the taxation power of the States:
– Double taxation results from the combination of a worldwide taxation in the State
of residence and of a territorial taxation in the State of source;
– Both exemption or imputation aim at avoiding such international double taxation;
– With a tax credit system, the State of residence still operates on the worldwide
income; however, the problems faced are similar to those of an exemption system
if no carry-over of excess tax credit is allowed, in loss situations;
– As regards exemption, we have demonstrated that exemption does not require a
symmetry requiring that not only the foreign profits would be excluded from the
tax base in the State of residence (in order to eliminate double taxation) but also
the foreign losses (that would then place the taxpayer in a worsen situation). In
other words, the construction of the tax system does not impose a total symmetry;
on the contrary, the recapture mechanism in itself demonstrates that such symmetry is not required.
Furthermore, contrary to what is suggested in M&S, a worldwide tax system
with exemption and recapture does not allow the taxpayer to choose where he
wants the loss to be set-off: the loss is – in a first stage – compensated with profits
taxable in the State of residence but will finally be taken into consideration in the
State of source, through the carry-over. The loss is final for the State of residence
only where no carry-over is possible in the State of source51 (and this is true both
under the “final loss compensation” rule laid down by the court and under the
“recapture mechanism”).
The symmetry of the tax system is clearly a decisive argument in the Lidl Belgium
case, where it is considered in relation with double tax agreements52.
According to the Court, exemption would contribute to the allocation of the
power to tax between the Member States53, with the consequence that, when
exemption is provided for, all the profits and losses would be excluded from the tax
base in the State of residence.
As has already been mentioned, such understanding of the exemption places the
taxpayer in a situation worse than in the absence of a tax treaty, when losses are
incurred.
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But, must the exemption be construed as an “allocation of power rule” or as an
“additional allocation of power rule”?
Exemption exists because, at a prior stage, the State of residence decides to tax
the worldwide income of its residents while the State of source taxes their territorial
income, thus resulting in an international double taxation. Exemption only aims at
mitigating that double taxation. We do not believe that there exists a “symmetry of
the tax system” principle in international tax law that would impose to take away
both profits and losses under exemption. Nor do we believe that “symmetry” is
required both considering the purpose of exemption, and the requirement to avoid
double loss compensation. On the contrary, the principle of non-discrimination of
the taxpayers imposes “non-symmetry” (that is exemption combined with recapture
rule).
Exemption as construed by the ECJ means actually “territoriality”. The question
then arises whether this view is in line with the requirements of the Internal Market.

3.5 Is Loss Compensation a “Tax Advantage”?
In its reasoning’s, the Court takes the view that loss compensation is a “tax advantage” and that permanent establishments are “autonomous entities”. Do those elements affect our conclusions above?
An “advantage” is anything that places one person in an improved position especially in coping with competition and difficulties. Speaking of a “tax advantage”
would mean that the tax legislator is granting the taxpayer something he does normally not deserve.
As we explained, loss off-setting is inherent to a worldwide taxation system.
Worldwide taxation necessarily implies loss compensation. Therefore, there is no
question of considering the loss off-setting as an “advantage”.
In Krankenheim, the Courts, referring to Lidl Belgium, states that “provisions
which allow losses incurred by a permanent establishment to be taken into account
in calculating the profits and taxable income of the principal company constitute a
tax advantage”. And “granting or not granting such an advantage for a permanent
establishment… must therefore be regarded as a factor likely to affect the freedom
of establishment”54. So, as we understand, “granting” such advantage for a permanent establishment would affect the freedom of establishment in a way that would
be in accordance with that freedom, while, on the contrary, the “non granting” of
such advantage would affect negatively the freedom of establishment. Implicitly,
the Court refers to its comparison between the pure national and the internationally
operating taxpayers. Would this reading be correct, then one could conclude that, in
the Court’s view, loss compensation is not really a “tax advantage”.
As already mentioned, in our view, the loss compensation is not a “tax advantage”, considering the effects of a worldwide taxation system (“horizontal” off-setting) and of a loss carry-over (“vertical” off-setting) in relation with the ability to
pay principle, and the requirements for economic efficiency and equity of the tax
54
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system: the loss compensation is inherent to a worldwide taxation system. This is in
line with the statement of the Court according to which the non-granting of the loss
compensation would hinder the freedom of establishment.

3.6 Are Permanent Establishments “Autonomous Entities”?
In Lidl Belgium, the Court takes the view that permanent establishment are “autonomous entities”. It is not clear however why the Court made this statement and what
its exact influence on its decision is. Indeed, reference to this “autonomous entity”
is made when the Court is checking the applicability of the EU freedoms to the case
at hand without clear relation to that point.
According to the Court, “a permanent establishment constitutes, under tax convention law, an autonomous entity”; it leans on the Art. 2 of the tax agreement concluded between Germany and Luxembourg – which does not deal with the persons
subject of the convention but with the definition of “permanent establishment” –
stating that “those to whom the Convention applies comprise, …., not only natural
and legal persons, but also all those types of permanent establishment which are
listed in …of Art. 2…”55. Furthermore, “that definition of a permanent establishment as an autonomous fiscal entity is consonant with international legal practice
reflected in the [OECD] model tax convention, in particular Articles 5 and 7
thereof ”56.
It is worth noting that, when referring to a “autonomous fiscal entity”, the
Court seems to differentiate it from an “autonomous legal entity”. Anyway, it is
clear that international tax law does not consider permanent establishments as
“autonomous entities” as such; reference is made to “autonomy” only as regards
the determination of the tax base of the PEs (cf Art. 5 and 7 of the OECD Model
Convention)57.
When examining the justifications on the restriction, the Court notes that “the
preservation of the allocation of the power to impose taxes between Member States
may make it necessary to apply to the economic activities of companies established
in one of those States only the tax rules of that State in respect of both profits and
losses (see Marks & Spencer, paragraph 45, …)”58. Maybe can we find here an indirect link with permanent establishments as “autonomous fiscal entities” that would
allow the Court to assimilate them to companies, and thus to refer to its statement in
the M&S case.
Event though, it is questionable whether “companies established in one State”
must be applied “only the tax rules of that State in respect of both profits and
losses”. This reflect a clear concept of territoriality, and is contradictory with the
content itself of double tax agreement where, usually, as regards permanent establishment, a sharing in the power to tax is recognized leading to a double taxation
55
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which is solved through Art. 23 (exemption or tax credit methods). Should the
States have an exclusive right to tax their companies (“only”), then there would be
no need for Articles 5, 7 and 23 OECD Model-Convention.

3.7 Impact of Double Tax Agreement
In both Lidl Belgium and Krankenheim, the Court had to consider the tax agreements concluded by Germany and the PE’s country. In both cases, the Court referred
to the allocation of the power to tax which is made through these tax agreements.
Traditionnally, under international tax law, the allocation rules are contained in
Articles 6 to 22 of the OECD Model Convention. Article 23 relates to the methods
for eliminating double taxation and is not as such an “allocation rule”; it is required
in order to solve double taxations created by the allocation rules, when these latter
do not allocate an exclusive right to tax to one of the Contracting State.
The scholars have widely discussed the ECJ case-law involving double tax
agreements. According to the Court, “in the absence of unifying or harmonising
measures adopted in the Community, in particular under the second indent of
Article 220 of the EC Treaty (now the second indent of Article 293 EC), the Member States remain competent to determine the criteria for taxation of income and
wealth with a view to eliminating double taxation by means, inter alia, of international agreements. In this context, the Member States are at liberty, in the framework of bilateral agreements concluded in order to prevent double taxation, to
determine the connecting factors for the purposes of allocating powers of taxation
as between themselves (see, to this effect, Case C-336/96 Gilly [1998] ECR I-2793,
paragraphs 24 and 30)”59.
In Saint-Gobain however, the Court pursued: “As far as the exercise of the
power of taxation so allocated is concerned, the Member States nevertheless may
not disregard Community rules. According to the settled case-law of the Court,
although direct taxation is a matter for the Member States, they must nevertheless
exercise their taxation powers consistently with Community law (see ICI, cited
above, paragraph 19, and the case-law cited there)” 60.
If exemption is not as such an “allocation rule” and if reference is made to SaintGobain, then exemption should be applied consistently to the fundamental freedoms. This reinforces the view in favour of an exemption limited to positive profits,
leaving foreign losses within the scope of the worldwide taxation.

3.8 Towards Territorial Taxation?
There are clear elements in the ECJ case-law showing a trend toward territoriality:
– the reference made in Lidl Belgium to the concept of permanent establishment as
“autonomous fiscal entity”, so that each company must be taxed only by the State
it is a resident;
59
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– the concept of exemption established by the ECJ in its Lidl Belgium decision;
– its statement in Lidl and X Holding that “the preservation of the allocation of the
power to impose taxes between Member States may make it necessary to apply to
the economic activities of companies established in one of those States only the
tax rules of that State in respect of both profits and losses”.
However, some exceptions exist to that idea of territoriality: foreign losses must be
set-off against profits taxable in the State of residence when all the possibilities of
carry-over have been exhausted in the State of source. Is this an “extended territoriality” or a “differed” worldwide taxation system? Does this rule have to give up in
front of the risk of abuse? Is the risk of abuse that important that any technical solution allowing a “recapture” cannot be envisaged? Finally, could this restrictive caselaw be justified by the need to preserve the Member States’ revenue? And could this
argument prevail over the needs of the Internal Market, especially since Art. 293 EC
is repealed?

4. Conclusions
In our view, it results from the ECJ case-law:
– a right to effective off-setting of losses of which follows a right to loss off-setting
(Amid);
– this right to loss off-setting is recognized in M&S, through the “attenuation
mechanism” of the so-called “final losses”;
– the rule according to which losses must by priority be compensated with profits
realised within the same State (M&S, Lidl, Krankenheim);
– the prohibition of double loss compensation, which
– can be avoided through an adjusted “recapture” rule (Krankenheim).
These principles are fundamental in order to elaborate a coherent system of compensation of the losses at the international level.
From our point of view, however, the solution held in M&S represents a “missed
chance” in this elaboration of a tax system which respects the principles of “ability
to pay”, of economic efficiency and of equity of the tax system.
Since a State chooses to tax the worldwide income, it has to accept the first consequence of such a system: foreign losses are set-off against other taxable income.
If the loss must be finally compensated in its State of origin, a temporary compensation in the State of residence must be granted, at the moment the loss appears.
The double compensation of the losses can be corrected by an efficient “recapture”
rule.
A postponed loss carry-over is not satisfactory from the point of view of the
ability to pay tax, of the efficiency and of the equity of the fiscal system. These same
arguments can be held towards a purely territorial system of taxation, which,
besides, favors the maintaining of fiscal borders within the Internal market; as such
thus, we wonder whether this would be in line with the requirements of the Internal
market and whether this would be efficient from the taxpayers’ perspective. Of
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course, the choices to be made by the public authorities have possibly important
consequences on their public finances. A balance must be doubtless operated
between the various interests into play, specially in the current economic environment. No doubt that the discussions will continue.
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Group Taxation in the European Union
Unitary vs. Per-Country Approach
Tim Hackemann

Abstract
A consolidated taxation of groups of companies located in different EU Member
States corresponds with the idea of an internal market within the European Union as
stated in Article 3 (3) of the Treaty on European Union. However, as Community
Law now stands, the Member States are not obliged in principal to provide for a
taxation of cross-border groups on a consolidated basis. Restrictions of the freedom
of establishment (Article 49 of the Treaty on the Functioning of the European Union)
can often be justified by the needs of a Member State to safeguard its powers of
taxation. But the current group taxation rules of Member States, which in most cases
follow a per-country approach, are not necessarily in line with Community Law. For
example, the German group taxation rules for inbound and outbound situations
consist of various requirements which could be regarded as potential violations of
the freedom of establishment under existing ECJ judgments on group taxation. The
article describes the current status of Community Law and provides several
examples of potential violations of the German group taxation rules.

1. Introduction
Group taxation in the EU means the consolidated taxation of companies from various EU Member States. An effective tax consolidation should avoid any over-taxation or double taxation which might occur in an EU cross-border situation.
Cross-border group taxation has the following two aspects:
– Inbound
– Outbound
The inbound aspect refers to the application of the group taxation rules in the Member State where one or more controlled companies (subordinated member of a tax
group) are tax resident and are controlled by a non-resident EU parent company
(head of the tax group) , whereas the outbound aspect refers to the application of the
group taxation rules in the Member State where the controlling company is tax resident.
For the taxpayer, the benefits of a single tax group in the EU are obvious – a
reduction of the overall tax basis. And in my view this advantage fully corresponds
with the idea of an internal market within the EU as stated in article 3 (3) of the
Treaty on European Union.
However, as far as the tax situation in Germany is concerned, the benefit of a tax
group is only granted to a domestic group, which raises the question of whether this
I. Richelle et al. (eds.), Allocating Taxing Powers within the European Union,
MPI Studies in Tax Law and Public Finance 2, DOI 10.1007/978-3-642-34919-5_6,
© Springer-Verlag Berlin Heidelberg 2013
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per-country approach by Germany is in line with Community Law and especially
the freedom of establishment of EU companies in the territory of another Member
State as stated in the articles 49 and 54 of the Treaty on the Functioning of the
European Union (TFEU).
Within the scope of my analysis, the per-country approach of German tax law
shall be compared with the unitary approach of Community Law. After an overview
of German group taxation rules in inbound and outbound situations, the following
tax aspects will be discussed:
As any disadvantage in an EU cross-border situation compared to the domestic
situation could lead to a restriction of the EU freedom of establishment, judgments
of the European Court of Justice (ECJ) on group taxation in inbound and outbound
situations must be considered.
The Member States have generally concluded Double Taxation Treaties (DTT)
with one another. Consequently, any disadvantage in an EU cross-border situation
might also impact the DTT non-discrimination clause.
Finally, group taxation is the essential component of the CCCTB (Common
Consolidated Corporate Tax Base). The recently released proposal of a CCCTB
Directive1 could solve the problem of group taxation within the EU. The question is
whether Member States are willing to adopt at least elements of the CCCTB in their
group taxation systems in the near future.

2. Overview of the Group Taxation Rules in Germany and how
Inbound and Outbound Restrictions of Group Taxation Rules
could be challenged by Community Law
The German group taxation system (Organschaft/fiscal unity) is a vertical consolidation system, because the income of the controlled company will be allocated to the
income of the controlling company. According to section 14 of the Corporate
Income Tax Act, the essential elements of a fiscal unity in Germany are:
– the holding of more than 50 percent of the voting rights in a controlled company
by the controlling company
– the conclusion of a profit transfer agreement between the controlling and the controlled company (which means the German fiscal unity is not a pure tax system
but also a corporate legal system) providing for a transfer of profits and losses
from the controlled company to the controlling company
– the place of effective management of the controlling company (principally) is in
Germany
– the place of effective management of the controlled company is in Germany2
The profit transfer agreement is a unique requirement for the group taxation rules of
the Member States. From a legal point of view, such contracts must be agreed under
1
2

COM(2011) 121/4.
Circular from the Federal Ministry of Finance dated 28 March 2011, Federal Tax Gazette I 2011,
p. 300.
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the laws of the country where the controlled company is resident, e.g., a fiscal unity
with a foreign EU-subsidiary should only be possible if such a contract is principally
acceptable in the other Member State.

2.1 Per-Country Approach in German Inbound Situations
In German inbound situations, the per-country approach means that a fiscal unity is
only permitted if it can be guaranteed that the income of the controlled company is
taxed at the level of the controlling company in Germany. But German tax law goes
beyond the protection of the German taxation right.
The requirement that the controlling company must have its place of effective
management in Germany means that principally the benefits of a fiscal unity will
not be granted if the parent company is non-resident in Germany. The benefits of the
fiscal unity are not granted, for example, where the resident controlled company is
held in a domestic permanent establishment of the non-resident parent company.
According to section 18 Corporate Income Tax Act, only if the non-resident controlling company has a branch in Germany registered with the Commercial Register
and the profit transfer agreement is concluded in the name of the domestic registered branch, a fiscal unity with the controlled resident company will be recognized.
The requirement for the allocation of the income to the controlling company
(vertical fiscal unity) excludes a fiscal unity between domestic subsidiaries of a
non-German parent company (horizontal fiscal unity).
Both restrictions – the denial of a horizontal fiscal unity in the case of a nonresident controlling company and the requirement that a non-resident controlling
company must have a registered branch in Germany – cannot be justified by the protection of the German taxation right.

2.2 Per-Country Approach in German Outbound Situations
The consequence of the per-country approach in German outbound situations is that
losses of non-resident subsidiaries cannot be used at the level of the resident controlling company.
Under German fiscal unity rules, a permanent establishment of a non-resident
subsidiary cannot be integrated into a fiscal unity with the resident parent company.
At least this restriction cannot be justified by the protection of the German taxation
right.

3. Appraisal of these Restrictions under Community Law,
e.g. the EU Freedom of Establishment
3.1 Overview
Article 49 of the TFEU states that restrictions on the freedom of establishment of EU
companies in the territory of another Member State shall be prohibited. To examine
whether restrictions of the EU freedoms could be regarded as a prohibited discrimination, the ECJ examines a case using the following criteria:

126

Tim Hackemann

– objective comparability of the cross-border situation and the domestic situation
– restrictions of a fundamental freedom (the cross-border situation suffers a disadvantage compared to the domestic situation)
– justification of the restriction
– proportionality of the restriction (there should be no more moderate means available to achieve the protection of the overriding reasons of public interest that
principally justify the restriction)

3.2 Analysis of the ECJ Judgments on Group Taxation
To date the ECJ has released four judgments on cross-border group taxation matters:
In the Marks & Spencer plc (M&S) case3, the ECJ decided that domestic group
relief, whereby losses of one company of a tax group could be deducted by another
group company, need not be generally granted in a cross-border situation. Whilst
preserving the Member States’ powers to allocate and impose taxes, the restriction
was justified in light of the danger that losses could be used twice and the risk of tax
avoidance, when taken together.4 However, according to the Court, the principle of
proportionality requires that the losses of a non-resident group company can be
deducted by the resident parent company if they can no longer be used at the level
of the non-resident group company nor in the territory of the foreign country (final
losses).5 This means that the ECJ took the position in the M&S case that because of
the proportionality principle, a cross-border loss relief could not be totally denied.
In this context it is interesting to note that the ECJ stated in the M&S judgment:
“As Community Law now stands...” This formulation seems to be contrary to the
settled case-law of the ECJ whereby the interpretation of a rule of Community Law
by the Court clarifies and defines the meaning and scope of that rule as it must be
understood and applied from the time of its entry into force (for the freedom of
establishment since 1970).6 But in the context of the M&S case, this statement
merely underlines the interdependence between the effective level of harmonization
of direct tax law within the EU and a cross-border group taxation relief concept.
In the X-Holding case7, the ECJ confirmed for the current income of the nonresident subsidiary its principles from the M&S case that the home country of the
parent company has principally no obligation to extend a fiscal unity to the non-resident subsidiary.8 The restriction was justified in view of the need to safeguard the
allocation of the power to impose taxes between the Member States.9 The home
country was not even obliged to grant a cross-border group relief if it applied the tax
credit method for the income of a foreign permanent establishment. According to
3
4
5
6
7
8
9

Case C-446/03 (Marks & Spencer) [2005] ECR I-10837.
“Marks & Spencer”, para. 51.
“Marks & Spencer”, para. 55.
Case C-292/04 (Meilicke) [2007] ECR I-1835, para. 34.
Case C-337/08 (X Holding) [2010] ECR I-00000.
“X Holding”, para. 10.
“X Holding”, para. 33.
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the Court, permanent establishments situated in another Member State and nonresident subsidiaries are not in comparable situations regarding the allocation of the
power of taxation.10
In the Oy AA case11, the ECJ ruled that the Finnish group contribution concept
could not be granted in a cross-border situation. The concept allowed for the contribution from one group member to another to be treated as a taxable expense at the
level of the payer and as taxable income at the level of the recipient of the payment.
The Court held that the restriction was permitted. The right to elect to have losses
taken into account in a Member State in which they are established or in another
Member State would seriously undermine a balanced allocation of the power to
impose taxes between the Member States.12
In this case it was interesting that the ECJ confirmed a restriction of the freedom
of establishment. Finland argued that comparability was not given because the
Finnish State could not tax the contribution at the level of the non-resident recipient.
However, the ECJ rejected this argument and pointed out that comparability would
only require that the contribution is taxable at the level of the recipient (even if this
company is only taxable in another Member State) and that Finland could insert
such a requirement onto its statute. Comparability would not require the taxation of
the contribution in Finland.13
The fourth judgment of the ECJ is interesting because it refers to a domestic
situation. The only cross-border element in the French Papillon case14 was that a
French fiscal unity was not permitted so that a French resident controlled company
could not be held through a non-resident foreign EU subsidiary of a French resident
controlling company. The Court rejected a justification of the restriction, namely
the risk that losses could be used twice15 through the right of the Member States to
allocate the power of taxation16 and by the principle of fiscal coherence of the taxation system.17 Interestingly, in this case even the fact that losses might be used
twice could not justify the denial of a fiscal unity, as the ECJ stated that such a risk
could be avoided by proof from the taxpayer.18

3.3 Conclusion
In the three factual cross-border cases, the judgments of the ECJ can be interpreted
as follows:
– The home country of the parent company must principally not extend the benefits
of a domestic fiscal unity to a situation where the controlled company is a con10
11
12
13
14
15
16
17
18

“X Holding”, para. 38.
Case C-231/05 (Oy AA) [2007] ECR I-6373.
“Oy AA”, para. 55.
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trolled non-resident EU company. This means that the home country of the parent
company can essentially deny a transfer of losses from a controlled foreign EU
company to the parent company.
– The principle of proportionality provides protection against the loss of the taxation right through the free choice of the taxpayer.
– However, the principle of proportionality also requires that where there losses
become final at the level of the controlled non-resident EU company, a crossborder loss relief must be granted in principle, if such a benefit is granted under
the domestic fiscal unity concept (as far as comparability is given).
In my opinion, the Member State of the parent company should also not be allowed,
for example, to tax income under consideration of add-back rules as stated in the
German Trade Tax Act in cases of intra-group transactions with non-resident controlled companies.
For inbound situations, it follows from the Papillion and Oy AA cases that, as
long as the inbound Member State does not lose its principle taxation right, a restriction of the freedom of establishment cannot be justified by the protection of a
taxation right of this Member State. Other justification grounds should generally not
be applicable.
Looking at the German fiscal unity rules, by safeguarding the German taxation
right, the question might be raised of how a non-resident EU company without permanent establishment in Germany can be taxed as the controlling entity of a fiscal
unity.
Under German tax law, the controlled company in a fiscal unity for trade tax is
regarded as a deemed permanent establishment of the controlling company. The situation may be different with respect to corporate income tax but it is the consistent
ruling of the Federal Fiscal Court that a taxpayer cannot place his trust in the nonapplication of a tax provision that violates EU Freedoms, but must generally accept
that such a provision will be amended with retroactive effect in a less restrictive way
corresponding with those EU Freedoms.19 Consequently, as far as the fiscal unity
for corporate income tax is concerned, the German legislator would be in a position
to introduce a tax provision with retroactive effect stating that a resident controlled
company of a non-resident controlling EU company would be regarded as a permanent establishment of the controlling EU company in Germany.20 It is my opinion
that such an amendment should not be in conflict with the provisions of the respective DTT applicable for the taxation of the non-resident EU company in Germany.
Based on the EU freedom of establishment and its interpretation by the ECJ, the
following should apply for the group taxation rules of the inbound Member State
and especially with regard to the German fiscal unity rules:
– The Member State of the controlled company should not be allowed to levy any
WHT on payments from the subsidiary to its non-resident EU parent company or

19
20

Federal Fiscal Court ruling dated 23 September 2008, I B 92/08.
See for example Schön in Lutter/Hommelhoff, SE-Commentary (2008), 1069, 1100.
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to other non-resident companies, which would form part of a tax group if the parent company is not a non-resident company.
– The Member State of the controlled company should also not be allowed to tax
income under consideration of add-back rules as stated in the German Trade Tax
Act in instances of cross-border intra-group transactions with its non-resident EU
parent company.
– The Member State of the controlled company should, as a rule, not deny a domestic fiscal unity between companies which would form part of a tax group if the
parent company is not a non-resident company.
– The domestic permanent establishment of a non-resident company should form
part of a domestic tax group.
The main reasoning behind my conclusions is that in all of the above-mentioned
situations there are essentially no risks that the taxation right of a Member State
could be jeopardized. It is in the hands of the companies to provide for objective
comparability to benefit from the fiscal unity rules in Germany.

4. EU Group Taxation and Double Tax Treaties
Group taxation within the EU has another component as the Member States usually
concluded DTT with one another. Consequently, any disadvantage in an EU crossborder situation might also impact the DTT non-discrimination clause.
This aspect has been disregarded in the discussion about cross-border group
taxation in previous years. However, a recent decision of the German Federal Fiscal
Court21 indicates that the non-discrimination clause may impact group taxation
rules even if the non-discrimination clause is different in scope and consequences
compared with the EU freedom of establishment. The DTT non-discrimination
clause protects a subsidiary in a Contracting State against discrimination based on
the fact that it is owned by residents of the other Member State.
According to the Federal Fiscal Court this is exactly the German situation with
respect to the denial of a fiscal unity with a non-resident shareholder. The judgment
in February 2011 referred to trade tax fiscal unity rules that were in force until 2002.
Up to that year, such a fiscal unity did not require the existence of a profit transfer
agreement. The Court stated in its judgment that comparability between the
domestic and the cross-border situation was given because the income would only
be qualified differently if this was based on the fact that the subsidiary was owned
by residents of the other Contracting State of the DTT.
Because of the violation of the non-discrimination clause there was no need for
the Federal Fiscal Court to discuss the EU freedom of establishment and the proportionality of a restriction of the EU freedom. The principle of proportionality does
not apply on the DTT discrimination clause.
This decision of the Federal Fiscal Court should have a major impact on the
reforms of the German fiscal unity concept currently being discussed.
21

Federal Fiscal Court judgment dated 9 February 2011, I R 54, 55/10.
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5. The CCCTB Proposal from 16 March 2011
The proposal of a CCCTB Directive released on 16 March 2011 seems to solve the
problem of group taxation within the EU as it follows a unitary approach. However,
this is not surprising because the problem of the allocation of the taxation rights has
simply been shifted from the question of the taxation base of each of the Member
States to the question of allocation of a single taxation base between the Member
States following a specific allocation key.
This proposal would allow group taxation within the EU on an optional basis.
The core element of the CCCTB is the allocation of the taxation basis to the Member States based on certain allocation keys. Precisely this element is required to protect the taxation rights of Member States where there is a unitary approach of group
taxation rules in the EU.
I have reason to doubt that the CCCTB will come into existence in the foreseeable future. Germany is unlikely to support the full CCCTB, but rather merely the
idea of a CCTB, a common corporate tax base without cross-border consolidation.
However, the CCCTB Proposal might still have an impact on group taxation rules
under the auspices of Community Law. And it has some tax consolidation elements
which we have already discussed, for example, the horizontal fiscal unity between
subsidiaries, or a subsidiary and a permanent establishment of a non-resident EU (or
third country) parent company.
Therefore, the CCCTB Proposal should be very useful for shedding light on
future developments in EU group taxation.

6. Conclusion
My conclusion is that even under a per-country approach, the domestic tax group
systems in Member States often violate Community Law in inbound and outbound
situations. However, as Community Law now stands, a unitary approach for such
group taxation systems within the EU cannot be deduced from the freedom of establishment.
Looking at the Secondary Community Law (the proposed CCCTB Directive)
the Member States can certainly go beyond what is necessary to meet the current
requirements of Community Law. And if they do so, this must also have an impact
on the requirements for group taxation systems within the EU in the light of the
freedom of establishment.
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Tax Avoidance, the “Balanced Allocation of Taxing
Powers” and the Arm’s Length Standard: an odd
Threesome in Need of Clarification
Violeta Ruiz Almendral1

Abstract
The ECJ doctrine links the justification of tax avoidance to the balanced allocation
of tax powers and the arm’s length standard. This link poses a number of new issues,
among other, these three questions: what notion of “arm’s length standard” is the
ECJ dealing with; can there be a permanent link between the “arm’s length
standard” and tax avoidance; and: is the balanced allocation of tax powers not a
previous issue? Furthermore, old issues remain to a certain extent unresolved: (i) Is
there one anti-avoidance doctrine?; (ii) what is that doctrine based on? Is it based
on (a) the notion of artificiality (not just sham transactions) and economic
substance?; (b) is there an asymmetric application of the doctrine depending on
whether or not the area to which it intends to be applied has been harmonized; (c) is
it based or departs from a given allocation of tax powers. Finally (iii) what consequences on the internal law of Member States does the case law have?, especially
considering different scenarios: (a) when there is no anti-avoidance rule ; (b) when
there is a General anti-avoidance rule or judicial doctrine; (c) when there is a Targeted anti-avoidance rule and (d) whether such a rule is independent, harmonized,
or based on a DTC.

1. Introduction
Given the massive amount of ink and paper devoted to the subject of tax avoidance
and the European Court of Justice (ECJ) case law2 one may wonder what could possibly justify yet a further study on the subject, since it seems that nothing more can
be said about this topic, save keep on commenting on the possibilities of the existing
case law on the particular situation of every Member State. As the ECJ has, relatively
1
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This work has been completed in the framework the Project number CCG10-UC3M/HUM5181, titled “Domestic anti-avoidance rules in the EU and International Law setting” (Las medidas anti-elusión nacionales y su compatibilidad con el Derecho Comunitario y el Derecho Tributario Internacional”), financed by the Comunidad de Madrid and directed by the author. This
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recently introduced a number of nuances, or maybe even overturned its case law (it
is, I believe, too early to tell); this alone would make it worth our while to pursue the,
far too often futile effort of trying to exert some common sense out of both tax avoidance provisions and tax avoidance doctrines. But there are further reasons; the current
crisis scenario has spurred a tax revenue protection discussion which has resulted in
the enactment of more tax avoidance rules, whether general or targeted, including the,
until recently unthinkable codification of an anti-avoidance rule in the United States3.
This race to the top of anti-avoidance measures coincides in time with the slow transformation of the European Court of Justice (ECJ) case law on tax avoidance.
The most salient point of the changes in the case law is the inclusion of the “arm’s
length standard” (ALS) as part of the test to determine whether an anti-avoidance
provision may be justified. The author submits that this addition makes it harder to
grasp what exactly is the current anti-avoidance doctrine of the ECJ. At the same
time, it may also introduce a higher level of flexibility for anti-avoidance rules, in
fact permitting provisions which until then were hardly compatible with EU Law.
Because the tax avoidance/tax abuse ECJ case law has been analyzed times and
again, it is the author’s intention not to burden the reader with a detailed account of
what has been said and why by the Court. The purpose of this article is to critically
analyze the ECJ case law on tax avoidance from the perspective of the new elements
linked to it, namely the “balanced allocation of tax powers” and the “arm’s length
standard”. I will mainly focus on direct taxation, where in my view most unresolved
conflicts still lay, among other reasons, because of the problematic relationship with
the Double Taxation Conventions (DTC) network known as International Tax Law4.
The latest ECJ doctrine links the justification of tax avoidance to the balanced
allocation of tax powers and the arm’s length standard. This link poses a number of
new issues, among other, these three questions: what notion of ALS is the ECJ dealing with; can there be a permanent link between the ALS and tax avoidance; and: is
the balanced allocation of tax powers not a previous issue?
Furthermore, old issues remain to a certain extent unresolved: (i) Is there one antiavoidance doctrine? (Probably yes); (ii) what is that doctrine based on? Is it based on
(a) the notion of artificiality (not just sham transactions) and economic substance?;
(b) is there an asymmetric application of the doctrine depending on whether or not the
3
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area to which it intends to be applied has been harmonized; (c) is it based or departs
from a given allocation (sic) of tax powers. Finally (iii) what consequences on the
internal law of Member States does the case law have?, especially considering different scenarios: (a) when there is no anti-avoidance rule (whether there is harmonization or not…); (b) when there is a General anti-avoidance rule (GAAR, in the following) or judicial doctrine; (c) when there is a Targeted anti-avoidance rule (TAAR,
in the following) and (d) whether such as rule is independent, harmonized, or based
on a DTC. This summarizes the questions that the author hopes to answer in the following pages, even if not necessarily in the above mentioned order.

2. Elements and Conditionings of the Conflict (or back to the
Basics of Tax Avoidance)
2.1 Defining Tax Avoidance in a Transnational Setting
Tax arbitrage, as a (legal) form of tax avoidance, remains a crucial issue for Governments as well as for the European Union (EU, in the following) to the extent that
it renders Member States less capable to obtaining much needed tax revenues5. Part
of the problem of effectively solving this issue is the number of different elements
that determine the ECJ case law, adding tension to the relationship between domestic, European and international anti-abuse clauses.
Different law systems have different objectives. The interrelation between the
criteria established in the web of DTC that we call International Tax Law, EU Law
and domestic tax systems are increasingly tense in tax matters, as the Commissions
Communications show6. Several ideas serve to point out this tension:
First, International Tax Law, defined as the network of double taxation conventions primarily intends to facilitate economic transactions, even if fighting tax
avoidance is also an objective since the 2003 revisions to the Model Tax Convention of the OECD (OECD MTC, hereinafter)7. International tax law is a complex
web of rules, where both authentic law rules and no-law rules (soft law) coexist, not
5
6
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Commission: “EC Law and Tax Treaties”, Working Document 9 June 2005; Commission,
“Communication of 10 December 2007 on the application of anti-abuse measures in the area of
direct taxation — within the EU and in relation to third countries” [COM(2007) 785 final]), as
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always in a peaceful manner. A salient characteristic of international law is that each
law system functions in a relative independent manner, each ruled by its own law
system8. Hence the fundamental problem of trying to apply domestic rules to an
international setting, unless such rules have been designed specifically in order to
apply to an international context, as is the case of thin capitalization or controlled
foreign corporations rules.
Second, European Union Tax Law (and Tax law doctrines) serves the purpose of
facilitating an economic integration of the internal market, and in particular to protect the fundamental freedoms, which guarantee access to the market. European
Union Law is a law system in its own right, and the Treaty for the Functioning of the
European Union (TFEU) has constitutional force9. To date, the ECJ “mantra”, that
“Member States must nevertheless exercise their retained powers in compliance
with Community law”, and that the freedoms constitute “authentic rights to access
the markets of the different Member States in conditions identical to the national
economic agents”10 largely conditions the ECJ case law on tax avoidance, especially when dealing with non harmonized areas.
Third, there are no international or EU taxes11, so that the notion of what a tax is
and how its structure should be is a purely domestic issue, even if it also is a growingly European issue. Crucially, taxes are, by far, the main source of income for
governments.

2.2 The (Basic) Problem of Defining Tax Avoidance in a Domestic
Environment
One of the conditionings of the EU debate of tax avoidance is a previous issue, not
entirely solved by domestic law, which is where exactly are the boundaries of tax
avoidance. The basic, or at least the first, problem of tax avoidance is the extent to
which the purposive interpretation of tax laws can be admitted. The heart of the
problem lies on how taxes are drafted, especially modern taxes (taxes on income).
Generally, the structure of tax legislation relies heavily on private law – what a corporation does, what an asset is, the types of shares and the rights they entail, etc –,
which at the same time relies on the economic dealings, or the economic substance.
Of course this is a fiction, because there is no economic substance without law: the
law – private law but also tax law – shapes and creates the substance. How that relationship is structured – economic reality, private law and taxes – and how it is interpreted may be the breeding ground for tax avoidance.
8

9

10
11

Avi-Yonah, “International Tax as International Law. An Analysis of the International Tax
Regime...” cit. pp. 2 et seq; Fischer, “Innentheoretische Bemerkungen zur Bekämpfung der
Steuerumgehung im Internationalen Steuerrecht”, SWI (1999), p. 105.
At least some elements of the Treaty, in particular taking into account the direct effect and the
primacy (in this regard, Van Gend & Loos (26/62), Costa/ENEL (6/64), and Simmenthal (106/
77). See, in that regard, Baquero Cruz, “Entre competencia y libre circulación. El derecho constitucional económico de la Comunidad Europea”, Madrid (2002).
Inter alia: C-279/93 (Schumacker) par. 21; C-264/96 (ICI), par. 19; C-436/00 (X and Y II), par.
32 ; C-9/02, (Lasteyrie du Saillant), par. 44.
Maybe with the only exception of custom duties.
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In this regard, three elements will normally present in any given tax avoidance
scheme: (i) the legal form to attain an objective is not the adequate or normal in
order to pursue it (the inadequate form, the strange way, the “unangemessen Gestaltung”...); (ii) the only reason why such an arrangement was entered into at all was to
reduce taxes and (logically) – this can be safely and reasonably assessed (the third
reasonable person or “Verständige Dritte”) and (iii) there is no other substantial
reason (safe harbour rules) or valid reason to justify its employment. These three
elements are closely related, and must be present at the same time.
I will dedicate the following paragraphs to assessing these ideas, in order to move
forward to the issues that EU Law introduces in the problematic of tax avoidance.
2.2.1 Purposive Interpretation and Rules to curb Tax Avoidance
Because no civilized nation can prosper without a tax system12, no government can
really afford not to curb tax avoidance in a more or less coordinated way. The instruments to curb tax avoidance constitute a necessary complement to the equality of a
tax system, but also to the survival of the State, as we know it. This is well known,
but it is relevant to remember this point as the forefront of any study on tax avoidance, since the often repeated phrase that tax avoidance is legal, or that tax avoidance is tax sparing attained through legal means is not entirely correct, and it is misleading in many ways. As I will argue in the following paragraphs, correctly
defined, tax avoidance purports an end that is ultimately contrary to the tax system
and that employs means that are only legal in a very superficial and literally sense.
As tax systems converge, so do anti-avoidance rules or doctrines13. Furthermore, in recent years the focus of tax avoidance doctrines have, increasingly centred
on the economic motives underlying a given transaction (i.e. substance over form,
business purpose test). This is an element of most current anti-avoidance rules and
doctrines, but it is useful to bear in mind that it is so because the economic substance
is the very basis of the notion of taxation.
A tax is an instrument to obtain revenue which must take into account an economic reality that has previously been regulated, classified or generally shaped by
other branches of law, (commerce law, accounting, etc). Because economic agents
are free to choose any legal form among different options, they are indirectly bound
to have an influence upon their final tax debt, or on whether or not the debt will
actually arise. Thus, the possibility of diminishing the tax burden by employing a
certain legal form instead of another is nothing more than the natural consequence
of the structure of modern taxes.
12

13

There are a number of quotes that would serve to illustrate the point. I particularly like the thesis, defended through the book The Myth of Ownership (Nagel/Murphy, “The Myth of Ownership. Taxes and Justice”, Oxford (2002)).
The Spanish Constitutional Court has stressed the zero sum game that constitutes the organization of public revenues, so that “what remains unpaid by those who should have paid it, will
eventually have to be paid by other citizens that are either more law abiding or have less practical possibilities to avoid taxes” (Opinion n. 76/1990, April 26th, FJ. 4º)
Avery Jones/Ward et al., “The Business purpose test and abuse of rights”, British Tax Review
(1985), n. 2, p. 68 et seq, and p. 76 et seq.
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In this context, the history of tax avoidance is in part a tale of the tension
between two opposing views, which simply put are: one defending a purported right
to avoid taxes or mitigate the tax burden, with the help of a literary interpretation of
tax provisions (the so-called “pro-taxpayer literalism”14) and another which
stresses the fact that avoiding taxes is not a right, for they are a democratically
agreed collective contribution to the financing of public expenditures, with the help
of purposive interpretation of tax statutes.
As simple as this classification is, it has had, and still has, tangible consequences
through the history of modern taxation (that is, since income taxes became a general
source of revenue). Think of the line of thought developed in the UK case Duke of
Westminster15, and its influence also outside the UK16, among other examples17. In
reality, it is often forgotten that “the legal right of a taxpayer to decrease the amount
of what otherwise would be his taxes, or altogether avoid them” is only possible
when undertaken “by means which the law permits”18. In the end, to name what is
nothing more than the natural consequence – a decrease in the tax debt – of an
option – to choose one legal form or another – a right, departs from an “underlying
assumption…that the tax laws are confiscations of private property, interferences
with the natural order of the free market, and violations of civil liberty…” what constitutes, “a nineteenth century relic”19.
There is no right to save taxes20, but there is a right to freely choose legal forms,
at least up to a point, for private law is increasingly regulated in a modern economy.
14
15
16

17

18
19

20

See: Cooper, “International experience with general anti-avoidance rules”, Southern Methodist
University Law Review, n. 83/2001, p. 86.
Commissioners of Inland Revenue v Duke of Westminster (1936) 19 TC 490, [1936] AC 1.
According to some commentators, it was this line of thought that virtually deprived the Australian GAAR of 1936 of any effectiveness, which led to its reform in 1981; Passant, “Tax Avoidance in Australia: The Return of the Ghost?”, British Tax Review (1996), n. 4, pp. 453 et seq.;
Vanistendael, “Judicial interpretation and the role of anti-abuse provisions in Tax Law”, in
Cooper (Ed.), “Tax Avoidance and the Rule of Law”, Amsterdam (1997), pp. 141-142.
Many examples serve to prove this point; following the Stubart case (Stubart Investments Ltd v.
The Queen [1984] C.T.C. 294), Revenue Canada decided to publish a declaration of rights for the
tax payers, including the “right to arrange your affairs in order to pay the minimum tax required
by law”. This statement, followed by a strong tendency of literal interpretation of tax statutes led
to a great increase to all sorts of tax avoidance arrangements or aggressive tax planning, which
actually brought about a decrease of the revenues obtained by the corporation income tax between
1985 and 1987. This gave place to the final enactment of the Canadian GAAR; (Sec. 245 Income
Tax Act (Statues Canada 1970, chapter 63); See more details in Arnold, “The Canadian AntiAvoidance Rule”, BTR (1995), 543, 549 et seq; Something very similar happened in Belgium,
that also enacted a GAAR (by an Act of July 22nd, 1993); see Hinnekens, “Uncertainties in the
Interpretation of the General Anti-Avoidance Statute”, European Taxation (1999), 339 et seq.
Gregory v. Helvering, 293 U.S. 465 (1935).
Hogg/Magee, “Principles of Canadian Income Tax Law”, Toronto (1996), at 447; See also
Schön, “Legalität, Gestaltungsfreiheit und Belastungsgleichheit als Grundlagen des Steuerrechts”, at: Hütteman (Ed.), “Gestaltungsfreiheit und Gestaltungsmissbrauch im Steuerrecht”,
Köln (2010), p. 41.
See recently, Schön, “Legalität, Gestaltungsfreiheit und Belastungsgleichheit als Grundlagen des
Steuerrechts”, at: Hütteman (Ed.), “Gestaltungsfreiheit und Gestaltungsmissbrauch im Steuerrecht”, Köln (2010), p. 39 (“und doch steht die Ubiquität dieses Gemeinplatzes in einem merkwürdigen Missverhältnis zu seiner Fundierung im deutschen Verfassungs- und Steuerrecht”).
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After this basic departing point, a further question is necessary: is interpretation
sufficient to counter tax avoidance? It is no exaggeration to assert that most tax
avoidance issues are interpretation issues, and most of them revolve around the
question of how the relationship between private law and tax law is presented21.
This also means that many avoidance transactions may be solved by correctly
(re)interpreting the tax provisions at stake, which were previously interpreted by the
parties to the avoidance transaction in such a manner as to undertake the transaction
and minimize its tax burden. But of course this is not saying much, since it is precisely here, in the process of interpreting these provisions, that problems begin.
Even if the solution also begins here.
Stressing the relevance of purposive interpretation (as the only type of interpretation) is of particular importance in the current context, where private law legal
forms are growingly sophisticated; to name just some examples, think of holding
entities or special entities to finance major projects, such as Special Purpose Vehicles, or the different types of securitization22.
But interpretation is often both the solution and the beginning of the problems.
The basic departure point is that the taxpayer is not authorized to infer that the freedom to adopt one legal form or another entails the freedom to choose the taxation
regime that will be applied to that form23. Ultimately, tax law cannot be just the consequence of legal forms, that remain static and without further interpretation, but it
must go beyond that and attach its consequences to the “economic success” and the
legal position that the forms participate, inasmuch as that success will see the light
through, but not only, legal structures. The essential role of teleological interpretation
is to ask why the given legal form was employed in the first place24. The problem of
determining the real or actual dealings undertaken by the parties with an avoidance
purpose have been tackled by the German doctrines of economic interpretation
(Ökonomische Betrachtungsweise) as well as by the Anglo-Saxon substance over
form25 theories. Even when both these doctrines departed from substantially different
legal backgrounds, the results and conclusions are relatively similar26.
21

22
23
24
25

26

See: Palao Taboada, “La aplicación de las normas tributarias y la elusión fiscal Lex Nova”,
(2009); Ruiz Almendral, “El Fraude a la ley tributaria a examen (Los problemas de la aplicación
práctica de la norma general anti-fraude del artículo 15 de la LGT a los ámbitos nacional y
comunitario)...”cit. pp. 148 et seq.; Flick, “MiEbrauchgesetzgebung contra Steuerumgehung”,
in: “Festschrift für Franz Klein”, Köln (1994), pp. 332 et seq.
See Ramos Muñoz, “The Law of Transnational Securitization”, Oxford (2010).
Schön, “Die zivilrechtlichen Voraussetzungen steuerlicher Leistungsfähigkeit”, StuW (2005),
p. 251.
Schön,“Die zivilrechtlichen Voraussetzungen steuerlicher Leistungsfähigkeit…” cit. p. 254.
Ruiz Almendral, “El Fraude a la ley tributaria a examen (Los problemas de la aplicación práctica de la norma general anti-fraude del artículo 15 de la LGT a los ámbitos nacional y comunitario)...”cit. pp. 43 et seq; Palao Taboada, “La aplicación de las normas tributarias y la elusión
fiscal...”cit.; Tipke/Kruse, “Abgabenordnung Finanzgerichtsordnung Kommentar zur AO und
FGO”, Tomo 1, § 4, 2003, párr. 106; Becker, “Zur Anwendbarkeit des § 5 AO., wenn zwischen
Gesellschaften m. b. H. und ihren Gesellschaftern Verträge über Verpachtung eines Unternehmens geschlossen werden”, StuW (1924).
See this idea at: Zimmer, “General Report”, in IFA: “Form and Substance in tax law”, Cahiers
de Droit Fiscal International, The Hague (2002), p. 62.
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In Commonwealth countries as well as in the USA the debate around the need to
theological interpretation of the tax provisions has been linked with and caused by
tax avoidance issues. Once “literary interpretation” has been discarded as basicly
not being even a form of interpretation (there is no such this as literary interpretation, see Barclays27 and Scottish Provident 28) different doctrines confirm an idea
that is actually obvious, but that needs to be stressed nevertheless; that maintaining
a strict or literal interpretation dimishes the possibilities of successfully tackling tax
avoidance. At the same time that specific anti-avoidance rules proliferate as the
only way to attain that result29.
But teleological interpretation may only go so far, for the actual possible meaning of legal terms may not be ignored. Furthermore, tax laws are increasingly
detailed and construed in a way that substantially limits a purposeful interpretation30. In addition, tax authorities, which ultimately will be in charge of interpreting
tax laws, can benefit from guidance and specific powers in order to confront a tax
abuse.
Excessive literalism in the interpretation of tax provisions, together with an
excess of formalism when taking into account legal forms as defined in private law,
is a breeding ground for tax avoidance schemes.
Purposive interpretation is then the main instrument to re-characterise abusive
transactions, but not the only one. A GAAR by itself is unsuitable to solve structural
problems of a tax system. In those cases, only a reform of the pertinent law or provision can solve the problem. And interpretation alone will often not be enough to
solve an avoidance situation.
There are different means to curb avoidance transactions. Most of the time, an
adequate interpretation will suffice to that end. In order to adequately re-characterise an operation, by interpreting both the pertinent tax provisions and the arrangements carried out by the parties will serve to guarantee an adequate (fairer, etc.) distribution of the tax burden. But the words cannot be interpreted ad infinitum and in
an area that falls within the rule of law the interpreter, the tax authorities in this case,
cannot go beyond the possible sense or meaning (Wortsinn) of the words, although
they may, or even must, go beyond their literal meaning (Wortlaut)31.
27
28

29

30

31

Barclays Mercantile Business Finance Ltd v Mawson (Inspector of Taxes) (2004) UKHL 51.
Inland Revenue Commissioners v Scottish Provident Institution (2004) UKHL 52; See: Vanderwolk, “United Kingdom: The House of Lords and Tax Avoidance –Scottish Provident and
BMBF”. Bulletin (2005), vol. 59, n. 4, pp. 146 et seq., p. 150.
IFS – The Institute for Fiscal Studies –, “Tax Avoidance: A report by the Tax Law Review
Committee” (November 1997), pp. 9, 10; See recently: Bowler (IFS -The Institute for Fiscal
Studies), “Countering Tax Avoidance in the UK: Which Way Forward?”, Tax Law Review
Committee, Institute of Fiscal Studies, UK (available at www.ifs.org), 2009, pp. 20 et seq.; Vid.
Arnold, “The Canadian Anti-Avoidance Rule”, British Tax Review (1995), n. 6, p. 542; Nevermann, “Justiz und Steuerumgehung (Ein kritischer Vergleich der Haltung der Dritten Gewalt zu
kreativer steuerlicher Gestaltung in Großbritannien und Deutschland)”, Berlin (1994), p. 80.
Vanistendael, “Legal framework for taxation”; Thuronyi (Ed.), “Tax Law Design and Drafting”,
The Hague (1996), p. 20; Arnold, “The Long, Slow, Steady Demise of the General Anti-Avoidance Rule”, Canadian Tax Journal (2004), vol. 52, n. 2, pp. 492-493.
Canaris, “Die Feststellung von Lücken im Gesetz”, Berlin (1983), pp. 71et seq., 88 and 89.
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The words may clearly allow for the tax regime that the avoider was seeking for
to apply, but not the purpose of the tax norm taken as a whole. There will be avoidance cases where the ploy invented by the parties fall perfectly within the scope of
the meaning of the words, and even to a certain extent, to its significance. If that is
the case, merely interpreting the words of the statute will not help. A reorganization
carried out for the only purpose of avoiding taxes, may in principle be a reorganization in all its elements, the actual shares were exchanged, the flows of monies did
occur and nothing was by itself artificial or outside the literal meaning of the
statutes.
There are two options. Option one, which will hardly be the case, entails the
Court developing a purpose-oriented interpretation in order to disregard the operation for tax purposes, if it does not fit the objectives of the tax free regime. Option
two, is to deem a GAAR necessary, as only such a provision can help re-establish
the adequate order of law and ignore the operation only with regard to the taxes to
be applied to it. A GAAR implies taking a step further from interpretation, take a
distance from the tax provision itself and consider both the tax norm and the
arrangements as a whole. If the elements previously analyzed are present, then the
tax authorities may disregard the operation for tax purposes.
There is then a strong case for establishing a general anti-avoidance rule, if only
as a reminder that tax-avoidance is in fact against the law. The existence of the
GAAR settles that debate. Even if by no means solves all the problems.
Among other issues, a GAAR can both take many forms as have different
effects, from merely disregarding a transaction in order to deny a given tax treatment to actually re-characterizing, for tax purposes, a whole transaction or group of
transactions
Establishing a general anti-avoidance rule does not, on the other hand, guarantee
that it will actually be employed. It may actually be that tax authorities or the Courts
deem it too strong an instrument and it is thus turned into a sort of “nuclear button”,
never to be used but whose existence may already be a deterrent. To a certain extent,
this has happened in Spain (sec. 15 of the General Tax Code) or in Canada,
(section 245 of the Income Tax Act), which has been interpreted in a very restrictive
way32. Even then, the GAAR may operate as a sort of guideline for the Courts, not
only creating the said “ad terrorem” effect on tax payers, but also enhancing the certainty of the law by clearly establishing the consequences for the tax payer and
defining the process that the tax administration must follow in order to re-characterize a given arrangement, disregard the existence of a legal entity or generally ignore
what is deemed to be an avoidance scheme. This point must be stressed, for it has
become commonplace the claim that GAARs are too vague or imprecise to meet the
strict standards of the rule of law.
The enactment of a new GAAR by the USA contributes to making such
claim redundant; shifting the focus back to the more important issue of what
elements should be present in a GAAR. A comparison of different anti-avoid32

Freedman, “Converging Tracks? Recent Developments in Canadian and UK Approaches to Tax
Avoidance”. British Tax Review (2005), pp. 1039 et seq.
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ance rules allows me to extract the following elements of general anti-avoidance
rules.
2.2.2 Elements and Consequences of (most) Anti-Avoidance Rules and
Doctrines
For all the intrinsic differences among tax systems, the fact is that tax avoidance
measures are increasingly similar. Part of the explanation is that sophisticated tax
avoidance as we know it is linked to the proliferation of income taxes, also increasingly similar, and has in recent years been spurred by the opportunities of a transnational setting, which in particular explains the similarity of TAARs designed for
international transactions.
Four elements tend to be present in most general anti-avoidance rules, or in the
interpretation undertaken by the Courts on the basis of such rules33: a reference to
the purpose of the law according to which the disputed tax provision must be
(re)interpreted, the economic substance of the transaction, the consequences of
applying the GAAR (whether re-characterization, disregard or other) and specifically the possible imposition of penalties, although in most cases that will be left to
the case at hand and whether or not the abuse has also entailed a direct infringement
of a provision34.
Furthermore, the following elements will normally present in any given tax
avoidance scheme: (i) the legal form or employed to attain an objective is not the
adequate or normal in order to pursue it (the inadequate form, the strange way), (ii)
the only reason why such an arrangement was entered into at all was to reduce taxes
33

34

In particular, I am considering the German , Canadian, Australian, French and Spanish GAARs,
as well as the new USA GAAR (section 7701 of the Internal Revenue Code). I am also taking
into account the conclusions in the 1997 and 2009 reports on tax avoidance published by the
Institute of Fiscal Studies in the UK.
For the German and Spanish GAARs, see: Ruiz Almendral/Seitz, “Die neue spanische Umgehungsvorschrift des Art. 15 Ley General Tributaria (LGT) – Ist der deutsche § 42 AO als Vorbild geeignet?”, Steuer und Wirtschaft (2004), no. 4, pp. 328-341; Also, Ruiz Almendral, “El
Fraude a la ley tributaria a examen (Los problemas de la aplicación práctica de la norma general
anti-fraude del artículo 15 de la LGT a los ámbitos nacional y comunitario)”, Pamplona (2006).
On the USA GAAR: Calderón Carrero/Ruiz Almendral, “La codificación de la “doctrina de la
sustancia económica” en EE.UU. como nuevo modelo de norma general anti-abuso: la tendencia hacia el “sustancialismo””, Quincena Fiscal (2010), n. 15-16, pp. 37-75.
For the Australian GAAR, see: Passant, “Tax Avoidance in Australia: The Return of the
Ghost?”, British Tax Review (1996), n. 4; For the Canadian GAAR, see : Duff, “Judicial Application of the General Anti-Avoidance Rule in Canada: OSFC Holdings Ltd v. The Queen”,
IBFD Bulletin (2003), pp. 283 et seq.
There are many exceptions to this. The French GAAR mentions penalties, as does the USA rule.
One of the Spanish GAARs (sec. 15 LGT) expressly establishes that a sanction may not be
imposed in those cases, which partly explains why the Tax authorities seldom use it, employing
instead secs. 13 and 16 LGT, that do allow the imposition of sanctions
There are many exceptions to this. The French GAAR mentions penalties, as does the USA rule.
One of the Spanish GAARs (sec. 15 LGT) expressly establishes that a sanction may not be
imposed in those cases, which partly explains why the Tax authorities seldom use it, employing
instead arts. 13 and 16 LGT that do allow the imposition of sanctions.
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and (iii) there is no other substantial reason (safe harbour rules) or valid reason to
justify its employment. These three elements are closely related, and must be present at the same time, albeit in a circular reasoning, as we will see.
2.2.2.1 The Abusive Transaction
Precisely because taxes derive from the use of a number of legal forms (arrangements, contracts, businesses), stress will often be put on the form itself. The most
common form of tax avoidance will derive from an abuse of the freedom of forms
for the purpose of tax mitigation. Of course the question remains to be exactly what
can be considered inappropriate, which leads to the question: in comparison with
what should this form be considered inadequate35.
The term “artificial”, meaning a lack of logical and coherent correspondence of
the arrangement and the underlying economic reality is more precise, and is most
used by GAARs (such as the Australian, “…blatant, artificial or contrived arrangements…”).
The comparison perspective must always reside in the tax provision. What
should be the main object of examination is not so much whether or not the legal
form is logically adequate and coherent with the economic objective that is being
sought, but whether or not such an arrangement or legal form is in accordance with
the tax provision itself. The purpose and significance of the tax measures must be the
main element of comparison. The act or arrangement must be analyzed as defined,
considered or taken into account by the tax provision. The coherence must be looked
for inside the tax norms, not outside. Such reference point is made clear in the Canadian GAAR, which prohibits the “misuse of the provisions of this Act or an abuse
having regard to the provisions of this Act, other than this section, read as a whole”36.
It is then necessary to take into account the purpose of the tax provision and,
specifically, whether or not it provides an incentive for that arrangement. Thus,
once we know exactly what the purpose of the tax norm that has been avoided – or
of the tax norm establishing a benefit that has been strived for –, the following questions remain: (a) whether or not the tax provision has influenced the behaviour of
the tax payers and, specifically, (b) whether that influence is consistent with the
objectives and purposes of the Act.
This of course means that it will be essential to determine whether the tax
provision intends to be neutral or not, with regard to that specific arrangement
35

36

Hence the confusion in Germany that has derived from certain line of case law that identified,
in a more or less direct way, the term “inappropriate” (unangemessen) with “unusual” (unüblich/
ungewöhnlich); see in this regard: Paschen, “Steuerumgehung im nationalen und internationalen
Steuerrecht”, Wiesbaden (2001), p. 15.
Another criterion can be the “third rational person” (Verständiger Dritte), which is equivalent to
saying that the form does not make much sense by itself, unless we connect it with the obtaining
of a tax benefit. This way of arguing requires the establishment of an ideal standard which serves
as a comparison point, in order to establish a relationship between the economic objective and
the legal means. This criterion is employed, inter alia, in: BFH 27.07.1999, BStBl II 1999, 769
The Canadian GAAR is contained in section 245 of the Income Tax Act ( R.S.C. 1985, c. 1
(5th Supp)).
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(for “chemically pure” neutral taxes do not really exist). As a general departing
point, where there is a neutral tax provision, a tax influenced behaviour stands a
good chance of being an avoidance (tax driven) transaction. On the contrary, if the
tax norm is directly a-neutral, the exam must focus on whether or not the act or
arrangement complies with what that provision intended to encourage/discourage.
It is then easy to see how a-neutrality in tax systems constitutes a breeding ground
for the proliferation of tax avoidance37. In many cases, this a-neutrality will not only
be a breeding ground for tax avoidance structures. It will be the main reason why
tax avoidance is taking place.
2.2.2.2 Assessing the (Economic) Substance of the Transaction
Once established that the possible tax avoidance scheme employed an artificial
form leading to a tax benefit, it must be analyzed whether there were other reasons
for the adoption of such form or structure. Of course if there were, then maybe the
form is not actually artificial after all, which shows how the reasoning will always
be circular. For example, the Spanish GAAR (Section 15 Ley General Tributaria)
expressly refers to the uses of a legal form from which derive “no other substantial
consequences” leaving aside the tax benefit strived for. The idea is to deny legal
protection – i.e. granting a tax benefit – to those transactions or arrangements
deprived of any economic purpose which have abused the norms of public law (tax
law) and of private law in the sense of using them only for the purpose of obtaining
a tax benefit.
Thus, the assessment of “valid economic reasons” is both a criterion to determine whether or not the form is artificial, or once concluded the form is maybe not
artificial but contrived, etc., a way to save it from incurring in tax avoidance. The
idea is to find out whether or not the form complies with the purpose of the tax
norm. A transaction may be perfectly sound in these terms and still be an avoidance
transaction. It is important to take this element into account, for the obtaining of a
tax benefit may be by itself a perfectly sound commercial objective. Sometimes it is
easy to miss this nuance, and accept arrangements entered into for the sole purpose
of avoiding taxes, arguing that the tax benefits were also a part of the objective of
the business, and that it is only normal to want to minimize costs, and among other,
those derived from taxes. An example of this reasoning can be found in the Spotless
case, as resolved by the Australian Federal Court. The reasoning was corrected
afterwards by the Supreme Court, in the sense defended here, by stating that “a particular course of action may be…both “tax driven and bear the character of a
rational commercial decision. The presence of the latter characteristic does not
determine the answer to the question whether, within the meaning of Part IV.a
[which is the australian GAAR], a person entered into or carried out a “transaction”
for the “dominant purpose” of enabling the tax payer to obtain a “tax benefit””38.
37
38

Paschen, “Steuerumgehung im nationalen und internationalen Steuerrecht...”, cit. pp. 47, 48, 57.
FCT v. Spotless Services Ltd [1985] (Federal Court), see more references and a critic at Passant
(Passant, “Tax Avoidance in Australia: The Return of the Ghost...” cit. p. 453). The second part
of the case took place at the Australian Supreme Court FCT v. Spotless 95 A.T.C. 4775.
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This last Court makes an especial emphasis in the fact that there is no necessary or
logical dicotomy among an arrangement carried out for tax reasons or tax driven
and rational commercial decisions, so the measuring standard must preferentially
lie in analizing whether the operation does make sense or can be understood if we
forget about the tax benefits. If we eliminate the tax benefit, the arrangement would
not have been reasonable. It then naturally follows that its objective was purely to
obtain a tax benefit. If that tax benefit was not intended by the tax norm, i.e. there is
not a safe harbour, it should be disregarded on the grounds that it constitutes an
avoidance transaction.
2.2.2.3 Testing the Results: The Tax Benefit
Merely using a contrived or artificial arrangement does not lead to tax avoidance
unless this is clearly connected to the obtaining of a tax benefit of any kind. A tax
benefit refers to any situation deriving in less taxes, be it in the form of lower tax
rates, the application of deductions, the deferral of taxes, etc. There must be a clear
and logical link between the obtaining of the benefit and the arrangements that have
been carried out. Such benefits do not need to have been fully accrued; it will suffice
if they are “reasonably expected” in relationship with the scheme.
The new “codification” of the USA economic substance doctrine deals precisely
with this issue; the new GAAR states: “In the case of any transaction to which the
economic substance doctrine is relevant, such transaction shall be treated as having
economic substance only if – “(A) the transaction changes in a meaningful way
(apart from Federal income tax effects) the taxpayer’s economic position, and
(B) the taxpayer has a substantial purpose (apart from Federal income tax effects)
for entering into such transaction”39.
Tax avoidance is a purpose-based notion in the sense that there must be a clear
and logical connection among all its elements. This does not mean that subjective
intention should be proved independently. In fact, purpose can only be inferred from
the tax payer’s actions: “form reveals purpose”40.
As we will see in the following pages, the notion of tax avoidance that the ECJ
has adopted tries to strike a balance between the common-knowledge of abuse and
the fundamental freedoms, as well as, probably, some notion of how the allocation
of taxing powers should be.
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Article 7701 (o) of the Internal Revenue Code of 1986; See in particular the “Technical Explanation of the Revenue Provisions of the Reconciliation ACT of 2010” (reference JCX-18-10),
published on 21 March 2010 (full text: http://www.jct.gov/publications.html?func=startdown&id=3673 (accesed on 5 September 2011). On the new rule see: Fuller, “U.S. Tax
Review”, Tax Notes International (2010), May 3 2010, p. 417; Calderón/Carrero/Ruiz Almendral, “La codificación de la “doctrina de la sustancia económica...” cit.
Cooper, “International experience with general anti-avoidance rules...” cit. p. 100.
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3. The European Court of Justice Case Law on Tax Avoidance
3.1 Introduction: Tax Avoidance, Tax Arbitrage and the Economic
Freedoms
The ECJ case law of the past twenty years has substantially transformed the actual
powers that Member States have on direct taxes41. This transformation has also
reached tax avoidance. There is a notion of tax avoidance that has been established
by the ECJ42. That notion departs from the abuse of law doctrine long established by
the Court (ECJ 3.December, 1974, Van Binsbergen (C-33/74), among other cases43.
The case law has mainly focused on targeted anti-avoidance rules (TAARs) so
far, but it would also affect GAAR, even if general rules have not been the subject
of ECJ case law so far44. Furthermore, in the past ten years there has been a substantial increase of conflicts regarding specific anti-avoidance rules. The Commission
has undertaken a substantial effort to clarify what the ECJ case law means and how
it should be interpreted. Particularly problematic have proved to be the compatibility of specific tax avoidance rules originated in international tax law (thin capitalization rules, Controlled Foreign Corporation regimes, Limitation on Benefits
clauses and other anti-treaty shopping measures).
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Among other works explaining the extent and scope of this transformation see: García Prats, “Is
It Possible to Set a Coherent System of Rules on Direct Taxation under EC Law Requirements?”, at: L. Hinnekens/P. Hinnekens (Eds.), “A Vision of Taxes Within and Outside European Borders”, (2008), pp. 435 et seq.
Schön, “GestaltungsmiEbrauch im europäischen Steuerrecht”, Internationales Steuerrecht
(1996), Beihefter zu Heft 2/1996, pp. 11, 12; Rädler/Lausterer/Blumenberg, “Tax abuse and EC
law. Does the general application of the German Anti-Abuse Rule under section 42 of the German General Tax Act to German participations in Irish IFSC subsidiaries infringe community
law?”, EC Tax Review (1997), n. 2, pp. 97 et seq; Ruiz Almendral, “El Fraude a la ley tributaria
a examen (Los problemas de la aplicación práctica de la norma general anti-fraude del artículo
15 de la LGT a los ámbitos nacional y comunitario)...” cit. pp. 150 et seq.; Schön, “Abuse of
rights and European Tax Law...” cit. pp. 79 et seq. There are few general works that tackle the
problems of Abuse of law and the building of the internal market with a unitary approach (ie, not
just from the perspective of different branches of law); see recently: Ramos Muñoz, “Abuso del
derecho, transacciones transfronterizas y la construcción del mercado interior y de la UE ¿un
equilibrio imposible?”, Revista Española de Derecho Europeo, 2012.
See: de Broe, “International Tax Planning and Prevention of Abuse”, Amsterdam (2008),
pp. 754 et seq. Faulhaber, “Sovereignty, Integration and Tax Avoidance in the European Union:
Striking the Proper Balance...” cit. pp. 193 et seq; Schön, “Abuse of rights and European Tax
Law”, at: Avery Jones/Harris/Oliver (Eds.), “Comparative Perspectives on Revenue Law”,
Cambridge (2008), pp. 78 et seq.; Schön, “Abuse of rights and European Tax Law...” cit., pp. 79
et seq.
De Broe, “International Tax Planning and Prevention of Abuse...” cit., pp. 475 et seq.; See also:
Ruiz Almendral, “El Fraude a la ley tributaria a examen (Los problemas de la aplicación práctica de la norma general anti-fraude del artículo 15 de la LGT a los ámbitos nacional y comunitario)...” cit., pp. 156 et seq.; also by the author: Ruiz Almendral, “¿Tiene futuro el test de los
“motivos económicos válidos” en las normas anti-abuso? (sobre la planificación fiscal y las normas anti-abuso en el Derecho de la Unión Europea)”, Revista Estudios Financieros (2010),
n. 329-330, pp. 5-60.
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In order to understand, or at least rationalize, the case law of the ECJ it may be
possible to differentiate between the scope of a given anti-abuse measure. It can be
argued that the Court has often been strictest when a given anti-abuse measure is
attached to the exercise of a fundamental freedom. On the other hand, and quite
logically, the arguments of the Court when a given anti-avoidance rule has previously been authorized in a Directive follow closely the objectives of such Directive.
As a matter of principle, when a fundamental freedom is directly affected (i.e., no
Directive authorizes the anti-abuse rule), the Court begins by analyzing whether a
restriction or a discrimination has taken place. Of course it should be noted that the
difference between a restriction or a discrimination is no longer so important, since
the Court has chosen to ignore it for these purposes45.
The origin and the scope of a given anti-abuse measure largely determines the
outcome of the case46. Very simply put, there are two types of rules: GAARs and
TAARs. Targeted anti-avoidance rules are different in that they focus in a given
operation. But they are not a homogenous group. In fact, when we say TAAR, what
we mean is “not GAAR”. A targeted rule will often operate like a general rule,
allowing general powers of interpretation. In other cases, it will be designed as a red
bright line establishing a road map that says what is abuse and what not (thin-cap
rules and threshold or debt ratios are a good example of that).
TAARs can be grouped in four types (relevant to assess the impact of ECJ case
law): (1) International – included in the Tax Conventions. In this category would
45
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I think it is safe to say that the distinction between restrictive and discriminatory measures is
no longer valid to analyze the case law. As much as the distinction probably makes sense from
a theoretical perspective it is blurred enough as to render it perfectly useless in order to extract
guidelines. In theory though, the difference in their tax regime should have been crucial, as the
first can only be justified by the reasons expressly admitted in the Treaty, while restrictive
measures can only be accepted under certain circumstances of general public interest. The
concept of restriction can be easily applied to a cross-border movement, but it is not always
understandable with regard to a taxing regime that involves many different and interrelated
taxable facts, unless we maintain a nineteenth century concept of tax that merely views it as a
burden. This of course entails that the reasoning when examining one or the other be totally
different: while the principle of non-discrimination requires the comparison of situations, the
non-restriction approach merely needs to analyze whether the measure is, directly or indirectly, an obstacle, and whether that can be accepted by the existence of an exemption. But the
most relevant consequence, totally pertinent to our analysis, is that the non-discrimination
approach allows for a much greater leeway for Member States to develop, and therefore also
to protect, their tax systems. See: Roth, “The Rule of Reason Doctrine in the European Court
of Justice Jurisprudence on Direct Taxation”, Canadian Tax Journal (2008), vol. 56, n. 1, pp.
73-74; Vanistendael, “The compatibility of the basic economic freedoms with the sovereign
national tax systems of the Member States”, EC Tax Review (2003), n. 3, p. 137; Weber, “Tax
Avoidance and the EC Treaty Freedoms. A Study of the Limitations under European Law to
the Prevention of Tax Avoidance”, Amsterdam (2005), pp. 108 et seq; Pistone, “Expected and
Unexpected Developments of European Integration in the Field of Direct Taxes”, Intertax
(2007), vol. 35, p. 72.
Schön, “Abuse of rights and European Tax Law...” cit., pp. 76 et seq.; I made this point at Ruiz
Almendral, “El Fraude a la ley tributaria a examen (Los problemas de la aplicación práctica de
la norma general anti-fraude del artículo 15 de la LGT a los ámbitos nacional y comunitario)”,
Pamplona (2006), pp. 156 et seq.
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be the treaty shopping rules. Notably, the Limitation on Benefits Clauses, LOBC);
(2) International – but included in domestic legislation. These would be rules
usually employed in the international setting in order to prevent the shifting of tax
bases, that is, in order to prevent taxpayers to do something against the allocation
of tax powers that double taxation conventions try to establish. These rules will
normally target what is known as tax arbitrage, or the exploitation of the different
tax systems. Tax arbitrage is persecuted in the international arena but is not contrary to EU Law, where competition of tax systems is, at least to a certain extent,
perfectly admitted47; (3) A third group would be independent – purely domestic,
whether or not it intends to be applied in an international setting (many exit taxes,
or trailing taxes can be included here); (4) Finally, there are EU TAARs or antiabuse provisions directly authorized in a Directive.
What the Court says depends on the type of anti-avoidance measure. It can be
argued that the Court has often been strictest when a given anti-abuse measure is
attached to the exercise of a fundamental freedom, basically because movement
cannot be presumed to be avoidance – changes of residency, etc –. Also in general
the Court is very strict when dealing with targeted anti-avoidance rules. It is strict in
particular because of the “wholly artificial transactions” doctrine, used as a test of
proportionality, and that in reality transforms some anti-avoidance rules into rules to
prevent sham cases. It is a strict doctrine and in many cases it may even be too indiscriminate to serve its purpose of preventing abuse.
On the other hand, the Court is only beginning to admit targeted rules that are
normally used in an international law context and for the purpose of preventing the
shifting of tax bases. That is the case of thin cap rules, CFC rules, exit taxes or even
rules that prevent shopping of losses48.

3.2 Anti-Abuse Rules authorized in a EU Directive
There is currently no tax harmonization in direct taxes, even if there are four
Directives that directly affect taxes on income. The way the Court has interpreted
the specific anti-avoidance rules included, or rather authorized, in those Directives
has decisively contributed to the so-called improper or indirect harmonization
process of direct taxes. The way these Directives allow Member States to further
develop specific, targeted, anti-abuse rules in these areas is particularly strict, so it
is not an exaggeration to state that both according to the EU Directives and the
subsequent ECJ case law, the leeway for domestic rules in this area is the smallest.
The analysis by the Court is then substantially different when dealing with an
anti-avoidance rule established or authorized in its secondary legislation. Even here
a difference may be found between the two groups, so that the Court is stricter with
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Zornoza Pérez, “Las normas anti-abuso frente a la competencia fiscal en el marco comunitario”,
at Labeaga Azcona/Chico De La Cámara/Ruiz Garijo (Eds.), “Repercusiones tributarias de la
ampliación de la Unión Europea” (2010), pp. 354 et seq.
Ruiz Almendral, “An Ever Distant Union: the Cross-border Loss Relief Conundrum in EU
Law”, Intertax (2010), vol. 38, n. 10, pp. 476-501.
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domestic tax avoidance rules when the Directive merely authorizes its establishment49.
On the other hand, and quite logically, the arguments of the Court when a given
anti-avoidance rule has previously been authorized in a Directive follow closely the
objectives of such Directive. This holds true when we analyze how the Court has
interpreted article 11 of the Merger Directive in Leur Bloem or, more recently, in
Modehuis A. Zwijnenburg BV.
A further example is the interpretation of article 1.2 of the Parent-subsidiary
Directive, where the Court goes beyond what the Directive says: Art. 1.2 says “this
Directive shall not preclude the application of domestic or agreement-based provisions required for the prevention of fraud or abuse”. Art. 3.2 of the same Directive
has a different rule, it allows Member States not to apply the Directive to companies
where the holding period is not maintained long enough to establish that there is a
permanent link (the period being 2 years). However, in Denkavit the Court says that
1.2 “is a provision of principle the content of which is explained in article 3.2”. This
is a mutation of the article undertaken by the Court by way of an interpretive reductionism.
On the other hand, it has been rightly noted that the anti-avoidance rules established in secondary legislation “do not even fulfill the requirements which the Court
has laid down for domestic legislation which is tested under the fundamental freedoms”50. As a general rule, domestic anti-avoidance provisions are particularly limited when they intend to be applied to a transaction that is not only European but has
been contemplated in a Directive, such as the parent-subsidiary, the Merger, or the
Savings directive. The more targeted the rule, the more likely that it will be stricken
down if it does not follow the objectives of the Directive. It seems that a GAAR, or
in general a rule that allows a certain contradiction or rebuttal by the tax payer is
more likely to be upheld by the Court. In addition to that, the tax avoidance threshold has become stricter with the application of the “artificiality” doctrine.
The artificiality doctrine does not permeate all EU anti-abuse measures nor can
it have that effect. Think of the anti-abuse test employed both in Halifax (a VAT
case) does not bestow that role to artificiality. Probably the explanation lies in the
fact that when dealing with anti-avoidance rules that are authorized in a Directive,
the Court seems to also differentiate between cases where there is real harmonization – Value Added Tax – and cases where there isn’t. In this regard, it should be
49
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This argument also in Ruiz Almendral, “El Fraude a la ley tributaria a examen (Los problemas
de la aplicación práctica de la norma general anti-fraude del artículo 15 de la LGT a los ámbitos
nacional y comunitario)...” cit., pp. 164 et seq.
At Lang/Heidenbauer, “Wholly Artificial Arrangements...” cit., p. 613, the authors point out
that “the type of legal instrument is not crucial; it is the object and purpose of the rule that is at
stake”. I submit that the second is true, but the type of legal instrument actually reflects the
possibilities of the EU having an impact in domestic legislation. Compare the “direct taxation”
directives to the “indirect taxes”; only the second harmonize, the first are only partially tax
directives, for direct taxes are still established by Member States. In short, the legal instrument
matters too, as the content and authority supporting the existence of such instrument.
Schön, “Abuse of rights and European Tax Law...” cit., p. 81.
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noted that the Directives on Direct taxes, or that affect direct taxes, do not focus on
the taxes but on the integration of the market (mergers, acquisitions, relationship
between a parent and its subsidiary). This is why the Court’s case law on the Direct
taxes Directives are, in fact, not oriented to construing the tax, not using a purposeapproach with regard to the taxes, but to objectives beyond, or above the tax treatment, which is just an instrument. This is consistent with the logic of tax avoidance
and how it can be solved. For this reason, when faced with a VAT case, the reasoning of the Court is “tax oriented”. In that regard, the complete version, or a complete
version, of the anti-avoidance test has been fully developed in VAT and own
resources cases. I believe Halifax and Emsland Stärke are still the leading cases in
that regard.
In these cases, the Court does several things: first, it establishes an anti-avoidance test that allows a broader analysis of the substance, and, second, the Court
underlines the fact that the test may be used, and should be used when there is no
anti-avoidance rule. That was the case in Halifax. So even when the Court claims
that the same anti-abuse doctrine is employed in Halifax and Emsland Stärke, on the
one hand, and Cadbury Schweppes on the other, that is not entirely the case51. Of
course there is a logical connection between those cases, but the construction of the
test is different. The reason lies in the underlying legal context being entirely different52.
The result is that in the Direct Taxation Directives cases, the interpretation of the
Court is often not entirely consistent with the common knowledge of tax avoidance.
In the Court’s view, only those arrangements that can be considered artificial may
be disregarded for tax purposes. Artificiality is defined in such strict terms that, in
the limit, it presents certain similarities with the sham; because the question was not
whether Ms. Leur-Bloem had actually carried out a reorganization or not; for she
obviously had, at least taken from the perspective of the commercial laws regulating
them. Viewed from that perspective, it was not an artificial arrangement. The question was rather whether she had a right to a tax-free reorganization. In order to
assess this last element one cannot ignore the tax norms. The interpretation must
take into account the relevant tax provisions, not just the commercial laws and, for
that matter, the fundamental freedoms. It cannot be carried out outside the boundaries of the tax norms, for then not just the door for tax planning, but to sheer tax
avoidance will be open ajar. But that was not for the Court to say: the Court can only
go so far as interpreting the Directive. And the Directive is not primarily a tax directive.
This is important, because this means that the fact that the test employed by the
Court is different in different cases does not mean that there isn’t a general antiabuse doctrine. The test is different because the powers of interpretation of the
Court are also different depending both on the type of provision that the anti-avoidance rule intends to be applied, and on the purpose of the provision.
51
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Lang/Heidenbauer, “Wholly Artificial Arrangements”, at L. Hinnekens/P. Hinnekens (Eds),
“A Vision of Taxes Within and Outside European Borders” (2008), p. 600.
Schön, “Abuse of rights and European Tax Law...” cit., pp. 82 et seq.
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3.3 ECJ Case Law on Tax Avoidance absent a EU Directive
It is obvious that “independent” tax avoidance rules, or rules that are not based or
authorized by a EU Directive do not conform a homogenous group. But they do
share one element, that the Court interprets their compliance with EU law practically on the sole basis of the fundamental freedoms. Furthermore, a targeted antiavoidance rule is not a homogeneous notion either. Actually, the only convincing
concept of TAAR is by negative definition: a TAAR is an anti-avoidance rule that is
not general (a TAAR is not a GAAR). With this in mind, I submit that there is a fundamental difference in the Court’s reasoning depending on whether the potentially
conflictive TAAR is based (directly or indirectly) on international rules, i.e., rules
recommended by the OECD or generally applied in connection with an international
context.
3.3.1 International TAARs and Domestic TAARs that are based on Clauses
generally admitted in International Tax Law
As has been pointed out times and again, the international scenario creates opportunities for avoidance that until relatively recently were not available to everyone.
Most of these opportunities revolve around the different ways to shift income from
high to low taxing jurisdictions53. Following OECD recommendations or generally
international practice, most countries now have specific anti-avoidance rules to
counter those types of avoidance. Because one of the most popular ways to shift
income across jurisdictions is by way of transfer pricing, transfer-pricing rules also
serve the purpose of preventing avoidance, even if that is not its main goal. Because
that is, however, not their primary role, transfer-pricing rules will be left out of this
work54.
The notion of tax avoidance rules that are applicable in a transnational setting
needs further clarification; in fact there are two different types of such anti-avoidance rules for the purpose of this paper: on the one hand, anti-avoidance rules that
are part of the domestic law but were originally designed to target international
transactions. These rules only make sense when applied to international transactions and are, to a certain extent, part of what R. Avi-Yonah calls “international tax
regime” (see below). Among them would be the transfer pricing rules, thin-cap
rules, controlled foreign corporation rules or the type of rules that penalize investment in low tax jurisdiction (such as capping tax deductions or disregarding
changes of residence for a certain amount of time – trailing taxes). The overall
objective of these rules is to guarantee a fair allocation of the tax base among dif53
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Among many other works making this point, see, with further analysis: Faulhaber, “Sovereignty, Integration and Tax Avoidance in the European Union: Striking the Proper Balance...”
cit., p. 184.
See Schön, “International Tax Coordination for a Second-Best World (Part III)”, 2 World Tax
Journal (2010); Schön, “Transfer Pricing – Business Incentives, International Taxation and Corporate Law”, Max Planck Institute for Tax Law and Public Finance, 2011/05; Ruiz Almendral,
“Transfer pricing in Spain: the tax problem for the next ten years”, at Baistrocchi/Roxan (Eds),
“Resolving Transfer Pricing Disputes: A Global Analysis”, Cambridge (2012).
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ferent jurisdictions, and ultimately, to assert some notion of equitable distribution of
the tax burden.
A second type of tax avoidance rules, applicable in transnational settings would
be rules present in double taxation treaties. This second group can at the same time
be subdivided into two groups, if we follow the layout of article 1 of the OECDMTC. The first subgroup targets abuse of Treaty or Treaty Shopping structures, thus
ensuring that the rules to allocate tax powers as established in the DTC are not
abused or employed for economic structures that are not protected by it55. The
second subgroup would consist of the Limitation on Benefits Clauses, (LOBC),
mentioned in par. 20 of the Commentaries to article 1 of the OECD-MTC. LOB
clauses are highly problematic from a EU Law perspective.
A good part of the problem with fully assessing the specific issues posed by antiavoidance rules is the blurred understanding of what International Tax Law currently means and entails. In a relatively recent work, Reuven Avi-Yohan claimed the
existence of a international tax regime56. It is of course debatable whether such
regime exist, but it is beyond controversy that the existing network of more than
three thousand DTC growingly shapes domestic tax law, and both determine and
condition the exercise of taxing powers57. Not only international oriented tax
avoidance rules, but many other ways of taxing revenue can only be explained precisely because that the international arena, and that network of DTC exists.
Furthermore, the OECD-DTC has an obvious influence on how domestic tax
law provisions are to be interpreted, and to a certain point, increasingly, on how EU
Law should and can be interpreted58. It should also be borne in mind that the alternative model – the UN model – is currently converging with the OECD’s59. So,
even if the Commentaries to the OECD-MTC are no real source of law, but merely
opinions60, they have grown into a central role of what tax law is and how is to be
interpreted.
The relationship between UE Law and International tax law is, to start with,
asymmetric, if only because only the first constitutes a law system that Member
States must abide with, while the second, which is hardly a “law system” at all, is
intended only to apply, partially, to bilateral relations. At least that is the theory. In
practice both areas of law (including “non-law” or soft law) are growingly intertwined.
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Vega Borrego, “Limitation on Benefits Clauses in Double Taxation Conventions”, (2006),
pp. 24 et seq. Panayi, “Double Taxation, Tax Treaties, Treaty Shopping and the European
Community” (2007), pp. 24 et seq.
Avi-Yonah, “International Tax as International Law...” cit., pp. 4 et seq.
García Prats, “Los Modelos de Convenio, sus principios rectores y su influencia sobre los Convenis de Doble Imposición”, Crónica Tributaria, 133/2009, p. 102.
García Prats, “Los Modelos de Convenio, sus principios rectores y su influencia sobre los
Convenis de Doble Imposición...” cit., pp. 103 et seq.
See in this regard: Baistrocchi, “The Use and Interpretation of Tax Treaties in the Emerging
World: Theory and Implications”, British Tax Review (2008), Issue 4, pp. 353 et seq.
They are not, it should be underlined, an official or authentic interpretation of MTC.
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Specific anti-avoidance rules that were originally designed to be applied in a
purely international setting have clashed with the ECJ’s doctrine on the fundamental freedoms and non-discrimination for different reasons. Among them, one prevailing area of conflict is that, ultimately, those international specific anti-avoidance
rules intend to eliminate, or at least limit, tax arbitrage. However, tax arbitrage is not
contrary to EU law, on the contrary, most tax arbitrage transactions may fall under
those protected by the fundamental freedoms, in the sense that they fortify and protect the idea of the internal market. Hence the understanding that those tax avoidance rules may be often restrictive and therefore contrary to the objectives and purposes of the Treaty.
To fully illustrate this point, I will in the following make a brief mention to some
of these specific anti-avoidance rules and the terms in which the conflict with EU
Law has presented in practice.
3.3.1.1 LOB Clauses
LOB Clauses, as the main mechanism to avoid Treaty abuse by way of Treaty shopping structures (conduit companies, stepping stone operations61) are among the
most problematic with regard to EU Law. These clauses intend to limit the personal
application of the Treaty by, in most cases, excluding as beneficiary entities that are
controlled by residents in a third State, to the extent that they may have, as their sole
objective, to unduly benefit from the Treaty.
Limitation-on-Benefits Clauses) are nothing more than specific anti-avoidance
rules that intend to prevent a certain type of abuse by way of limiting Treaty benefits. The wording of the clauses varies in different DTC. In most cases the clause
would set a list of who may be considered beneficiary of the Treaty, followed by a
relatively open anti-avoidance rule. For example, art. 17.2 of the Spain-USA DTC
states: “A person which is not entitled to the benefits of the Convention pursuant to
the provisions of paragraph 1 may, nevertheless, demonstrate to the competent
authority of the State in which the income arises that such person should be granted
the benefits of the Convention. For this purpose, one of the factors the competent
authorities shall take into account is whether the establishment, acquisition, maintenance of such person and the conduct of its operations did not have as one of the
purposes the obtaining of benefits under the Convention”.
The main conflictive element – from the point of view of a restriction or a
discrimination – of these clauses with EU Law is the difference between residents
and non-residents that LOB Clauses are based on62. Since the “Open Skies” cases
(C-468/98 to C-476/98), and Gottardo (C-55/00), the consistency of LOB Clauses
with EU Law is more than problematic, as the Commission also pointed out in its

61

62

Vega Borrego, “Limitation on Benefits Clauses in Double Taxation Conventions…” cit., pp. 24
et seq.; Panayi, “Double Taxation, Tax Treaties, Treaty Shopping and the European Community…” cit., pp. 24 et seq.
Becker/Thömmes, “Treaty Shopping and EC Law”, European Taxation (1991), 173; Vega
Borrego, “Limitation on Benefits on Double Taxation Conventions…” cit., pp. 34 et seq.
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working paper of 9 June 200563. This is true even after Test Claimants in Class IV of
the ACT Group Litigation (C-374/04).
The problems that LOB Clauses entail vis-a-vis EU Law reveal the fundamental
problem that International Tax Law poses, as those clauses, present in the more than
300 DTC between the USA and 24 of the EU Member States (Malta’s DTC was
denounced precisely because it failed to comply with anti-Treaty Shopping rules)
would need to be renegotiated in order to comply with EU Law. But that is far from
simple as DTC encapsulate and reflect the economic relationship among two countries, by taking into account, more or less obviously, the different flows of investment among them. A DTC is not then, easily applicable to other third countries: they
are designed to be applied and interpreted on a bilateral basis. Asymmetry and even
discrimination is the basis of International Tax Law on some instances, as it reflects
the asymmetry of the economic and political powers of different countries. This is
why, among other things, the most-favoured nation clause has never even been suggested in the OECD discussions, even if it has been often suggested for the UE64.
The fundamental issue is then harder to solve than the specific analysis on the
consistency of LOB Clauses65. EU tax integration has traditionally focused on indirect taxes66, while traditionally direct taxes would fall within the scope of control of
Member States. However, that theoretical allocation of functions has long since
shattered, especially since the nineties, when direct tax provisions started to be challenged for failure to comply with EU objectives67.
3.3.1.2 CFC Rules
Controlled Foreign Corporation (CFC) regimes have as their objetive to curb the
erosion of the tax base (of taxes on income) brought about by the creation of entities
in third, low tax jurisdictions. It is a specific form of tax base shifting via controlled
corporations. Most CFC rules are constructed in a way that the benefit accrued by
the controlled entity (located in a low tax jurisdiction) is directly attributed to the
controlling entity, in the moment when they accrue, and regardless of whether they
have actually been distributed among shareholders. So the problem of tax base shifting is in this case solved via the fiction that benefits accrue directly. Of course
another way to put it is that it is solved by ignoring the fiction of the creation of an
entity. After Cadbury-Schweppes (C-196/04) the survival of these rules depends on
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Commission: “EC Law and Tax Treaties”, Working Document 9 June 2005; See: Mason, “US
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their adaptation to EU Law doctrine68 and, in particular, to the wholly artificial
transactions “doctrine” (sic).
3.3.1.3 Thin Capitalization Rules
The main problem with thin capitalization lies in the contract of corporation and
the two main alternatives to finance an entity: debt or equity. Thin-cap structures
basically exploit the different tax treatment traditionally given to these two types of
financing – typically, interest on debt is fully deductible while equity is not.
So far, the Court has dealt with thin-cap rules in three cases: LankhorstHohorst, (C-324/00), Test Claimants in the Thin Cap Group Litigation y Commissioners of Inland Revenue, (C-524/04), and Lammers & Van Cleeff (C-105/07).
The final idea of the ECJ case law is that is it still possible for Member States to
have thin-cap rules that are consistent with EU Law, as long as certain guidelines
are taken into account, the main one being that the anti-avoidance rule allows for a
substance over form analysis. At the same time, the Court has dealt with this issue
from the perspective of the arm’s lengthe standard.
In Test claimants thin cap (C-524/04) the reasoning of the Court, regarding the
issue of the different treatment between resident borrowing companies depending
on the place of seat of the lending company (less favorable treatment of companies
receiving loan from a non-resident parent), was as follows:
1) Is there a restriction? Yes. Possible restriction of freedom of establishment, different treatment of non-comparable situations.
2) Is the restriction justified? Yes, but only if the rules target wholly artificial arrangements,
which do not reflect economic reality and aim to escape the tax normally due (Cadbury
Schweppes)
3) Can the UK legislation attain the objective? – yes
4) Is the UK legislation proportionate? – yes, if two conditions are met (double test):
a) Taxpayer can provide evidence of commercial reasons and
b) Re-characterization of interest as distribution is limited to the proportion, which
exceeds what would have been paid on arm’s-length basis.

Figure 1: Key Issues of Test claimants thin cap

The case became more interesting in February 2011, when the Court of Appeal concluded that UK thin capitalization legislation is compatible with EU Law69, thus
overturning the previous decision. Note that the Court of Appeal interpreted the ECJ
Test Claimants case70, but it did so in the light of subsequent cases, namely Oy AA
and SGI 71, what led the UK Court to considered that the ECJ case law had been in
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fact changed (the case said clarified) and that specific rules that follow the arm's
length test are not contrary to the freedom of establishment. The dissent vote, submitted by Lady Justice Arden considered on the contrary that the Lankhorst jurisprudence still stood72.
3.3.2 Domestic “independent” TAARs and GAARs
As we have seen, when the national anti-avoidance provision is a development of
one that had been previously authorized or established in a Directive, the Court
directly establishes the concept of tax avoidance based on secondary EU Law. On
the other hand, when the anti-avoidance provision has been established by the Member State in the first place, to the extent that it may be applied to EU-transactions, the
ECJ subjects them to a number of requirements that can be summarized in the
requirement that any anti-avoidance measure must be proportionate to its objective
and should have a minimal incidence in the transactions whatsoever, so that it may
be declared void when it is feasible to imagine other, less restrictive, measures to the
same end (Lasteyrie, ICI, inter alia).
To date, there is no case law regarding GAARs, but there is enough case law to
allow a general consideration regarding how it may apply to GAARs. The main
issue to be solved here is whether the “business purpose test”73, as a tax avoidance
doctrine present in most anti-avoidance rules, is at all compatible with EU Law, as
interpreted by the ECJ. The so-called business purpose test doctrines is in essence a
development or adaptation of theological interpretation of tax provisions74 in order
to avoid the exploitation of certain structures in order to unduly obtain a tax benefit75. The recent “codification” of the Economic Substance Doctrine in the USA has
substantially expanded the meaning of the business purpose test in a way that, at
least in theory (for the new rule is yet to be applied by the Courts) should reinforce
the anti-avoidance doctrines76. Among other things, it is remarkable that this antiavoidance “re-arming” in the USA partly coincides with the stripping down of
defences that, to a certain extent, is taking place in this side of the Atlantic.
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(1997), pp. 189 et seq.
Seem among other: Chirelstein, “Learned Hand’s Contribution to the Law of Tax Avoidance”,
The Yale Law Journal (1968), vol. 77, p. 452. ; Avery Jones/Ward et al., “The Business purpose
test…” cit., pp. 106 et seq.; Vanderwolk, “Purposive Interpretation of Tax Statutes: Recent UK
Decisions on Tax Avoidance Transactions”, IBFD Bulletin (2002), pp. 75 and 76.
Avery Jones/Ward et al., “The Business purpose test and abuse of rights”, British Tax Reviw
(1985), n. 2, pp. 68 et seq.; IFS-Bowler, “Countering Tax Avoidance in the UK: Which Way Forward?...” cit., pp. 32 et seq.
Calderón Carrero/Ruiz Almendral, “La codificación de la “doctrina de la sustancia económica”
en EEUU”, Quincena Fiscal (2010).

Tax Avoidance, the “Balanced Allocation of Taxing Powers” and the Arm’s Length Standard

155

The different way in which the economic substance, or the business purpose
test, is taken into account by the Court basically lies in the fact that the ECJ sometimes takes that test through the economic freedoms filter, as a way of developing an
“economic freedoms test”. This explains that part of the test is undertaken from outside of the tax logic. The fundamental problem probably lies in the high expectations the Court has from analyzing the economic reality or substance. Even is, as
stated below, that is beginning to change; it is obvious that domestic anti-avoidance
rules that intend to be applied in a EU setting will be confronted with the basic ECJ
case law. The main consequence is that abuse may not be presumed by the use of the
fundamental freedoms.

3.4 The Revival of the “Balanced Allocation of Tax Powers” and the
Adoption of the Arm’s Length Standard as Part of the Avoidance Test
3.4.1 Back to the Future or the Balanced Allocation of Tax Powers as the new
cohesion
Tax arbitrage, or the exploitation of differences among tax systems, is not contrary
to EU law. Until recently, the Court had been consistent with that idea. In fact, the
only cases where a low tax regime had been declared contrary to EU Law were cases
where an Aid of State had been employed, thus hindering free competition. It is then
hard to infer a principle against tax competition, inasmuch as there is also no principle of minimum taxation, so that it is by no means contrary to EU Law that a given
Member States decides to eliminate the Personal Income Tax.
Along those lines, the risk of tax avoidance had been systematically rejected by
the Court as a basis or justification for a tax provision (inter alia, Comission/
France, C-270/83, par. 25), as had the objective to protect tax revenues (ICI, par..
28; Saint-Gobain, par. 50). Furthermore, the Court had also repeatedly stated that
tax avoidance may not be presumed just because there is a transnational element
(Comission/France, C-334/02).
A certain flexibilization of this doctrine began with Marks & Spencer II, (C-446/
03): “As regards, last, the third justification, relating to the risk of tax avoidance, it
must be accepted that the possibility of transferring the losses incurred by a nonresident company to a resident company entails the risk that within a group of companies losses will be transferred to companies established in the Member States
which apply the highest rates of taxation and in which the tax value of the losses is
therefore the highest” (par. 49). Of course a problem with Marks & Spencer II is that
it was not clear that it represented settled case law, as it was a reasoning very much
influenced by the circumstances (and the cost for the UK government) of the case77.
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See Calderón Carrero, “Consolidación Fiscal e Importación de Pérdidas: el caso Marks & Spencer”, Noticias de la Unión Europea (2006), núm. 257, pp. 23 a 41; Ruiz Almendral, “An Ever
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Unión Europea”, Crónica Tributaria (2010).
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The idea is clearer in OYAA (C-231/05), where the Court admits that some transactions, albeit not “wholly artificial” may still be considered abusive. It has been
rightly suggested that was the way the parties argued that prompted the change in
the case law78; in OYAA the parties submitted that the Finnish system of intra-group
financial transfers “is justified by the need to ensure the coherence of the tax system
concerned, and by the allocation of taxation powers between the Member States, the
fear of tax avoidance and the principle of territoriality” (par. 45).
The Court seems more inclined to accept arguments that revolver around the
assignment of tax revenues when they are closely linked to tax avoidance. Thus, in
the same case the Court goes on to argue that “It should be noted at the outset that
the objectives of safeguarding the balanced allocation of the power to impose taxes
between Member States and the prevention of tax avoidance are linked. Conduct
involving the creation of wholly artificial arrangements which do not reflect economic reality, with a view to escaping the tax normally due on the profits generated
by activities carried out on national territory is such as to undermine the right of the
Member States to exercise their tax jurisdiction in relation to those activities and
jeopardize a balanced allocation between Member States of the power to impose
taxes (Cadbury Schweppes and Cadbury Schweppes Overseas, paragraphs 55 and
56, and Test Claimants in the Thin Cap Group Litigation, paragraphs 74 and 75)”
(par. 62).
The Court further modifies the until then strict threshold of artificiality, by stating (pars. 63-64): that “Even if the legislation at issue in the main proceedings is not
specifically designed to exclude from the tax advantage it confers purely artificial
arrangements, devoid of economic reality, created with the aim of escaping the tax
normally due on the profits generated by activities carried out on national territory,
such legislation may nevertheless be regarded as proportionate to the objectives
pursued, taken as a whole” and “In a situation in which the advantage in question
consists in the possibility of making a transfer of income, thereby excluding such
income from the taxable income of the transferor and including it in the taxable
income of the transferee, any extension of that advantage to cross-border situations
would (...) have the effect of allowing groups of companies to choose freely the
Member State in which their profits will be taxed, to the detriment of the right of the
Member State of the subsidiary to tax profits generated by activities carried out on
its territory”.
The Court concludes that the freedom of establishment (art. 49 TFEU) would
not be opposed to a regime such as the finnish.This way of arguing was confirmed
at the SGI case, (C-311/08)79, where the allocation of taxing powers perspectives is
clarified: “...In the present case, it must be held that to permit resident companies to
transfer their profits in the form of unusual or gratuitous advantages to companies
with which they have a relationship of interdependence that are established in other
Member States may well undermine the balanced allocation of the power to impose
78
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taxes between the Member States. It would be liable to undermine the very system
of the allocation of the power to impose taxes between Member States because,
according to the choice made by companies having relationships of interdependence, the Member State of the company granting unusual or gratuitous advantages
would be forced to renounce its right, in its capacity as the State of residence of that
company, to tax its income in favor, possibly, of the Member State in which the
recipient company has its establishment (see, to that effect, Oy AA, paragraph 56).”
(par. 63). Ultimately, the conflictive provisions are justified inasmuch as they allow
Belgium to exercice its taxing powers on dealings and economic activity that has
taken place in its territory (par. 64).
There has been a slow shift towards a greater protection of the tax revenue
interests of EU Member State, which began in 2005. Maybe it is just a coincidence,
but it has been noted that D, Blanckaert and Marks & Spencer were published just
when France and then Holland have voted against the project of a Constitution for
Europe80. A salient element of the new ECJ case law is that a restriction on
fundamental freedoms may only be justified when tax planning is contrary to the
allocation of taxing rights among EU Members (see this idea at A.G. Kokott, in her
Conclusions for OyAA, (C-231/05), par. 63, and in the Test Claimants case (C-524/
04, par. 75). In other words, a mere loss of tax revenue for a Member State that
implies a gain in another Member State is not per se controllable by the losing
Member, unless it is an unduly loss, that is, contrary to a given allocation of taxing
rights.
A basic problem with this line of reasoning is that it takes us back to the place
where everything began: the allocation of taxing rights in the European Union. The
problem, simply put, is that there is no such allocation, to the extent that EU Members do not always have similar rules regarding who should tax what, where and
how81.
The balanced allocation of tax powers is an argument that allows the Court in
the SGI case to depart from the notion of strict artificiality as a tax avoidance threshold; “In that context, national legislation which is not specifically designed to
exclude from the tax advantage it confers such purely artificial arrangements –
devoid of economic reality, created with the aim of escaping the tax normally due
on the profits generated by activities carried out on national territory – may nevertheless be regarded as justified by the objective of preventing tax avoidance, taken
together with that of preserving the balanced allocation of the power to impose
taxes between the Member States (see, to that effect, Oy AA, paragraph 63).”
(par. 66).
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But only as long as tax avoidance is mentioned together with the allocation of
powers argument. In a way, cohesion of the tax system and the balanced allocation
of taxing powers are two aspects (internal and external, respectively) of the same
principle82
3.4.2 Enter the “Arm’s Length Standard”
1. Another line of arguing, which further complicates the reasoning, revolves
around the arm’s length standard (ALS)83. In fact, the link between the ALS
and tax avoidance seems to be solidly settled in the EU legislation as well as the
ECJ case law. Thus article 80 of the VAT Directive84 affords Member States the
possibility to undertake measures to prevent “tax evasion or avoidance” by
making sure that the taxable amount is to be the open market value.
In Weald Leasing Ltd85, the Courts established that “... the application of
EU legislation cannot be extended to cover abusive practices by economic
operators, that is to say, transactions carried out, not in the context of normal
commercial operations, but solely for the purpose of wrongfully obtaining
advantages provided for under EU law and that that principle of prohibiting
abusive practices also applies to the sphere of VAT” (par. 26).
The court recalls the abuse test established in Halifax, and applicable in
VAT cases (pars. 28-30): “... in the sphere of VAT, finding that an abusive
practice exists requires that two conditions be met. First, notwithstanding formal application of the conditions laid down in the relevant provisions of the
Sixth Directive and in the national legislation transposing it, the transactions
concerned must result in the accrual of a tax advantage the grant of which
would be contrary to the purpose of those provisions (see Halifax and Others,
paragraph 74, and Part Service, paragraph 42). Second, it must also be apparent
from a number of objective factors that the essential aim of the transactions
concerned is to obtain a tax advantage. The prohibition of abuse is not relevant
where the economic activity carried out may have some explanation other than
the mere attainment of tax advantages (see Halifax and Others, paragraph 75,
and Part Service, paragraph 42).
But then the Court goes on to redefine tax abuse and connect it to the arm’s
length standard, by stating that “...In those circumstances, the answer to the first
and second questions is that the tax advantage accruing from an undertaking’s
recourse to asset leasing transactions, such as those at issue in the main proceedings, instead of the outright purchase of those assets, does not constitute a
tax advantage the grant of which would be contrary to the purpose of the relevant provisions of the Sixth Directive and of the national legislation transposing
it, provided that the contractual terms of those transactions, particularly those
82
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concerned with setting the level of rentals, correspond to arm’s length terms
and that the involvement of an intermediate third party company in those transactions is not such as to preclude the application of those provisions, a matter
which it is for the national court to determine. The fact that the undertaking
does not engage in leasing transactions in the context of its normal commercial
operations is irrelevant in that regard” (par. 45)
The Court then clearly establishes a direct link between the ALS and tax
avoidance that in the AG Conclusions was merely suggested as one of the elements that must be taken into account when assessing whether a tax abuse has
taken place (“... An assessment of whether a transaction is carried out in the
context of ‘normal commercial operations’ refers, in my view, to the second
part of the two part test laid down in Halifax and thus the nature of the transaction or scheme in question and whether it is a purely artificial construct established essentially in order to obtain a tax advantage rather than for other
commercial reasons. In that regard, the links of a legal, economic and/or personal nature between the operators involved in the scheme for reduction of the
tax burden are relevant and thus whether the parties to the transaction operate at
arm’s length”, par. 33, Opinion).
This idea, that meeting the arm’s length standard may serve as an antiavoidance yard-stick has also, relatively recently, been adopted by the UK
Courts. In February 2011, the Court of Appeal in the UK concluded that UK
thin capitalization legislation is compatible with EU Law, thus overturning a
previous decision. The case is interesting because it interpreted the ECJ Test
Claimants case, but it did so in the light of subsequent cases, namely Oy AA
and SGI, what led the UK Court to considered that the ECJ case law had been
in fact changed (the case said clarified) and that specific rules that follow the
arm's length test are not contrary to the freedom of establishment. In the UK
case, the judges (except for the dissenting opinion by Lady Justice Arden)
ignore the ECJ decision on Thin Cap GLO.
The first question was whether the UK thin cap rules allowed taxpayers to
prove that there were commercial reasons for entering into a financing transaction. In parallel, it had to be assessed whether such rules were proportionate
to the aim of preventing abusive tax avoidance. The majority held there is no
need for a separate commercial justification test, as the arm’s length test actually serves that purpose.
This is arguable, for different reasons; First, the ECJ has not held that view,
in fact it was accepted in the Thin Cap GLO case that each party had indeed a
commercial reason to enter into the disputed loans. In fact, the Court said: “it is
for the national court to determine whether those provisions allow taxpayers,
where the transaction does not satisfy the arm's-length criterion, to produce evidence of the commercial justifications for that transaction, under the conditions
referred to in the preceding paragraph” (par. 87).
Second, there are many cases where, even if the ALS is not fulfilled, there
is a commercial reason for the transaction. Actually, that happened in the Lankhorst case, where there was a commercial rationale for the lending, even if it
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was clear that it could not have been obtained in the bare market. In the dissenting opinion, Lady Justice Arden stressed the need to maintain the difference
between the ALS and the commercial motives; “In conclusion (...) the Court of
Justice has, through the evolution of its case law, sought to provide a roadmap
for determining what is or is not an abusive transaction. Such a transaction is to
be found by the tax authorities first asking, by reference to objective and verifiable elements, whether the transaction is on arm's length terms, or as it is from
time to time put, on fully competitive terms. It follows that the Revenue does
not have to go further at this stage than consider whether the loans were on a
fully competitive basis. If it is not on such terms, the taxpayer must be given an
opportunity to show that the terms were nonetheless commercial, as in Lankhorst, and for that reason not abusive. It is for the national court to determine
whether the ground that the taxpayer asserts is sufficient commercial justification for this purpose.”
2. The ALS is rapidly gaining momentum as an anti-avoidance rule (partially).
The Council of the European Union has also enthusiastically adopted the ALS
criterion86, in its Resolution of 8 June 2010 “on coordination of the Controlled
Foreign Corporation (CFC) and thin ccapitalization rules within the European
Union”, which purports to became the third “guideline”87 on the problems of
applying anti-abuse clauses to transnational transactions. This Resolution is
noteworthy inasmuch as it directly mentions “the need to strike a proper balance
between the public interest of combating abuse and protecting the tax bases of
Member States and the need to avoid disproportionate restrictions on crossborder activity within the EU”. Furthermore, it goes on to connect thin cap rules
to the ALS and the balanced allocation of taxing powers (“thin capitalization
rules which observe the arm’s-length principle are capable of preventing tax
avoidance, or maintaining the balanced allocation of taxing powers, or both”).
At this point, with the adoption of the ALS well in the way, it should be
noted both that this criterion is often criticized and there are a number of proposals to overturn it88. Furthermore, the ALS is a measure to ensure fair competition, not to prevent tax avoidance.
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It can be argued that a general aspect of the ECJ case law of the past five
years is that the Court seems more worried about the protection of tax revenues.
This is in line with the proposed CCCTB anti-avoidance rules. The Directive
proposal for a CCCTB includes a Chapter (XIV) dedicated to “Anti-abuse
rules”, and establishes a GAAR, and three TAARs. It is not clear that there will
be a consensus to approve this Directive, but the rules are a good test of the shift
of tax avoidance case law towards a greater protection of tax revenues. For
starters, the so-called “General anti-abuse rule” in article 80 establishes that
“Artificial transactions carried out for the sole purpose of avoiding taxation
shall be ignored for the purposes of calculating the tax base. The first paragraph
shall not apply to genuine commercial activities where the taxpayer is able to
choose between two or more possible transactions which have the same commercial result but which produce different taxable amounts”. So far, the rule
does not seem to acknowledge the change.
Three conclusions can be drawn from this proposal. First, it mentions artificial transactions, not avoidance transactions. Second, avoidance is defined in
loose terms, as it may be one of the purposes of the transaction; only it is the sole
purpose will it be contrary to the Directive’s objectives. Third, the consequence
of applying the rule is not the re-characterization of the transaction, but disregard. Finally, the second paragraph of the GAAR clearly admits tax arbitrage:
“The first paragraph shall not apply to genuine commercial activities where the
taxpayer is able to choose between two or more possible transactions which have
the same commercial result but which produce different taxable amounts”.
The proposed TAARs point in a different direction; without mentioning the
balanced allocation of tax powers, they expressly link tax avoidance to the tax
pressure and thus to some notion of allocation of tax powers. Article 81 refers to
a possible disallowance of interest deductions when “...one of the following
conditions is met: (a) a tax on profits is provided for, under the general regime
in the third country, at a statutory corporate tax rate lower than 40% of the average statutory corporate tax rate applicable in the Member States; (b) the associated enterprise is subject to a special regime in that third country which allows
for a substantially lower level of taxation than that of the general regime”. Article 82, regarding the “Controlled foreign companies”, establishes that “the tax
base shall include the non-distributed income of an entity resident in a third
country where the following conditions are met...(b) under the general regime in
the third country, profits are taxable at a statutory corporate tax rate lower than
40% of the average statutory corporate tax rate applicable in the Member States,
or the entity is subject to a special regime that allows for a substantially lower
level of taxation than that of the general regime...”.
I submit there are many problems with these TAARs. At least the three following: first, lower taxation is for the first time clearly condemned (while general lower taxation can never be an Aid of State, but it nevertheless affects
competition). Second, and again, the arm’s length standard is dangerously
linked to the purpose of tax avoidance. Third, it is unclear what the relationship
between the GAAR and the TAARs may be.
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3. In all, there seems to be certain confusion between tax avoidance and tax arbitrage. At present, it is difficult to assess the relationship established between the
level of taxation of a given Member State, as stated in articles 81 and 82 of the
proposed Directive, the arm’s length standard, the balanced allocation of tax
powers and, finally, tax avoidance. It is harder still do so in an orderly scientific
way, since there does not seem to be a clear criterion for all these elements to
coexist. At least two ideas can be pointed out:
First, introducing the arm’s length standard as part of anti-avoidance test
may be confusing. There are at least two reasons for that: one is that the ALS is
not only or even primarily an instrument to curb tax avoidance, but rather an
element to ensure a correct allocation of benefits among countries – so an element to foster correct competition too. And second, as stated above, that tax
avoidance is not the same as tax arbitrage – jurisdiction shopping. Furthermore,
it is questionable that the ALS employed by the Court is actually consistent with
the accepted notion within the OECD.
Second, when admitting the balanced allocation of tax powers as a criterion
is tantamount to stating that tax arbitrage – or forum, jurisdiction shopping for
tax purposes – is not always permitted. One of the problems with this reasoning
is that it takes us back to the place where everything began: the allocation of
taxing rights in the European Union.
Ultimately, the balanced allocation of tax powers, or the allocation of tax
powers, –balanced or not – poses a different, even if connected, problem: what is
the amount of tax revenue that a given State needs or is entitled to. That may not
be an issue of international tax law – only worried about what amount of tax revenue a country is entailed to, according to where tax bases where originated – but
it is a problem of EU Law, where revenues and spending are correlated (think of
deficit constraints, but also think of expenditures – the bail out to Greece, Ireland, Portugal, or the structural funds given to the poorer regions, among many
others. But more fundamentally: in the EU there is no allocation of tax powers
among Member States (there is vertically, but not horizontally). This is what –
partly – happens in a Double Taxation Convention. But not what happens in the
EU. This would be the ultimate reason to assert that the Court is wrong in adopting the logic of international tax law for the purpose of tax avoidance.
Third, when the Court adopts the ALS is actually recognizing the role of
international tax law, even if, as often said, it does not always understand the
logic behind the OECD-MTC89. Ultimately, though, the problem is that the
international tax regime, as defined in this logic, and the ALS as a fundamental
part of it, is intrinsically different to the aims and objectives of EU Law90. There
89
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Vid. Lang, “Double taxation and EC Law”, in: Avi-Yonah/Hines/Lang, “Comparative Fiscal
Federalism. Comparing the European Court of Justice and the US Supreme Court’s Tax Jurisprudence” (2007), p. 33.
Van Raad, “Nondiscrimination from the Perspective of the OECD Model and the EC TreatyStructural and Conceptual Issues”, in: Avi-Yonah/Hines/Lang, “Comparative Fiscal Federalism. Comparing the European Court of Justice and the US Supreme Court’s Tax Jurisprudence”
(2007), p. 61.
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lies the main problem with the ECJ adopting the ALS for the purpose of deciding which anti-avoidance measures comply with EU Law.
Overly simplified, the reasoning of the Court now mostly follows this decision tree: 91 92
(1) Is a freedom affected by the (tax) measure? (Identify freedom)? YES/NO
NO (go to 3)/YES:
(2) Discrimination/restriction? YES/NO
NO (end of exam)/YES:
(3) Is the tax provision authorized by a EU Directive?
YES: strict examination following the structure and objectives of the Directive.
NO: (4) Is there a general interest exception that may justify the measure?
(enter threesome link) YES/NO
NO: End of exam (measure contrary to EU Law).
YES: (5) Once justification accepted, is the measure adequate91 to
attain the purported end? (and, in direct tax cases) does
it attack only artificial operations (enter the wholly
artificial arrangements doctrine) ? YES/NO
YES: is it proportionate92? YES/NO
NO: (6) does it intend to protect the ALS and the
balanced allocation of powers? YES/NO

Figure 2: Simplified decision tree of the Court’s reasoning

4. Assessing the Changes
1. It follows from the ECJ case law that restrictions on the Treaty freedoms are
capable of being justified by overriding reasons in the public interest, such as
the need to prevent tax avoidance and/or the need to preserve a balanced allocation of taxing powers between the Member States, provided that they are proportionate in relation to such objectives, and that preventing tax avoidance in
relation to “wholly artificial arrangements”93 is generally justified. But, at the
same time, the need to prevent tax avoidance is now closely related to a notion
of fiscal (territorial) cohesion, as much as this notion is constantly renamed by
the Court; “need to ensure the coherence of the tax system” (Bachmann), “fiscal
territoriality principle” (Futura), “the need to preserve the (balanced) allocation of the power to impose taxes” (Marks & Spencer, N).
91
92

93

Or: “Is the restrictive measure (once justified) appropriate for the protection of the public interest involved?”
“Is the measure proportionate to its aim?”; here it will be analyzed whether a less restrictive
measure could have been employed, and whether the measure at stake does not go beyond what
is necessary in order to attain its objective. All, of course, counterfactual tests.
As pointed out by Faulhaber, the Court has employed the wholly artificial arrangements
doctrine in eleven anti-avoidance cases (ICI, Lankhorst-Hohorst, Lasteyrie du Saillant, Marks
& Spencer, Cadbury, Thin Cap GLO, Rewe, OyAA, ELISA, Lammers and CFC Test
Claimants); see: Faulhaber, “Sovereignty, Integration and Tax Avoidance in the European
Union: Striking the Proper Balance...” cit., pp. 194-196, and table at. p. 200.
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To date, no general anti-avoidance rule has been the subject of a ECJ decision, so the room for speculation is relatively wide. A fundamental question is
whether the artificiality test permeates all GAARs. Generally, the notion of
abuse accepted by the Court was restricted to provisions aiming to curb artificial schemes94. A key element, when analyzing a future GAAR will be whether
the taxpayer actually has a right to rebuttal the avoidance claim. This should
guarantee that the GAAR does not entail “unnecessary burdens”, or additional
indirect tax pressure, on taxpayers. Ultimately, the outcome of a possible
GAAR analysis will depend on the interpretation of the business purpose test as
employed by the Court. A fundamental problem is that the Court does not really
employ a “business purpose test”, but an “economic reality test” which can be
often misleading: an entity without premises will not be and avoider (think of a
holding entity, or any kind of special purpose vehicle), also, economic reality is
just a static non-valorative issue. Finally, it is not completely clear whether the
consequences of a GAAR – re-characterization – would be in line with ECJ
law.
On the other hand, it can be argued that in the case of Directives regarding
own resources of the Community (especially VAT Directives) the Court does
indeed have an anti-abuse test (Halifax is the leading case in that regard), which
is in practice different than the test employed to interpret direct tax Directives.
The reason does not lie in the fact that in one case resources accrue the Community while in the other (direct taxes) it is resources of Member states. The
answer is simpler than that: anti-avoidance clauses need to be interpreted in
light of the principles and purposes of a given legislation. In the case of VAT,
the Court has all the elements to do just that, since the Directives cover all the
elements of the tax. That is not the case in Direct tax Directives, which only
cover part of the tax consequence of certain transactions (such as a merger) but
do not cover the taxes themselves.
Even with that difference in mind, it may be that with the “threesome link”
the is in fact scaling back part of its anti-avoidance doctrine. By admitting the
balanced allocation of taxing powers as a new element, which will occupy a relevant role in the reasoning of a given case, the Court is admitting that tax arbitrage is now not always permitted.
2. Different, not always related elements can be thought of when trying to explain
both the Court’s change and the direction in which it seems to be changing.
What if tax competition was, after all, always harmful and so tax arbitrage contrary to EU objectives? the financial crisis, the loss of revenues, the enlargement
of the European Union in 2004 and 2007 and, most significantly, the differences
in effective tax rates, in effective tax pressure in the new and the old Member
States may have helped tip the balance. In fact, it may be no coincidence that the
slow shift towards a greater protection of the tax revenue interests of EU Member States took place in 2005. In fact, D, Blanckaert and Marks & Spencer were
94

Roth, “The Rule of Reason Doctrine in the European Court of Justice Jurisprudence on Direct
Taxation”, Canadian Tax Journal (2008), vol. 56, n. 1, pp. 87-94.
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published just when France and then Holland have voted against the project of a
Constitution for Europe. In this regard, the possible adoption of a Common
Consolidated Corporate Income Tax Base, or CCCTB, has probably also had an
incidence: it will be hard to find sufficient approval for it if the countries with
more developed tax systems, which higher tax pressure, feel that it will be a way
to drain its tax bases even further. In fact the anti-avoidance rules in the Directive proposal take into account the aforementioned idea and the fundamental
change in the ECJ case law: that not all tax arbitrage can be permitted.
The Court has also pointed out that merely trying to guarantee revenues is
not enough of a justification, for “a reduction of revenue … is not one of the
grounds listed in Article 46 EC and cannot be regarded as a matter of overriding
general interest which may be relied upon in order to justify unequal treatment
that is in principle incompatible with Article 52 of the Treaty (ICI, par. 28;
Saint-Gobain, par. 50). As a rule or principle, the Court makes it clear that protecting revenues is not a criterion enough as to safeguard a given provision. But
it is not obvious when may we conclude that a would-be anti-avoidance provision has the protection of revenues as one of its purposes. We must bear in mind
that, at least as a matter of principle, anti-avoidance rules do not have as their
primary objective to ensure the revenues. This of course will come as a natural
consequence, but such an objective would not justify their existence in the light
of most EU Member States’ constitutions. It is the protection of the principle of
equality, of the adequate distribution of public burdens among citizens that constitutionally justifies the introduction of anti-avoidance measures. To the extent
that every tax has as one of its main purposes, to obtain revenues, and is therefore legitimate because of it, it logically follows that any measure that intends to
protect the tax system will have a similar objective.
From a strictly legal perspective, the ultimate problem when trying to make
sense out of the ECJ case law is a certain lack of sophistication that often permeates the reasoning regarding tax law. A good example is the whole artificial
arrangements doctrine (sic). This doctrine simply makes no sense if not adapted
to the different types of economic activities (compare a holding entity to a traditional enterprise with personnel and premises). Furthermore, the Court has not
actually defined what a wholly artificial arrangement is like and what circumstances should determine it95.
Some have argued that the limitation of leeway in taxation matters that
results from the ECJ case law, and generally from the EU law framework, is simply part of the price to pay for integration96. The author agrees with this. But ultimately it must be noted that the problem lies in the asymmetric integration
model that does not include taxation powers themselves, but does include a number of limits that ultimately surround the taxing powers of Member States. As
95
96

Faulhaber, “Sovereignty, Integration and Tax Avoidance in the European Union: Striking the
Proper Balance...” cit., p. 208.
See: Van Thiel, “The Direct Income Tax Case Law of the European Court of Justice: Past Trends
and Future Developments”, 62 Tax L. Rev. 143 (2008), p. 186.

166

Violeta Ruiz Almendral

pointed out from the other side of the pond, “The Court's encroachment on direct
taxation is thus remarkable in that the Court has granted itself the ability to strike
down Member State measures in an area in which activity by EU institutions is
forbidden without the approval of all Member States-and in an area that is integral to the ability of Member States to raise revenue. This is an unsustainable situation”97. Of course Taxation is not the only area where this happens. The
divorce between economic policy and budgetary policy and the fact that Member
States have only partially surrendered their economic powers (on debt and deficit limits, on currency) creates dissonances that are ultimately hard to solve
should the asymmetric attribution of authority continue to be designed this way.
Ultimately, to the extent that the ECJ may be referring to anti-abuse or tax
avoidance prohibitions “as a limit to the taxpayer’s entitlements”98 there is a
dangerous underlying assumption, which is that taxes are, by nature, a distortion
to the internal market. This assumption is dangerously close to the idea that
taxes are a distortion and a burden for the economy.
As Judge Oliver Wendell Holmes pointed out, without taxes there can be no
civilized society. Neither can there be an economic system, for that matter.
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Abstract
Although in the actual stand of the ECJ case-law, territorial tax incentives adopted
by Member States are most likely to be considered as violating the freedoms of
movement of the TFEU, as well as the prohibition of State aid, there are strong arguments – as the renewed concept of fiscal cohesion – in favor of a more cautious
approach concerning the need under Eu Standards to systematically extend them to
cross-borders activities. Having regard to the present division of powers between
the EU and its Members States, the latter should not be disproportionately hindered
when using taxation in the framework of their social and/or economic policies, in
comparison with other policy instruments.
Moreover, the analysis of the European treatment of territorial tax incentives
shows that the Court should avoid applying simultaneously, whenever possible, EU
Treaty freedoms and EU Treaty provisions on State aid. Priority should be given to
the analysis of the compatibility under EU freedoms, except if the application of
State aid provisions give an added value, for example when it concerns a different
aspect of the national scheme brought under the Court’s scrutiny.

1. Tax Incentives in the European Union: Definition,
Classification and Context
1.1 Definition and Classification
In the Member States of the European Union, as well as in other countries, the main
function of taxes is budgetary: taxes are aimed at generating sufficient revenues in
order to allow public authorities to cover the costs of their constitutional missions
and responsibilities. However, the tax instrument may also serve other purposes, in
the framework of social and/or economic policies. Preferential tax provisions are
adopted in this context. Since they – contrary to other tax provisions – contribute to
reduce the tax burden imposed upon certain taxpayers, and therefore are often introduced as alternatives to direct government spending as subsidies1, they can also be
referred to as tax expenditures.
In some cases, legislatures deliberately accept a loss of revenue by reducing
either the tax base or directly the amount of tax due, hoping to encourage specific
1
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behaviors, which they consider beneficial for the society as a whole, or for particular groups which need this form of public support. The concept of “tax incentive”
appears in this context more appropriate and accurate than the more generic term of
tax expenditures. The concepts of tax expenditures and tax incentives were widely
discussed in the literature2. From a technical viewpoint, they can be classified into
two groups, whether the tax base is reduced or the tax due (tax credit).
Tax incentives are most of the time assorted with conditions in order to
adequately target the objective pursued. For the purpose of this article, it appears
appropriate to classify tax incentives on the basis of the conditions set by the
legislature for their application. These conditions can be cumulative or alternative.
1. Quantitative conditions, which are accompanied by a ceiling system/thresholds
system
2. Qualitative conditions, which are linked with the intrinsic characteristics of the
beneficiary. For instance, SMEs receive favorable tax treatment in many
Member states.
3. Time conditions, whether linked to the tax advantage itself or the behavior of
the beneficiary (eg. duration of the encouraged activity).
4. Territorial conditions, on which this article will focus, using the notion of
“territorial tax incentives” to refer to tax incentives assorted with territorial
conditions.
1.2 Examples of Territorial Tax Incentives in the Case-Law of the ECJ
Several tax measures adopted by Members States, which fall under the definition of
territorial tax incentives given above, have come under the scrutiny of the Court of
Justice of the European Union. Although concerning different policy areas and
using different tax mechanisms, these measures had all in common that their application was somehow restricted to internal situations. These territorial restrictions
could take different forms, depending among others on the policy objectives pursed,
on the risk of abuse perceived by the concerned Member States or on the budgetary
constraints at the time of the adoption of the incentive.
Focusing on the policy area concerned, tax incentives can be first used to foster
pension planning, healthcare and other objectives in relation to social insurance and
2

See for instance: Holland/Vann, “Income Tax Incentives for Investment”, in Thuronyi (ed.),
“Tax Law Design and Drafting” (1998), pp. 986-1020; Martin, “Toward a Negative Definition of Tax incentive”, Tax analysts 42 (2006), pp. 403-406; Kaye, “The Gentle Art of Corporate Seduction: Tax Incentives in the United States and the European Union”, Kansas Law
Review Vol.57, pp. 93-156; Glaeser, “The Economics of Location-Based Tax incentives”,
Harvard Institute of Economic Research (HIER), Discussion Paper No. 1932 (October 2001),
available at www.ssrn.com; See also: dos Santos, “Le Rapport Ruding” in Bruylant (ed.),
“L’Union européenne et la régulation de la concurrence fiscale”, (2009), pp. 195-205; On the
« Ruding » Report: Commission of the European Communities, “Report of the Committee of
Independent Experts on Company Taxation”, Official Publications of the EC (1992), ISBN
92-826-4277-1.
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social security3. Concerning pensions, various Member states have adopted tax
deductions for premiums paid to insurance companies or tax pensions received at a
reduced rate in order to encourage taxpayers to set up an adequate pension plan, in
addition or in place of the compulsory public pension system. However, the Member States almost naturally tend to limit these advantages to pension schemes provided by insurance companies established on their territory, as it was the case in the
early Bachmann and Commission v. Belgium 4, as well as in Commission v. Denmark5, or subscribed by resident taxpayers, like it was the case in Wielockx6 and
Commission v. Denmark7.
Secondly, tax incentives can be adopted to foster directly or indirectly institutions pursuing cultural and educational purposes. For example, some Member States
allow the deduction of tuition fees paid to private educational establishments located
in their own territory (Schwarz8 and Commission v. Germany9) or limit the deduction
for cross-border education by a “close-to-home” requirement to the amount paid for
national tuition fees (Zanotti10). In the cultural sector, interesting tax measures – for
the scope of our study – have been adopted by Member states such as Belgium, Italy,
and Luxembourg to finance the production of audiovisual works. In Belgium, this
specific tax regime of exemption is called "tax shelter" and enables any company to
benefit from a tax exemption of 150% of the amount invested in an audiovisual production, provided most of the sums invested are spent in Belgium11.
Member States can use also tax incentives for housing policies, mostly to facilitate the access to ownership or the change of domicile. Examples in the ECJ caselaw are the granting of a deferral (Commission v. Kingdom of Sweden12) or an
exemption (Commission v. Portugal13) from capital gains tax arising from the sale
of a private dwelling to the condition that the taxpayer reinvests the proceeds within
their territory.
The ECJ has also examined national tax incentives for research and development in so far as Member states legislations allowed the deduction (Baxter14) or a
tax credit (Laboratoires Fournier15 and Commission v. Spain16) for research expen3

4
5
6
7
8
9
10
11
12
13
14
15
16

ECJ, 28 April 1998, Case C-118/96 (Safir); ECJ, 26 June 2003, Case C-422/01 (Skandia and
Ramstedt) ; ECJ, 3 October 2002, Case C-136/00 (Danner); ECJ, 5 July 2007, Case C-522/04
(Commission v. Belgium II); ECJ, 19 November 2009, Case C-314/08 (Filipiak); ECJ, 29 April
2004, Case C-224/02 (Pusa) and ECJ, 9 November 2006, Case C- 520/04 (Turpeinen).
ECJ, 28 January 1992, Case C-204/90 (Bachmann v. Belgium).
ECJ, 30 January 2007, Case C-150/04 (Commission v. Denmark).
ECJ, 15 August 1995, Case C-80/94 (Wielockx).
ECJ, 30 January 2007, Case C-150/04 (Commission v. Denmark).
ECJ, 11 September 2007, Case C-76/05 (Schwarz).
ECJ, 11 September 2007, Case C-318/05, (Commission v. Germany).
ECJ, 20 May 2010, Case C-56/09 (Zanotti).
See articles 194ter and 416 al. 2 of the Belgian Income Tax Code (1992).
ECJ, 18 January 2007, Case C-104/06 (Commission v. Kingdom of Sweden).
ECJ, 26 October 2006, Case C-345/05 (Commission v. Portugal).
ECJ, 8 July 1999, Case C-254/97 (Baxter).
ECJ, 10 March 2005, Case C-39/04 (Laboratoires Fournier).
ECJ, 13 March 2008, Case C-248/06 (Commission v. Spain).
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ditures for scientific and technical research carried out exclusively in their territory.
The same phenomenon exists in order to encourage exclusive national investment
by implementing an investment tax premium for assets used in a domestic place of
business and excluding vehicles leased to foreign businesses (Jobra17) or denying
investment tax credits for capital goods physically used in the territory of another
Member state (Tankreederei I18).
Investment of savings by private individuals in domestic shares may also be
encouraged by granting a tax incentive for the acquisition of shares in resident
companies, which was denied in respect of foreign participation (Weidert and Paulus19).
Finally, the ECJ case-law shows that territorial tax incentives can also be used
in order to support employment policies in Member States. In Geurts and
Vogten20, an exemption from inheritance tax was granted only in respect of shares
in family undertakings employing at least five workers within the region of the
Member State.
These preferential measures are not only used as tools to implement own States’
policies but are also a mean of encouraging taxpayers to engage into philanthropic
activities. The tax regime of charitable bodies provides in most Member States for
a preferential treatment, as regards taxes on their income (Walter Stauffer21),
succession duties (Missionswerk Werner Heukelbach22) or the deductibility of gifts
in the hands of their donors (Persche23). Here again, the granting of the tax benefit
may be restricted to domestic situations, i.e. limited to resident bodies and/or
resident donors.
1.3 National Tax Incentives and Risks for the European Single Market
European Treaties establish the distribution of powers between the EU and the
Member States. According to the principle of conferral, the EU has only the powers
conferred by the Treaties, while Members States retain full sovereignty on all the
others matters (Art. 5 TEU)24. Taxation, and in particular direct taxation, is an area
of exclusive competence of the Member States.
However, although direct taxation does not fall within the competence of the
European Union, Member States also use, as it has been shown, their taxing powers
to implement social and economic policies, which can be related to the objectives
assigned by the Treaties to the European Union and thus have an indirect impact on
the EU competences.
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ECJ, 4 December 2008, Case C-330/07 (Jobra).
ECJ, 22 December 2010, Case C-287/10 (Tankreederei I).
See for instance: ECJ, 14 July 2004, Case C-242/03 (Ministre des finances v. Weidert and
Paulus).
ECJ, 25 October 2007, Case C-464/05 (Geurts and Vogten).
ECJ, 14 September 2006, Case C-386/04 (Centro di Musicologia Walter Stauffer).
ECJ, 10 February 2011, Case C-25/10 (Missionswerk Werner Heukelbach v. Belgian State).
ECJ, 27 January 2009, Case C-318/07 (Persche).
On the principle of conferral, see: Lenaerts/Van Nuffel, “Constitutional Law of the European
Union”, London (2005), pp. 86-100.
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On this basis, a distinction between two categories of tax incentives adopted by
EU Member States can be drawn. On the one hand, the tax incentives may be
closely related to the achievement of the Single market: it is generally the case of
business-related incentives. Moreover, most of these national measures could fall
under the scope of a specific European policy: the State aid control.
On the other hand, non-business related tax incentives are generally adopted by
Member states within the framework of their exclusive powers, for instance in the
area of education or social policy. In this case, it may be considered that the link
between these national policies and the achievement of the Single Market is more
difficult to perceive. Although the latter objective can be widely defined, it should
indeed not be interpreted as encompassing every national policy.
Of course, the theoretical distinctions between business-related and non business related tax incentives, or between incentives adopted in the framework of
national policies having a more or less strong connection with the European Single
market, do not have an impact on the powers granted to the Court of justice to verify
the compatibility of a national measure with European Law, and in particular the
freedoms of movement. Whether the link with the internal market is strong or weak,
can and in our opinion, should under some circumstances however influence the
ECJ in its analysis to accept a possible justification to the difference of treatment on
a territorial basis in the granting of a tax incentive as a limitation on freedoms of
movement.

2. Justifications to Territoriality in the Case-Law of the ECJ on
the Freedoms of Movement
At first sight, the acceptance or the refusal by the ECJ, in the application of the EU
fundamental freedoms, of possible justifications to territorial limitations to tax
incentives raises sensitive issues. According to the TFEU all Member states have tax
sovereignty in direct taxation and, therefore, are able to determine the criteria for
levying taxes. Nevertheless, they have to exercise their taxing powers in accordance
with EU law.
The main issue for the ECJ is therefore to reconcile national sovereignty and
EU Treaty freedoms. Indeed, the ECJ case-law has to strike a balance between
the Member States’ freedom to adopt preferential tax regimes – which has to be
seen as an integral part of their tax sovereignty – and their obligation under EU
law not to exclude cross-border situations from their scope without adequate justification.
This legal issue has wide policy implications. Whenever the Court would too
easily accept these territorial restrictions, landlocked tax barriers would be maintained or even strengthened, threatening the achievement of the Single market. On
the contrary, if these territorial tax incentives would be systematically prohibited,
Members States would be excessively hindered in the exercise of their sovereign
powers.

176

Edoardo Traversa and Barbara Vintras

2.1 Distinction Between Tax Incentives Discriminating Non-Residents
Taxpayers and Tax Incentives Restricting Cross-Border Transactions
In order to better curtail the object of the analysis, the ECJ case-law on the interpretation of the fundamental freedoms may be split in two categories: cases where
incentives are considered as discriminations on the basis of nationality or assimilated criteria and those where they are considered as restrictions to cross-border
transactions.
Discriminations arise when incentives are granted only to nationals or assimilated category for purely national situations. In the case-law of the Court, they
usually concern business-related incentives limited to resident taxpayers. A good
example of a discriminatory tax advantage (although not a tax incentive) is the 1986
Avoir fiscal case25. The ECJ held that the French system of shareholder tax credit
was in breach of the freedom of establishment (former Article 43 EC, today Article
49 TFEU), insofar as it was only available to French resident companies but not to
French branches and agencies of companies established in other Member states.
We consider that such differences in treatment, based on the quality of resident
of the taxpayer benefiting from the tax advantage, should not be easily justified,
since they clearly conflict with the EU objectives of free movement. However, the
ECJ does not only interpret the fundamental freedoms as prohibiting such difference between resident and non-resident taxpayers, but also as applying to any disadvantageous unequal treatment resulting from a cross-border situation. Those
restrictions are therefore also not admitted under the EU law, unless an “overriding
reason in the public interest” as defined by the Court justifies such treatment.
According to the ECJ traditional case-law, discriminations can only be justified
by a ground based on the Treaty, which must be strictly interpreted, and never by
reason of an overriding public interest. This distinction between discrimination and
mere restrictions, however, appears more and more blurred in the ECJ case-law26.
2.2 Admissibility of Justifications of Overriding Public Interest to Territorial
Tax Incentives
In its case-law, the Court admits easily that the territorial incentives implemented by
the Member States restrict the freedoms of movement. However, the Court recognizes sparingly some justifications considered as an overriding reason in the public
interest. The definition of this term is harmonized and is therefore not subject to the
interpretation of the Member States27. However, the Court tends to apply justifica25
26
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ECJ, 28 January 1986, Case C-270/83 (Commission v. France, « Avoir fiscal case »).
On this point see the remark of the authors concerning the Case “Commission v. Denmark”
(C-150/04) in Fallon/Martin, “Dessine-moi une discrimination”, 170 Journal de Droit Européen
166 (June 2010); See also: Cordewener/Kofler/van Thiel, “The Clash Between European Freedoms and National Direct Tax Law: Public Interest Defences Available to the Member States”,
CMLRev 1951 (2009); See also: “Commission v. Germany” (ECJ, 21 January 2010, Case
C-546/07 (Commission v. Germany)) concerning a German regulation applying a different
regime according to the criterion of the location of corporate headquarters.
See for example, ECJ, 13 March 2008, Case C-248/06 (Commission v. Spain).
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tions restrictively: this narrow approach raised a number of issues, especially when
applied to tax incentives adopted within areas of national competence not directly
linked to the achievement of the internal market.
2.2.1 The preliminary Issue of Comparability
Some Member States argue that there is no ground to extend tax incentives granted
in the domestic context to cross-border situations because both types of situations
are not comparable. Even if non-comparability is not considered as a cause of justification sensu stricto, it may hinder the application of Treaty freedoms.
Comparability raises also the issue of mutual recognition. It was for example
raised concerning charitable bodies of other Member States. The Court acknowledged the Member States’ right to refuse the extension of tax benefits when the
objectives of the foreign institution did not correspond to the objectives intended by
the legislature, for the granting of the preferential tax treatment. Thus, with regard
to foundations,
“it is not a requirement under Community law for Member States automatically
to confer on foreign foundations recognized as having charitable status in their
Member State of origin the same status in their own territory. Member States
have discretion in this regard that they must exercise in accordance with Community law (…). In those circumstances, they are free to determine what the
interests of the general public they wish to promote are by granting benefits to
associations and foundations which pursue objects linked to such interests in a
disinterested manner. Nevertheless, the fact remains that where a foundation
recognized as having charitable status in one Member State also satisfies the
requirements imposed for that purpose by the law of another Member State and
where its object is to promote the very same interests of the general public, which
it is a matter for the national authorities of that other State, including its courts,
to determine, the authorities of that Member State cannot deny that foundation
the right to equal treatment solely on the ground that it is not established in its
territory. »28.
Despite giving Member States an apparently broad competence to limit the benefit
of a tax advantage to particular types of foundations, the Court considered in several
cases that charitable bodies of other Member States were in a comparable situation
for assessing the EU compatibility of the tax measures at stake. For instance, in
Walter Stauffer, the Court clearly held that an Italian philanthropic organization that
owns and rent out real property situated in Germany is objectively comparable to a
German domestic organization as regards as its object and then was eligible for the
preferential tax regime.
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ECJ, 14 September 2006, Case C-386/04 (Centro di Musicologia Walter Stauffer), paras. 39 and
40 ; ECJ, 13 March 2008, Case C-248/06 (Commission v. Spain), para. 40 and ECJ, 27 January
2009, Case C-318/07(Persche), paras. 47 to 49; See also by analogy, as regards the freedom to
provide services, ECJ, 11 September 2007, Case C-76/05 (Schwarz), para. 81.
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2.2.2 Grounds of Justification
Concerning the grounds of justification stricto sensu, it is important to point out that
the Court has always applied in its case-law the justifications without expressly considering that the link with exclusive (non tax) policies and/or the lack of connection
with the Internal market could have an impact on its analysis 29. As we will discuss,
we think that such elements should be taken into consideration. As a consequence,
the causes of justification examined by the Court are, in most cases, the same for tax
incentives directly linked to economic activities and for tax incentives adopted in
the framework of exclusive domestic non economic activities.
One of the justifications, which were systematically rejected by the ECJ, is the
possibility of a loss of state revenues or the erosion of the tax base. The Court does
not consider the budgetary impact for the Member States of its decisions and thus
routinely refuses to admit the loss of revenue or the erosion of the tax base as justifications for restrictive national measures. Moreover, the Court refused the argument that the taxpayer concerned would obtain an undue advantage because it did
not pay a certain tax or social security contribution in the Member state concerned
(Rüffler)30. Similarly, the Court considers that the prevention against double nontaxation is not an acceptable justification since the payment of a premium pension
cannot constitute a general presumption of tax avoidance (Commission v. Denmark31).
Generally speaking, we tend to agree with the Court to be cautious on allowing
revenue-related exceptions for restrictions to the Internal market. However, from a
tax policy perspective, this position can cause serious setbacks to national policies.
An extension of preferential tax treatment for cross-border situations could indeed
lead to the demise of the regime and thus the non achievement of a exclusive
domestic policy of a Member State (see infra).
However, it should be borne in mind that Member States are free to design tax
incentives so as their extension to cross-border activities does not result in a excessive loss of revenue. For example, in the Zanotti32 case, the ECJ clarified its position and went back on this former decision Schwarz33 when it held that a “close-tohome” requirement in order to limit a deduction of training expenses (directly
related to business income) did not violate EU law.
Another ground of justification rejected by the ECJ is the justification based on
administrative difficulties and the need to safeguard the effectiveness of fiscal
supervision. This concerned the difficulty or impossibility of controlling beneficiaries of payments made in other Member States. The Court did not accept the argument since it considered that the authorities could obtain information from the
authorities of other Member States within the framework of the Mutual Assistance
29
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See for instance, ECJ, 10 February 2011, Case C-25/10 (Missionswerk Werner Heukelbach v.
Belgian State).
ECJ, 23 April 2009, Case C-544/07 (Rüffler), paras. 55 and 56.
ECJ, 30 January 2007, Case C-150/04 (Commission v. Denmark).
ECJ, 20 May 2010, Case C-56/09 (Zanotti).
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Directive (formerly Directive 77/799/EEC, replaced by the Directive 2011/16/
EU34) and that nothing prevented them from asking the taxpayer's own evidence to
enable them to exercise such controls (Persche35).
A cause of justification that deserves particular attention in the area of tax incentives is “the need for a connection between the recipient of a benefit and the society
of the Member State concerned”36. Among the cases where this justification was
discussed, it is worth pointing out the Missionswerk Werner Heukelbach case. The
measure at stake was a preferential rate on succession duties to charitable bodies,
granted by the Walloon legislator under the condition that the body or institution has
a centre of operations « either in Belgium or in the Member State of the European
Community in which, at the time of death, the deceased actually resided or had his
place of work, or in which he had previously actually resided or had his place of
work”37. The Belgian State (on behalf of the Walloon Region) argued that “Member
States are entitled to require, for the purpose of granting certain tax benefits, that
there be a sufficiently close link between non-profit-making bodies and the activities in which they are engaged and to determine which interests of the community at
large they wish to promote by granting tax benefits to those bodies. In the present
case, the Belgian community at large benefits from that legislation”38.
On this point, the Court of Justice, however, concludes that whilst the requirement of a sufficiently close link could be considered in some cases as a valid cause
of justification, “(…) that Member State cannot grant such advantages only to
bodies which are established in its territory and whose activities are capable of
relieving that State of some of its responsibilities(…)”39. Indeed, according to the
Court, the effect would be to recognize indirectly the justification based on the need
to prevent the reduction of tax revenues, which is not considered as an overriding
reason of public interest.
From our point of view, the notion of connecting link is important and goes
beyond the simple test of comparability of the objective of general interest pursued
by the charitable body. Indeed, beyond the discrimination against the donors, it is
important to note that these are actually indirect beneficiaries. The real beneficiary
of the measure in Missionwerk Heukelbach, as it was the case in Persche and
Schwarz, are foreign institutions on which the Member State granting the benefit
has no control. It seems logical that this in case, the Member State is entitled to
34
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refuse the tax incentive, since the ultimate goal of the Member State would not be
achieved (see on the concept of connection, infra, IV).
As far as the territoriality of tax incentives is concerned, the only ground of justification accepted by the Court is the need to preserve the coherence of the tax system. It was accepted in 1992 about the refusal of Member states to allow the deduction of premiums paid to an institution resident in another Member State, the Court
considered that the “legislation of a Member State which makes the deductibility of
sickness and invalidity insurance contributions and pensions and life assurance contributions conditional on those contributions being paid in that State is contrary to
Articles 48 and 59 of the Treaty [articles 45 and 66 TFEU]. However, that condition
may be justified by the need to preserve the cohesion of the applicable tax system”40.
After Bachmann and Commission v. Belgium, the ECJ did not apply anymore
this ground of justification, even in very similar cases concerning pension and
insurance schemes41, for a very long time, mostly considering that Member States
did not give evidence that there was a “direct link, in the case of one and the same
taxpayer, between the grant of a tax advantage and the offsetting of that advantage
by a fiscal levy, both of which related to the same tax.”42. However, the Court reaccepted justification based on coherence in the context of housing policy in two decisions of 1st December, 2011 (Commission v. Belgium and Commission v. Hungary43). Both measures at stake were tax rebates for the purchase of residential
property granted under the condition that the purchaser had already owned his previous residence on the territory of the State or the region adopting the measure. The
Commission had without success argued that the fact that these rebates were not
granted to taxpayers having had their previous residence in another Member States
was a restriction to the free movement of persons (inbound restrictions).
These two cases have to be compared with ECJ former decisions44, where the
Court had to consider tax regimes on the sale of a building in the Member State,
40
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C-300/90 (Commission v. Belgium), para. 21.
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which were preferential for persons who maintained their residence in the Member
State concerned, in comparaison with the tax regime imposed to person which transfered their residence in an other Member State. For the ECJ, these situations could
not be justified by the need to preserve the cohesion of the applicable tax system,
because of a lack of direct link between the grant of a tax advantage and the offsetting of that advantage by a fiscal levy.
Thus, the two cases of 1st December 2011 concerning an inbound situation are a
turnaround when compared with the ECJ previous decisions on housing policy for
outbound situations. However, we have some doubt about the fact that this difference between in- or outbound situations could justify what looks very much like a
reversal in the case-law.

3. Treaty freedoms vs. State Aid Control: are there
Inconsistencies?
The area of tax incentives raises almost inevitably the issue of their compatibility
with the State aid control under the TFEU. In particular, the incentives adopted by
the Member States may entail territorial restrictions, which under the State aid terminology, could be considered as selective by the Commission and/or the ECJ. In
this part, we would like to address the question whether it is desirable that State aid
rules apply simultaneously with the EU Treaty freedoms to the same tax measure.
Although nothing in the text of the TFEU prohibits such a situation, and although
precedents can be found in the case of the ECJ, there are strong arguments, both
from a theoretical and from a practical perspective, against such a cumulative application of these two types of limitations to the Member States’ tax sovereignty.
3.1 Scope of Application of State Aid Provisions
As a preliminary caveat, it seems important to remember that not all tax incentives
fall into the scope of application of the EU State aid provisions. Only the advantages
granted directly or indirectly to “undertakings” are indeed susceptible of being characterized as State aid. And, as we have seen above, Member States can choose to
grant tax reductions to (mostly non economic) activities carried by persons or bodies
that do not qualify as undertakings for the purpose of article 107 TFEU. State aid
control may be seen as an important tool of economic policy, characteristic from a
legal system whose principal aim is the achievement of the Internal market, where
ideally economic competitors are put on equal footing, independently of their country of origin and/or the nature or form of their activity. It is however not aimed at
influencing non economic policies, less intimately linked to the Internal market,
where according to the principle of conferral expressly acknowledged in Articles 4
and 5 TEU, Member States retain full sovereignty. Therefore, if State aid rules do
not apply to tax incentives granted to taxpayers that do not qualify as undertakings,
only the economic freedoms of the Treaty could potentially be applicable, provided
however that these incentives do not apply to economic transactions ultimately
beneficial to undertakings.
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Nevertheless, in all other cases, the EU law compatibility of a tax incentive
adopted by a Member State could concurrently be assessed under the State aid provision and the EU freedoms. Since the two types of rules have different conditions
of application, the compatibility test could lead either to declare the national tax
incentive incompatible with EU law under one or both prohibitions, or to consider
that the measure is in line with both sets of requirements.
We have already briefly described the essential features of the control by the
ECJ of national tax incentives under the Treaty freedoms.
Concerning the existence of State aid, as the ECJ case-law provides, four criteria
are to be fulfilled in order to declare a national measure prohibited by article 107
TFEU. According to the Court, these criteria are:
“First, there must be an intervention by the State or through State resources.
Second, the intervention must be liable to affect trade between Member States.
Third, it must confer an advantage on the recipient. Fourth, it must distort or
threaten to distort competition”45.
Moreover, the Court adds another requirement to complete the analysis: “according
to settled case-law, the concept of State aid does not refer to State measures which
differentiate between undertakings and which are, therefore, prima facie selective
where that differentiation arises from the nature or the overall structure of the
system of charges of which they are part (see, to that effect, Case 173/73 Italy v
Commission, paragraph 33, and Case C-148/04 Unicredito Italiano [2005] ECR
I-11137, paragraph 51)”46.
In the area of taxation, as in most of the situations, the defining criteria for establishing that a measure constitutes state aid is the existence of an advantage in favour
of “certain undertakings or the production of certain goods” referred to as the selectivity criteria. The assessment of selectivity implies a comparison between the
favoured group of undertakings “with other undertakings which are in a legal and
factual situation that is comparable in the light of the objective pursued by the measure in question”47.
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3.2 The Selectivity Issue as Regards the Notion of Discrimination/
Restriction
The selectivity of a measure can be of different nature: sectorial, material or territorial. We shall focus on this latter dimension. A tax measure will be considered territorially selective if it grants a tax advantage only to undertakings situated in a part of
a geographical area constituting the reference framework. This reference framework
is usually the territory of the Member State as a whole, but in some cases be
restricted to the territory of a region, which enjoys sufficient constitutional, procedural and economic autonomy to adopt its own tax measures and to bear the consequences of its policies48.
In the same way treaty freedoms may also prohibit territorial limitations to the
granting of tax advantages by Member States based on distinctions between taxpayers. A distinction made by a tax measure between (comparable) domestic and crossborder situations may lead to declare it – if unjustified – incompatible with EU law.
There is certainly a similarity between the two systems in the fact that both constitute a form of European control of the definition made by Member States of the
categories of taxpayers benefiting from a tax advantage and those that do not. To a
certain extent, both systems reflect a certain idea of neutrality and of non-discrimination.
Territorial selectivity in the area of state aid seems to imply however more than
a differentiation between domestic and foreign goods or undertakings. As the Court
said in a 2000 decision, “(…) as a rule aid is granted to undertakings established on
the territory of the Member State granting it. Such a practice, and the consequent
unequal treatment of undertakings of other Member States is thus inherent in the
concept of State aid. It does not, however, amount in itself to covert discrimination
or a restriction on [fundamental freedoms] (…)”49.
At first glance, the Court seemed thus in this decision to explicitly admit that the
establishment of an undertaking on the national territorial may justify a different
treatment under the State aid provisions. However, we should not forget the context
in which the Court issued this statement. The question referred to the ECJ concerned the compatibility with the freedom to provide services on “the mere fact that
a contracting authority [to] allow bodies receiving subsidies of any kind, whether
from that contracting authority or from other authorities, which enable them to
submit tenders at prices appreciably lower than those of the other, unsubsidized,
48
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On territorial selectivity in the area of taxation, see EFTA Court, 20 May 1999, Case E-6/98
(Norway v. EFTA Surveillance Authority), available on www.eftacourt.int, which deals with
Regional differentiation in the rates applicable to employees and employers payment for social
security contributions in Norway. On the definition of the reference framework in the case of
regions enjoying tax autonomy, see ECJ, 6 September 2006, Case C-88/03 (Portugal v.
Commission “Azores Case”); ECJ, 11 September 2008, Joined Cases C-428/06 to C-434/06
(Unión General de Trabajadores de La Rioja (UGT-Rioja) and Others v Juntas Generales del
Territorio Histórico de Vizcaya and Others) and ECJ, 15 November 2011, Joined Cases C-106/
09 and 107/09 (Commission and Kingdom of Spain v United Kingdom and Government of
Gibraltar).
ECJ, 7 December 2000, Case C-94/99 (ARGE), para. 36.
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tenderers, to take part in a procedure for the award of a public service contract”.
Considering the issue at stake, which concerned the application of a national legislation in the area of public procurement contracts, too much relevance should not be
given to the paragraph quoted above outside the peculiar context of the decision of
which it forms one of the obiter dictum.
Nevertheless, this gives the opportunity to put in evidence a first important distinction between State aid and fundamental freedoms regimes. It concerns the territorial framework in which the assessment of the compatibility of a national tax
measure takes place.
In the State aid regime, the reference framework is the territory of a single Member State (or a region within it), and not the territory of the European Union as a
whole. The Court made it clear in Commission v. Italy case, when it dismissed the
argument according to which a reduction of the employers’ social charges in the
textile sector in Italy was justified by the fact that these charges were higher in Italy
than in other Member States50. In the same decision, however, the Court added that
“generic distortions resulting from differences between the tax and social security
systems of the different members States (…)” had to be abolished using Treaty provisions granting the Council to enact secondary legislation (former art. 99 to 102 EC
on the approximation of laws).
On the contrary, in the assessment of the compatibility of a national tax measures with the EU freedoms, the Court always tends to consider a broader territorial
framework, i.e. the Internal market. The comparison between purely domestic situations and cross-borders situations are indeed inherent to the Treaty freedoms
control. In the State aid control, the Internal market dimension is certainly taken
into account in the verification of the condition related to the affection of the trade
between Member States; it is however not an essential feature in the selectivity
test.
However, the fundamental freedoms – as the State aid provisions – cannot be
interpreted as allowing the Court to fight “generic” distortions between the tax
systems of different Member States. Those are indeed the direct consequences of
the fact that Member States retain – almost – full national sovereignty in the area of
taxation, and therefore that they can freely choose the connecting (territorial)
factors that will trigger tax liability51.

3.3 A Plea against the Simultaneous Application of Treaty Freedoms
and State Aid Provisions
In the case-law of the Court, national tax measures have in some cases be considered
incompatible with EU law requirements both under the EU Treaty freedoms and the
State aid regime. In some of these cases, this double declaration of incompatibility
50
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ECJ, 2 July 1974, Case C-173/73 (Commission v. Italy), para. 17.
See ECJ, 12 May 1998, Case C-336/96 (Gilly); as well as the case on internal juridical double
taxation: ECJ, 12 February 2009, Case C-67/08 (Block); ECJ, 16 July 2009, Case C-128/08
(Damseaux), and ECJ, 14 November 2006, Case C-513/04 (Kerckaert-Morres).
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concerned two different features of a national tax measure. In other cases, it was the
same aspect of a national measure (i.e. the same criteria used by the national legislator to distinguish between the beneficiaries of the tax advantage and the other taxpayers) that was considered twice EU incompatible. As we shall see, this latter situation appears particularly problematic.
In a Commission v. France case, the simultaneous application of State aid and
treaty freedoms was acknowledged by the Court52. It concerned a tax deferment to
press undertakings supplied by domestic printing companies. According to the
Court, this measure urged French publishing houses to have their printing exclusively done in France. It was thus an obstacle to community trade. The Court saw
no objective justification and the measure was declared a violation of the free
movement of goods for having an effect equivalent to a quantitative import restriction.
As to whether the same measure could be considered as part of an aid scheme,
the Court admitted that although “the provisions relating to the free movement of
goods, the repeal of discriminatory tax provisions and aid have a common objective, namely to ensure the free movement of goods between member states under
normal conditions of competition (…)”. The possible qualification of a national
measure as an aid could never lead to exempt a Member States from the obligations
imposed upon it under the Treaty provisions on free movement and non discrimination 53. The Court however did not go as far as analyzing the compatibility of the
measure under State aid rules, also because the measure had never been notified to
the European Commission.
This case is therefore important as it can be seen as a warning addressed to the
Member States – and indirectly also to the European Commission – that State aid
control cannot be misused to circumvent the provisions on the Treaty freedoms.
Another case is particularly interesting in the analysis of territorial restrictions to
tax incentives. It is the Germany v. Commission case, where the Court upheld the
Commission’s decision, which considered as prohibited state aid and as a violation
of the freedom of establishment a German scheme aimed at fostering investment in
the Länder of the former East Germany. The scheme consisted in the right to set off
a gain resulting from the sale of shares against the costs of purchasing new shares in
capital companies, provided that the latter companies had both their registered
office and their central administration in one of the new Länder or in Berlin, and that
they had no more than 250 employees at the time the shares were acquired (or were
holding companies whose sole object is to administer participations in companies
having such characteristics). According to the Commission, “the tax scheme
confers a direct advantage on certain natural and legal persons, who are the direct
52
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ECJ, 7 May 1985, Case C-18/84 (Commission v. France); See on this case, Schön, “Taxation and
State Aid Law in the European Union”, 36 Common Market Law Review (1999), pp. 911-939.
ECJ, 7 May 1985, Case C-18/84 (Commission v. France), para. 13. The Court referred to other
previous cases, such as ECJ, 13 March 1979, Case C-91/78 (Hansen v. Hauptzollamt Flensburg); ECJ, 26 June 1979, Case C-177/78 (Pigs and Bacon Commission v. Mc Carren) and ECJ,
24 November, 1982, Case C-249/81 (Commission v. Ireland).
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beneficiaries, to encourage them to acquire certain assets from certain firms, who
are the indirect beneficiaries54”. The selectivity of the measure could be further
established as the measure favored undertakings in a specific geographical area and
of a specific size (more than 250 employees). On the compatibility with treaty freedoms, the Commission decided that “the scheme thus favours east German and Berlin companies as compared with companies with their registered offices outside
Germany, and consequently infringes the ban on discrimination in [the provisions
of Treaty on the freedom of establishment]”.
The Court followed the Commission on both grounds. Concerning the freedom
of establishment, the Court focused – contrary to the Commission which did not
address this issue – on the absence of objective difference between “undertakings
having their registered office on its territory”, and “undertakings having their registered office in another Member State” in the light of the objectives of the measure.
According to the Court, “there can, however, be no such objective difference of situation between a company established in a Member State other than the Federal
Republic of Germany and carrying on economic activity in the new Länder through
a branch, agency or fixed establishment, a company which cannot claim the benefit
of the contested measure, and a company having its registered office on German territory, which does profit from the tax concession introduced by that measure55”.
This latter paragraph of the Court’s decision allows us to distinguish between
two different aspects of the German tax measure. Under a first aspect, the measure
favoured only undertakings which were active in a certain geographical area. Under
another aspect, the measure was not applicable to undertakings that, however being
materially in a comparable situation of those benefiting from the advantage as to the
geographical area of activity, did not fulfill a criteria of residence because not being
a legally distinct entity of a legal person having its registered office in another
Member State. However, since the German legislator had used in order to consider
that an undertaking was active in the new Länder the criteria of the place of the registered office, the overlap was almost inevitable.
The same view was adopted by the Court in the more recent Sardinia case concerning the exemption of resident undertakings from a Regional tax on stopovers
for tourist purposes by aircraft used for the private transport of persons, or by recreational craft56. Interestingly, the Court used almost the same wording to define the
comparability test in the analysis of the compatibility of the tax measure with the
54
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Decision 98/476/EC of the Commission of 21 January 1998 on tax concessions under § 52(8) of
the German Income Tax Act [notified under document number C(1998) 231] (Only the German
text is authentic), OJ L 212 , 30.07.1998, p. 50-57.
ECJ, 19 September 2000, Case C-156/98 (Federal Republic of Germany v. Commission of
European Communities) para. 86. Interestingly, the advocate general Saggio considered that the
Commission, for procedural grounds, was not allowed to consider the aid scheme incompatible
with the freedom of establishment. He was however not followed by the Court.
ECJ, 17 November 2009, Case C-169/08 (Presidente del consiglio dei Ministri v. Regione
Sardegna). It is questionable whether this case should be reviewed in the light of State aid. In our
opinion the Freedoms of movement and the non-discrimination principle would suffice to solve
the case.
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free movement of services and the selectivity test in assessing whether the measure
constituted State aid.
About the free provision of services, the Court said, at para. 36,
“It follows that, in terms of the consequences for the environment, all natural
and legal persons who receive the services in question are – contrary to the contentions of the Region of Sardinia – in an objectively comparable situation with
regard to that tax, irrespective of the place where they reside or are established”.
On the existence of prohibited State aid, the Court declared, at para. 63,
“Is is clear from paragraphs 36 and 37 of the present judgment, it must be held
that, in the light of the nature and objectives of that tax, all the natural and legal
persons who receive stopover services in Sardinia are, contrary to what is
argued by the defendant in the main proceedings, in an objectively comparable
situation, irrespective of their place of residence or the place where they are
established. It follows that the measure cannot be regarded as general, since it
does not apply to all operators of aircraft or pleasure boats which make a stopover in Sardinia”.
In this case however, one could legitimately question the need of assessing the compatibility of the exemption under the State aid regime. To consider the Sardinian
measure as an incentive scheme designed at favouring resident undertakings not
only goes much beyond what the region’s probable objectives were, but most importantly adds very little to the judgment both from the point of view of the taxing
authority and the taxpayers57.
Indeed, if the exemption is considered incompatible with the free provision of
services, which implies necessarily its removal and a modification of the existing
legislation, the qualification as State aid cannot render this exemption “more”
incompatible with EU law that it is already under the Treaty freedoms. Additional
support for this position can be found in the cases Commission v. France (aid to
press undertakings) and Germany v. Commission (Einkommensteurgesetz) referred
above, where the Court made clear that State aid rules do not – and cannot – have an
impact on the provisions of the Treaty concerning non discrimination and the freedoms of movement58.
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Maybe the only reasonable justification of considering the discrimination also under the State
aid regime could have lied in the consequences of the decision for undertakings resident in the
other parts of the Italian national territory. According to the restrictive case-law of Communauté
Française case (ECJ, 1 April 2008, Case C-212/06 (Government of Communauté française and
Gouvernement wallon v Gouvernement flamand)), treaty freedoms do not apply to purely internal situation. However, the Court did not limit its findings on article 49 CE to resident undertakings of other Member States.
See also the opinion of the Advocate general in the Geurts and Vogten case concerning an
exemption from inheritance duties for the transfer of family undertakings: ECJ, 25 October
2007, Case C-464/05 (Geurts and Vogten).
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Moreover, this double statement of incompatibility – which has been made by
the Court without any prior decision of the Commission on the State aid aspect59 –
bears the risk to put the taxing authority in an impossible position as to the correct
implementation of the judgment. Must the tax be recovered on the resident taxpayers who have unduly benefited from the exemption, as it is normally the case under
the State aid regime, or on the contrary, could Sardinia reimburse the non-resident
taxpayers and abolish the tax as it is for the future?
These two possibilities are incompatible with one another, but the Court’s decision does not give any hint about how Sardinia should behave, leaving “the referring court to draw the appropriate inferences from that conclusion” (para. 65).
Therefore, we think that the Court, once established the incompatibility of the
tax exemption, with the free provision of service, should have refrained from
answering to the preliminary question asked by the Italian Corte di cassazione concerning the compatibility of the measure with the state aid regime.
The issue of simultaneous application of Treaty freedoms and state aid provisions has also to take into account the European Commission’s practice. As the
Court repeatedly held, the Commission cannot authorize under State aid rules a
Member State to apply tax measures which do not fulfill the requirements of equality of treatment imposed by the Treaty freedoms60. However, some decisions
adopted by the Commission allow Member States to impose conditions for the
granting of an aid scheme, which entail a territorial restriction. This is the case of
several decisions authorizing tax advantages in favour of film investment and/or
production61, which are linked to the obligation for the beneficiary to invest a considerable part of the aid on the territory of the Member State granting the aid
scheme.
Those decisions are based on a 2002 Commission communication62, in which
the Commission considered that:
“The Commission accepted that Member States may require a certain part of the
film production budget to be spent on their territory as an eligibility criterion for
aid. This is based on the reasoning that a certain degree of territorialisation of
59
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On the demarcation of competences between the Commission and the national courts in State aid
law, see opinion of advocate-general Kokott of in the Sardinia case (ECJ, 17 November 2009,
Case C-169/08 (Presidente del consiglio dei Ministri v. Regione Sardegna)), paras. 118-122.
See the case-law quoted above.
See for example, Decision C (2009) 5512 final of the Commission of 22 July 2009 concerning
Italy: “80 pc of the aid must be spent in Italy”; Decision C(2009)10668 of the Commission of
22 December 2009 concerning the Belgian Tax shelter : “150pc of the sums invested benefiting
from the tax incentive has to be spent in Belgium as production costs”. A similar regime also
exists since 1988 in Luxembourg (Audiovisual Investment Certificate Program). Although it
has been extended in 2007 to “production costs incurred in the European Union and in particular
on the Luxembourg territory” (only mentioned before), it is limited to resident companies,
which seems incompatible with the EU Treaty freedoms (see “Loi du 21 décembre 1998 instaurant un régime fiscal temporaire spécial pour les certificats d'investissement audiovisuel”,
Memorial, A-111, 24 December 1998, article 2).
Com. 2001/0534/EC of the Commission on certain legal aspects relating to cinematographic
and other audiovisual works, O.J., C 043, 16.02.2002, pp. 6-17.
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the expenditure may be necessary to ensure the continued presence of the human
skills and technical expertise required for cultural creation.
This should be limited to the minimum degree required to promote cultural
objectives”.
On these grounds, the Commission accepted “as an eligibility criteria territorialisation
in terms of expenditure of up to 80% of the production budget of an aided film or TV
work”. One could wonder – in the light of the case-law referred above – whether the
Commission has not acted ultra vires and allowed a potential violation of the Treaty
freedoms; it is indeed unclear whether such a territorial restriction to the granting of
a tax advantage could be justified on the ground of the promotion of culture63.
This communication, and the Commission decisions adopted as a result of it, as
well as other decisions admitting territorial conditions for the granting of an aid
scheme, show how the Commission proceeds in its analysis64. It is interesting to see
that the Commission seems to limit the control of the respect of the fundamental
freedoms requirement to differences in treatment based directly or indirectly on the
nationality (i.e. residence) of the beneficiaries. The other potential restrictions, i.e.
the measures which tend to restrict cross-border economic transactions by granting
them a less favorable treatment than purely domestic transactions, are analyzed
from a State aid prospective, in the assessment of the selectivity test, or of the
grounds of compatibility listed in article 107 TFEU. In its analysis, the Commission
often strikes a balance between conflicting interests, according to the proportionality as regards the objective that the proposed tax scheme pursues.

4. How to Reconcile the Single Market with the National
(Non-) Tax Policies? The Limits of the Discrimination Approach
and the Need to Take into Account Long-Term Tax Policy
Implication of Single Court Decisions
As it has been shown, the study of the interaction between the tax incentives adopted
by Member States and EU law raises a number of fundamental issues. Member
States generally adopt tax incentives in the framework of their exclusive tax competences (mostly in the area of income taxes). There is indeed no act of secondary law
which harmonizes this area, which is very broad and very diverse. Moreover, tax
incentives are important tools in the implementation of – unharmonized – non tax
policies by Member States. It is therefore important to try to safeguard the Member
States’ room for manoeuvre in this field not only for mere budgetary reasons, but
63
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On the restrictions to Treaty freedoms based on the promotion of culture, see ECJ, 5 March
2009, Case C-222/07 (Unión de Televisiones Comerciales Asociadas (UTECA) v. Administración General del Estado), as well as the Commission decision quoted above.
See for example Decision C (2007) 6070 of the Commission of 11 December 2007 concerning
a French tax credit in favour of the development of videogames, State aid C 47/2006 (ex N 648/
2005), in which the Commission allows the compatibility of an aid based on criteria such as the
protection of the “European cultural diversity and creation” or of the “European cultural patrimony”.
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also not to jeopardize the coherence of other policies, such as education, healthcare,
investment or research.
A too strict interpretation of equality and non-discrimination principles contained in the Treaty freedoms (as well as State aid provisions if applicable) may lead
to undesirable results.
Firstly, the obligation imposed upon a Member States to extend without limitation their territorial scope of application could have an impact on other Member
States. On the one hand, taxpayers could benefit from tax advantages by a Member
State for activities carried out in other Member State, which could potentially create
situations of double tax advantages (if the other Member State also grants a similar
advantage). On the other hand, the incentivised activities could not be those that the
Member State on the territory of which they are carried out would like to encourage.
In this case, a Member States would be hindered in its national policies by the
consequences of the application of European requirements by another Member
state65.More dramatically, this could lead to the removal of tax incentives altogether, which would leave everyone worse off. This phenomenon happened in the
area of the tax credits granted for dividends after the Manninen decision66; it could
happen in the future for other tax advantages, especially in a period of budgetary
restrictions.
This potential problem is caused by the evolution in the ECJ case-law of a discrimination-based approach to a restriction-based approach, without however fundamentally changing its method of reasoning.
Under a “pure” discrimination-based approach, only differences in treatment
based on nationality or alternative criteria are prohibited. Applied to tax incentive,
only tax measures which grant an advantage only to residents taxpayers, excluding
non resident taxpayers in a comparable situation are prohibited under this approach.
Most of the time, taxpayers carrying on the same type of economic activities in the
same geographical area. In such a situation, the requirement imposed by the State
for the granting of a tax incentive clearly causes a breach of market equality, or even
restricts market access. In an Internal market, residence is usually not a relevant
criteria to justify alone a different treatment. Therefore, it seems rational to fully
approve the Court’s position in the cases where Member States had limited the
benefit of tax incentives to resident taxpayers, like for instance, the Germany v.
Commission (Einkommensteuer) and Mattner cases67.
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An example could be found in the area of environmental taxation. If a member State introduces
a tax credit for the acquisition of solar panels to be placed on the roof of houses, a traditional
interpretation of treaty freedoms should lead him to grant this advantage for solar panels placed
on the roof of houses located in other Member State. This would have an impact of the number
of solar panels in other Member States. If one of these Member States prefers to incentivize not
the use of solar panels but of other source of renewable, such as wind turbines, it could be indirectly hindered in the carrying of such a policy.
ECJ, 7 September 2004, Case C-319/02 (Manninen).
The Mattner case ( ECJ, 22 April 2010, C-510/08 (Mattner)) concerned a tax rebate for gift tax
limited to gifts of immovable property between German residents.
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Under a restriction-based approach however, nationality or the substitutive
criteria of residence seems not to play a decisive role anymore. It is the place where
the activity is carried out which becomes decisive. Differences in treatment
between domestic and cross-borders situations made by Member States for the
granting of a tax incentive raise in this respect more difficulties than in the discrimination-based approach. Indeed, the territoriality criteria as a limitation to the scope
of application of those measures often appears as an unavoidable consequence of
national sovereignty. Each Member State being responsible for the carrying out of
its policies on its territory, it seems difficult to admit that a State should be
sanctioned because it refused to expand the scope of its national policies beyond its
borders. Otherwise, this would lead to the conclusion that Member States not only
have to be neutral, but have to facilitate the access to markets of other Member
States. This could indeed be the inevitable result of the obligation to grant incentives that are not available to resident taxpayers of these Member States (“export
subsidy”) for cross-borders activities of their residents in other Member States.
A “softer” approach to territorial restrictions to tax incentives is therefore
needed. Such an approach could also permit to avoid situations with similar economic effects being treated differently on the basis of too formal criteria. It does not
seem desirable that the compatibility of an incentive depends on the fact that it is
granted under the form of a tax rebate or of a subsidy, or on the fact that it benefits
directly the providers of the incentivized activity or indirectly, by being granted to
the “consumers” of this activity. However, in the present state of the ECJ case-law,
it appears that those distinctions have a decisive influence on the compatibility of
national measures. For example, the Court decided in the Gootjes-Schwarz and the
Commission v. Germany cases that Germany could not limit the tax deductibility of
school fees to fees paid to national private establishments, while not granting it for
private establishments in other Member States. The Court rejected the arguments of
the German government in a rather unconvincing way68.
In a first instance, the Court dismissed the argument based on the idea “that a
Member State cannot be required to subsidize schools which fall under the educational system of another Member State”, by simply pointing out “that [the national
measure] provides not for a direct subsidy by the German State to the schools concerned but for the grant of a tax advantage to parents in respect of school fees
incurred on behalf of their children”69. Such an answer seems to lead to the conclusion that, had Germany decided to directly subsidize schools established on its territory, it would have been in line with EU requirements, although there would have
been no significant difference in the overall result of the scheme.
Moreover, it appears likely that even a tax advantage that would have been
directly granted to private schools established in Germany (whether resident taxpayers, with the exclusion of permanent establishment located in other Member
States, or permanent establishment of non resident taxpayers) would have been
68
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ECJ, 11 September 2007, Case C-76/05 (Schwarz) and ECJ, 11 September 2007, Case C-318/
05 (Commission v. Germany).
ECJ, 11 September 2007, Case C-76/05 (Schwarz), para. 71.
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compatible with the freedom of services. If we admit that for the purpose of the
application of the cause of justification based on territoriality70 and symmetry71 –
and only for this purpose –, tax incentives can be assimilated to losses, there is
indeed no reason to think that Germany could not have excluded private schools
established in other Member States from the benefit of the tax incentive.
Interestingly enough, the Court refused in those cases to use the fact that the
Treaty explicitly recognized Member States’ sovereignty in the area of education to
use it as a specific justification to territorial restrictions. According to the Court
“(…), whilst Community law does not detract from the power of the Member States
as regards, first, the content of education and the organisation of education systems
and their cultural and linguistic diversity (Article 149(1) EC) and, secondly, the
content and organisation of vocational training (Article 150(1) EC), the fact
remains that, when exercising that power, Member States must comply with Community law, in particular the provisions on the freedom to provide services (see, by
analogy, Watts, paragraphs 92 and 147)”72.
However, it seems that the mere fact that a tax incentive is limited by a Member
State to domestic situations (but granted also to non residents) could not alone
suffice to consider it incompatible with EEU freedoms. The measure at stake must
be considered as causing a difference in treatment to comparable situations, which
cannot be justified under one or another overriding reason in the public interest.
Beside the causes of justification already accepted by the Court, there is probably room for other types of justification, or at least, for extending the present scope
of some of the existing ones. For example, one element which could be given
greater relevance in the analysis is the link between the tax incentive adopted by the
Member State and the objectives and policies of the European Union, and in particular the Internal Market. It could be indeed legitimately argued that the obligation to
extend the territorial scope of application of an incentive increases as the policy area
in which the incentive has been adopted belongs to an area of shared competence
between the EU and the Member States. This view finds some support in the Court’s
case-law itself. For example, in the Laboratoires Fournier case, concerning a tax
credit for research that was not applicable to research activities performed outside
France, the Court transformed an argument aimed at justifying the restriction on the
grounds of the promotion of research and development in an additional reasons to
consider this limitation incompatible with the EU freedoms. The Court said:
“23. Although the promotion of research and development may, as argued by
the French Government, be an overriding reason relating to public interest, the
fact remains that it cannot justify a national measure such as that at issue in
the main proceedings, which refuses the benefit of a tax credit for research for
any research not carried out in the Member State concerned. Such legislation
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ECJ, 15 May 1997, Case C-250/95 (Futura Participations SA and Singer v. Administration des
contributions).
ECJ, 15 May 2008, Case C-414/06 (Lidl Belgium GmbH & Co), para. 33 and ECJ, 29 November 2011, Case C-371/10 (National Grid Indus BV).
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is directly contrary to the objective of the Community policy on research and
technological development which, according to Article 163(1) EC is, inter alia,
‘strengthening the scientific and technological bases of Community industry
and encouraging it to become more competitive at international level’. Article
163(2) EC provides in particular that, for this purpose, the Community is to
‘support [undertakings’] efforts to cooperate with one another, aiming, notably, at enabling [them] to exploit the internal market potential to the full, in
particular through … the removal of legal and fiscal obstacles to that cooperation.”73
In other words, since the removal of tax obstacles to cooperation of Members States
in the area of research and development is one of the objectives of the European
Union, Member States could not adopt measures, which would put in jeopardy the
achievement of this objective.
The same can be said of all types of tax incentives adopted in the framework in
economic policies aiming at strengthening the competitive position of businesses,
like tax incentives for investment.
However, territorial limitations to tax incentives in the area of economic policies
could still be justified by the prevention of abuse and the balanced allocation of taxing powers between Member States. Concerning in particular the latter justification
ground, the Court has not ruled out the possibility that Member States exclude
cross-border situations from the benefit of a particular incentive, provided they
managed to establish a certain nexus between the granting of tax incentives and the
power to tax the revenues generated74. This nexus appears to be reasonable, especially considering the network of double tax conventions between Member States.
Moreover, it would limit situations where taxpayers could benefit from multiple
similar tax advantages granted by different Member States.
Ideally, the proportionality test should also take into account the fact that the
Member State granting the tax advantage will effectively benefit from the encouraged activity or behaviour. Such an attitude could lead the Court to accept more
easily justifications to territorial restrictions. It should be indeed borne in mind that
most of these incentives would have to be approved by the Commission under the
State aid provisions. And – having for example the Commission’s decisions on tax
advantages to audiovisual production – it seems that State aid procedures are a more
suitable forum to strike a balance between legitimate interests of the Member States
and of the European Union than a court.
If the area of competence in which the tax incentive is adopted has a looser link
to European policies and the Internal market, an interesting source of inspiration
can be found in the Court’s case-law concerning other (non tax) cases decided in the
area of social and cultural policies. In those sectors, the Court has acknowledged
that Member States can rather freely determine the nexus between the advantage
they grant and the quality of the beneficiary.
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ECJ, 10 March 2005, Case C-39/04 (Laboratoires Fournier), para. 23.
ECJ, 4 December 2008, Case C-330/07 (Jobra), paras. 33-34.
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In the Gottwald case75, the Court had to assess whether Austria could use residence as a criteria for the granting of an annual toll disc free of charge for disabled
persons. The Court allowed the use of this criterion under these terms:
“32 In that regard, it must be noted that both the promotion of mobility and integration of disabled persons and the wish to ensure that there is a connection
between the society of the Member State concerned and the recipient of a benefit
such as that at issue in the main proceedings can indeed constitute objective
considerations of public interest which are capable of justifying the fact that the
conditions for the grant of the benefit may affect the freedom of movement of the
citizens of the Union (…)
33.(…)
34 More specifically, with regard to the degree of connection of the recipient of
a benefit with the society of the Member State concerned, the Court has already
held that, with regard to benefits that are not covered by [European Union] law,
such as that at issue in the main proceedings, Member States enjoy a wide
margin of appreciation in deciding which criteria are to be used when assessing
the degree of connection to society (…).
35 Thus, the Court has accepted on certain conditions that national rules may
require, in order to establish the existence of a certain degree of integration, that
the recipient of the benefit in question has been resident or ordinarily resident in
the Member State concerned for a certain period of time (…)”.
Interestingly enough, the Court accepted in Gottwald the criteria of residence as a
valid indicator of a sufficient “connection to society”, a concept that had been
already used in various other cases but only to consider that residence was not
appropriate to define such a connection76.
In relatively recent cases related to taxation, the Court has also acknowledged
that Member States have a wide margin of appreciation in assessing the degree of
connection to society they required from taxpayers to grand them tax benefits with
non economic objectives. This was for example the case in Tankreederei I. However, the measure at stake was a tax credit for investments to the physical use of the
investments on national territory, and the Court rightly pointed out the “the investment in question is unconnected with any social objective”77.
Indirectly, the Court also accepted this criteria in Missionswerk Heukelbach,
about a succession duties measure granting a reduced rate to non-profit-making
75
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ECJ, 1 October 2009, Case C-103/08 (Gottwald), paras. 32 and 34.
See the following cases, referred to in the “Gottwald” decision: ECJ, 11 July 2002, Case C-224/
98 (D’Hoop), paras. 36 and 38; ECJ, 15 March 2005, Case C-209/03 (The Queen), on the application of “Dany Bidar v London Borough of Ealing and Secretary of State for Education and
Skills”, paras. 57-59; ECJ, 26 October 2006, Case C-192/05 (Tas-Hagen and Tas), para. 35;
ECJ, 22 May 2008, Case C-499/06 (Nerkowska), para. 37 and ECJ, 18 November 2008, Case
C-158/07 (Förster), para. 50.
ECJ, 22 December 2010, Case C-287/10 (Tankreederei I), para. 32.
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bodies which have their centre of operations in that Member State or in the Member
State in which, at the time of death, the deceased actually resided or had his place of
work, or in which he had previously actually resided or had his place of work. In
this case, the “provision of tax advantages only to bodies whose activities benefit
the Belgian community at large” was recognized as a legitimate objective. At the
end, the Court rejected the argument brought forward by the Belgian Government in
this ground, stating that the proportionality test was not met78. Nonetheless, no
explicit reference was made in the judgment to the existence of a social objective.
Therefore, it appears that, in the assessment of the compatibility of non-business
related incentives with EU freedoms, the development of causes of justification
based on social and cultural objectives, not covered by EU law and that would be in
connection to a society living on the territory of a Member State, could allow the
Court to strike a better balance between the European principles and the legitimate
interests of the Members States.

5. Conclusions
In the actual stand of the ECJ case-law, tax incentives adopted by Member States
which entail territorial restriction are likely to be considered as violating the freedoms of movement of the TFEU, as well as the prohibition of State aid.
Both from a strictly legal and from a tax policy standpoint, if the systematic
obligation to extend the benefits of tax incentives to non residents taxpayers may
seem justified under the objectives of the Single market, the same cannot be said
from the extension to cross-borders activities. There are strong arguments in favour
of a more cautious approach, leaving more room for the Member States to justify
their tax measures, especially when tax incentives are adopted in the framework of
national policies which go beyond or fall aside the scope of the achievement of the
Single Market. Elements to better take into account of the potential consequences of
what could be called an excessive interpretation of the prohibition of discriminations are to be found in the case-law of the ECJ itself. The renewed concept of fiscal
cohesion could in this respect serve as a good starting point to further refine the
application of justification to national tax incentives encompassing a territorial
restriction.
Moreover, the analysis of the European treatment of territorial tax incentives
shows that the Court should avoid applying simultaneously, whenever possible, EU
Treaty freedoms and EU Treaty provisions on State aid. Priority should be given to
the analysis of the compatibility under EU freedoms, except if the application of
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According to the Court, “By taking the centre of operations of the body concerned as the criterion for establishing the existence of a close link with the Belgian community at large, not only
does the legislation at issue in the main proceedings treat bodies which have their seat in
Belgium differently from those which do not, even where the latter have a close link with that
community, it also treats all bodies which have their centre of operations in Belgium in the same
way, whether or not they have established a close link with that community”. See also the cases
“Persche” and “Walter Stauffer” cited above.
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State aid provisions give an added value, for example when it concerns a different
aspects of the national scheme brought under the Court’s scrutiny.
In conclusion, this area of European tax law undoubtedly offers open perspectives for further academic research, and calls for an urgent need to look beyond the
traditional approach of discrimination adopted so far by the ECJ in most of the caselaw concerning direct taxation79.
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Abstract
The ECJ draws pictures in many colours. Some colours have been used for a long
time, like non-discrimination in its traditional inbound and outbound dimensions.
Other issues are hidden beyond discrimination, and their colours are less popular in
a tax context. This is particularly true for mutual recognition. Neither practitioners
of European law nor academics have provided much profound analysis of this
peculiar impact primary EU law might have upon the application of the tax laws of
the Member States1.
This paper aims at tracing this concept – first by an outline of the relevance and
features which mutual recognition has gained outside the area of taxation (1.),
second by confronting it harshly to the heart of taxation, the collection of revenue
(2.). Third, I shall aim at identifying potential cases where mutual recognition may
indeed find its place at least at the periphery of tax law (3.). I would then like to add
some technicalities on how to apply the rules of mutual recognition (4.). A fifth and
final chapter tries to pinpoint fiscal recognition in the spectrum of strategies for
integration, coordination and harmonisation (5.).

1. The Concept of “Mutual Recognition”
Mutual recognition is a phenomenon of unidirectional communication. When looking at it in the context of European integration in general (not particularly in a tax
law context), mutual recognition occurs where an EU Member State has made a
legal decision, and where the effect of this decision goes beyond the territory of this
State, as another Member State refrains from deciding on the same issue again but
adopts, into its legal order, the decision made by the first-mentioned State. Prominent examples include the recognition of product-related standards established by
the State of origin2, the recognition of diplomas3, driving licenses4 and sickness
certificates5, and the recognition of foreign legal entities6.
1*
1

2
3

A previous version of this paper has been published in ZVgl RWiss vol. 111 (2012), at 38 et seq.
For previous attempts in scholarly literature in German, see Kellersmann, “Das Herkunftsstaatprinzip und die direkten Steuern”, in: Mössner (ed.), “Nationale und internationale Dimensionen des Steuerrechts” (2002), at 201 et seq.; Reimer, “Das Anerkennungsprinzip im
Europäischen Ertragssteuerrecht”, FR (2007), at 217 et seq.; Stewen, “Europäisches Anerkennungsprinzip und deutscher Typenvergleich”, FR (2007), at 1047 et seq.; Waldhoff, “Kann es
im europäischen Steuerrecht ein Anerkennungsprinzip geben?”, IStR (2009), at 386 et seq.
ECJ, 20 February 1979, C-120/78 (Rewe Zentral AG “Cassis de Dijon”), 1979 ECR 649.
Art. 53 TFEU. Pioneer rules are contained in the Directive 89/48/EEC on a general system for
the recognition of higher-education diplomas awarded on completion of professional education
and training of at least three years duration of 21 December 1988, OJ L 19, at 16 et seq. For its
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1.1 The Process of Mutual Recognition – a Descriptive Viewpoint
Persons other than lawyers will describe mutual recognition within the EU as a special process where decisions of one Member State are imported by another Member
State. Conceptually, this process consists of three steps. First, a person (a private
individual, a company or even the host State itself) identifies a helpful decision
made by another Member State, often the home State7. Second, someone (often a
person concerned by the decision directly or indirectly; alternatively, one of the
States involved; or the EU Commission) wishes to avoid a reduplication of this decision. He will usually argue that the relevant facts have already been stated by the
home State and that this State has arrived at a decision already. Thus, another decision might be seen as redundant and superfluous. Consequently, a third step is made:
The first-mentioned decision functions as a once-and-for-all decision. It is imported
into the domestic legal order of the host State, and usually by this host State (because
it is this State alone that holds territorial sovereignty in the host area) or with its
abstract consent8.

1.2 Legal Prerequisites
Such descriptive approach to mutual recognition is helpful for the legal formatting
of mutual recognition. Still, the normative viewpoint differs from the descriptive
approach. The common legal test consists of two steps:
– First, it shall be examined whether the person concerned is in a similar situation
in both the home State and the host State(s).
– Moreover, the decision made by the home State needs to be equivalent to the
(potentially redundant) decision of the other Member State.
With regard to the latter step, the term “equivalence” has a dual function. The State
of destination (the host State) will check if the parameters of the decision made by
the home State are sufficiently similar
4

4

5
6

7
8

and training of at least three years duration of 21 December 1988, OJ L 19, at 16 et seq. For
its application, see ECJ, 2 July 1998, C-225/95 (Kapasakalis), ECR 1998, I-4239; and ECJ,
December 2008, C-151/07 (Chatzithanasis), ECR 2008, I- 9013. For an independent approach
solely on the basis of the freedom of establishment, ECJ, 7 May 1991, C-340/89 (Vlassopoulou), ECR 1991, I-2357.
Art. 1 (2) of the Directive 91/439/EEC on driving licences of 29 July 1991, OJ L 237 (24 August
1991); and Art. 2 (1) of the Directive 2006/126/EC on driving licences of 20 December 2006,
OJ L 403 (30 December 2006), at 18 et seq. More than any other area of mutual recognition, the
law of driving licenses has kept the Court busy. For recent case law, see ECJ, 19 May 2011,
C-184/10 (Mathilde Grasser); ECJ, 13 October 2011, C-224/10 (Apelt); ECJ, 22 November
2011, C-590/10 (Wolfgang Köppl).
ECJ, 3 June 1992, C-45/90 (Paletta), ECR 1992, I-3423.
ECJ, 9 March 1999, C 212/97 (Centros), ECR 1999, I-1459; ECJ, 5 November 2002, C-208/00
(Überseering), ECR 2002, I-9919; and ECJ, 30 September 2003, C-167/01 (Inspire Art), ECR
2003, I-10155.
For illustration of the kind of decision, see infra part 3., for deconstruction infra part 4.
See infra 5.1.
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– with regard to the underlying facts and
– with regard to the (legal or para-legal) standards and prerequisites upon which the
home State has based its decision.
It is evident that equivalence does not require identity but that there is considerable
leeway here. We will come back to this later.

1.3 Sources of Law
Given the sovereignty and integrity of each Member State, the decision of the home
State does not apply out of area automatically but needs to be implemented into the
legal spheres of the other Member States (i.e., the host States). This implementation
requires a legal basis. This is particularly true for the area of taxation.
It is worthwhile to consider that the fundamental freedoms are by far not the
only rules upon which the concept of mutual recognition can be grounded in a tax
law context. Rather, there is a broad diversity of rules which require mutual recognition, or which have eventually served as a starting point for the courts when
assuming the necessity of mutual recognition.
1.3.1 Domestic Law of the Host State
The first and foremost source of law is domestic. In this regard, mutual recognition
can be an autonomous and voluntary decision made by the host State and its legislators, administrative authorities, or courts alone. Tax examples include the
acknowledgment of a foreign nationality of the taxpayer, its legal personality as a
body corporate, or details in the context of the unilateral foreign tax credit (FTC):
Some States have decided to grant the FTC not on the basis of actual payment
(which would simply be a matter of fact) but to establish additional requirements,
e.g. that foreign tax has finally been assessed and cannot be reduced under the law
of the other State, e.g. upon application or even a remedy of the taxpayer9. In these
instances, national rules go as far as to recognise a decision contained in foreign law,
as applied by the authorities of that foreign State.
Conversely, child benefits (e.g. the German Kindergeld 10) as well as other transfer payments are often made extended to non-resident children if they are resident
of another EU or EEA Member State. However, such benefits are revoked or cut if
the foreign State has granted similar benefits with regard to the same child11.
1.3.2 Fundamental Freedoms
Above all, however, the ECJ has derived the obligation of mutual recognition from
the fundamental freedoms. The starting point is the free movement of goods. From
there, mutual recognition has been extended to the free movement of services and
9
10
11

For the example of Germany, see sec. 34c (1) of the Einkommensteuergesetz (EStG).
Sec. 63 (1), 3rd sentence EStG.
For Germany, sec. 65 (1), 1st sentence no. 2 EStG; Reimer/Weimar, “Die einkommensteuerliche Berücksichtigung und Belastung von gebietsfremden Kindern in Deutschland ansässiger
Steuerpflichtiger”, ISR (2012), at 37 et seq.
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the other fundamental freedoms. Thus, the reason for mutual recognition is no
longer a spontaneous decision of the host State but the legal power of the fundamental freedoms. That does not necessarily mean that the host State has to obey by all
means – on the contrary, it remains competent and responsible for the equivalence
test. However, the concept of mutual recognition should apply under both the market freedoms and the free movement of citizens (Art. 21 TFEU). Examples include
the recognition of driving licenses, diplomas, or the permission to run a pharmacy12.
1.3.3 Secondary EU law
Along the same lines, though subject to further requirements, the European legislator has adopted mutual recognition for and within certain areas of secondary EU law.
The most prominent example is the admission of pharmaceutical products. Here, an
applicant may opt for a Union-wide admission of the new product. Such application
triggers special procedures and finally brings about a truly transnational decision
which is binding upon all Member States.
In a tax law context, Art. 4 of the Directive on the common system of taxation
applicable in the case of parent companies and subsidiaries of different Member
States13 provides for an indirect FTC in situations where a profitable subsidiary
(which has already paid corporate income tax on its profits) distributes dividends to
its parent company in another Member State. If the State of the parent company14
decides to levy corporate income tax on the level of the parent company on the full
dividend received, this State is obliged to allow the subsidiary’s corporate income
tax as a credit against the parent’s corporate income tax.
In all of the cases of harmonization of substantive law, the binding effect of the
decision made by source State upon the State of destination is not based upon a
spontaneous and autonomous decision of the latter State (like in subchapter 1.3.1
above), neither is this State the only State which is predetermined by the mutual recognition rule (like in subchapter 1.3.2). Rather, harmonization usually comes with a
dual obligation – the State of destination is obliged to grant (mutual) recognition
automatically; there is no discretion. In turn, the source State is obliged to follow
certain standards, substantive and/or procedural. A different pattern can be found in
the area of administrative cooperation, however15.
1.3.4 Bilateral (Intergovernmental) Treaties
Lastly, mutual recognition can stem from bilateral treaties including Double Taxation Conventions (DTCs)16. They have not only adopted FTC rules17 but, moreover,
12
13
14
15
16
17

See supra note 2 et seq.
Council Directive of 23 July 1990 (90/435/EEC), OJ L 225 of 22 September 1990, at 6 (as
amended).
Or the State where this parent company maintains a permanent establishment.
See infra 3.6. for details.
See Waldhoff supra (note 1), at 389.
Obviously inspired by Anglo-American domestic and colonial legislation; cf. Avery Jones,
“The United Kingdom’s Influence on the OECD Model Tax Convention”, British Tax Review
(2011), no. 6, at 653 et seq. (682 et seq.). On the concept of FTC, see supra 1.3.1.
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contain clauses which require – explicitly or implied – that one contracting State
shall apply definitions contained in the law of the other contracting State. There are
at least three special definition rules which contain elements of mutual recognition.
For the sake of assigning taxing rights to either contracting State, the DTCs make
reference to domestic law with regard to
– individual or corporate residence (Art. 4 (1) OECD MC),
– the meaning of the term “immovable property” (Art. 6 (2), 1st sentence OECD
MC),
– the meaning of the term “dividend” (Art. 10 (3) OECD MC).
The same is true for a combination of Arts. 23A (1)&(2) and Art. 23B (1) OECD
MC on the one hand and Art. 3 (2) OECD MC on the other hand. It is true that
Art. 3 (2) OECD MC as such assigns interpretative authority only to the respective
forum State – and hence does not contain any reference to the law of the other contracting State18. However, it has been widely acknowledged that the so-called
method articles should be read as containing a linkage not only to the substantive
distributive Articles (Arts. 6-22 OECD MC) but also to the meta-rules laid down in
Art. 3 (2) OECD MC19: Under an approach of interpretation which has developed
since the mid 1980s, the State of residence may be obliged to follow the interpretation which the State of source20 has assigned to a treaty term (either by applying
Article 3(2) OECD MC or by attempting to obtain an autonomous interpretation).
This approach is based on a careful reading of Arts. 23 A and B OECD MC. Under
both provisions, the State of residence is obliged to grant relief from double taxation
(by a foreign income exemption or an FTC) if and only if the taxpayer ‘derives
income or owns capital which, in accordance with the provisions of this Convention, may be taxed in the other Contracting State’ (i.e., the source State). Whether or
not the source State may tax ‘in accordance with the […] Convention’ is a question
which this state can legitimately answer by way of recourse to its own domestic law
(Art. 3 (2) OECD MC). If its domestic law supports an interpretation of the treaty
term that results in the assignment of primary taxation to the PE State, this state is
indeed entitled to tax these items of income ‘in accordance with the […] Convention’. This alone is sufficient to bind the State of residence under Article 23 A or B.
18

19

20

On this rule, Avery Jones et al., “The Interpretation of Tax Treaties with Particular Reference to
Article 3 (2) of the OECD-Model”, British Tax Review (1984), at 14 et seq., 90 et seq.; Lang,
“Die Maßgeblichkeit des innerstaatlichen Rechts für die DBA-Auslegung in der jüngsten
Rechtsprechung des VwGH”, Steuer und Wirtschaft International (2007), at 199 et seq.;
Kandev, “Tax Treaty Interpretation: Determining Domestic Meaning Under Article 3(2) of the
OECD Model”, Canadian Tax Journal/Revue Fiscale Canadienne (2007) vol. 55, no. 1, at
31 et seq.; Vogel, in: Vogel/Lehner (ed.), “Doppelbesteuerungsabkommen – Kommentar”,
5th ed. (2008), Art. 3 at m.nos. 96 et seq.
OECD, “Commentary on the OECD Model Tax Convention”, nos. 32.2 et seq.; OECD,
“Partnership Report” (1999), at nos. 94 et seq.; based on inspiration by Ward, in: Sinclair et al.,
Bulletin of International Fiscal Documentation (IBFD) (1986), at 75 (77 et seq.); and Déry/
Ward, “Cahiers de Droit Fiscal International” vol. LXXVIIIa (1993), at 259 (281 et seq.); See
also: Vogel supra (note 18), Art. 3 at m.no. 112 and Art. 23 at m.no. 37.
I.e., the state where income is earned or yielded, or where capital gains stem from.
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In other words, Arts. 23A and 23B prevent the State of residence from applying
Art. 3 (2) from its own domestic perspective. After all, in the context of this special
linkage, Art. 3 (2) OECD MC establishes a duty of the State of residence to interpret terms used in the DTC along the lines of the domestic law of the other contracting State (i.e., the source State).
It is very interesting to note that none of these treaty rules contains any conditionality. In particular, they do not require equivalence of the foreign decision to the
corresponding domestic decision. The State of residence is only entitled to test if the
source State, from its own point of view, has applied both the DTC (including
Art. 3 (2) OECD MC) and its domestic law properly. The only and ultimate limits
can be found in the general good faith principle (cf. Art. 31 (1) VCLT) that restricts
any undue or excessive definitions designed by the source State in its domestic law.
We shall come back to this observation later21.

1.4 Result
In all, mutual fiscal recognition is less spectacular than one might have thought initially. It is grounded on broad, though heterogeneous legal bases. But the different
attempts for mutual recognition contained in the different sources of law have obviously not been reconciled so far – they have not even been set on a common denominator. The following analysis, too, focuses mainly on mutual recognition by virtue
of the fundamental freedoms. It is only some side aspects which will be illustrated
also with regard to other sources of law.

2. No Recognition of Foreign Taxes as such …
2.1 The Fundamental Freedoms: a Great Temptation
Given that many other rules of tax law in a European context provide for FTCs in
one way or another, why have the fundamental freedoms not been interpreted
along the same lines? This question might sound revolutionary for tax lawyers
who are used to solve their cases only on the basis of domestic FTC rules on the
one hand and DTCs on the other22. But is the idea not compelling, especially in
the light of the general tendency of the ECJ to accept a fundamental-freedoms
-based principle of mutual recognition in the context of many other areas of law?
With the exception of tax law, a broad variety of administrative and court decisions which, by their object and nature, might be of relevance for more than one
territory, have been translated from the State of origin into other EU Member
States involved.
It needs to be acknowledged that this paradigm suggests that the fundamental
freedoms do establish a general obligation of the State or residence to grant an FTC
21
22

Infra 4.
See, however, a recent political science approach by Genschel, “Why no mutual recognition of
VAT? Regulation, taxation and the integration of the EU’s internal market for goods”, Journal of
European Public Policy (2007), vol. 14 no. 5, at 743 et seq.
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for all foreign-sourced items of income. This concept would reduce double taxation
within the EU significantly – thus form part of a demanding endeavour which might
not be achieved on the basis of bilateral DTCs alone23, and which has therefore been
on the agenda of the Commission for many years24.

2.2 A General FTC in the EU – an Intellectual Experiment
Let us therefore assume, by way of an intellectual experiment, that these ideas might
serve as a stepping stone for far-reaching recognition of foreign taxes in lieu of
domestic taxes, based on the fundamental freedoms. Indeed, this assumption
requires some clarifications:
– Would mutual recognition imply a preference for the source State or for the State
of residence?
– Or can it vary, depending on the behaviour of the parties of a concrete tax case –
either by an option of the taxpayer who would then be entitled to some creditor
shopping, or on the basis of a “first come, first served” approach of competing tax
authorities between the States involved?
– A third option would be to assign primary taxation to the State which offers the
lowest tax rates (thus obliging the higher-taxing jurisdictions to recognise, by
credit or even exemption).
– Conversely, why join such “race to the bottom” – one could also assign preference to the high-tax State and urge the lower-tax jurisdiction to recognise,
given that a lower tax level might be regarded as an indicator that there is less
need for tax revenue.
– Finally, mutual recognition might be realized on the basis of capital or labour
export neutrality (then the source State has to recognise that the State of residence
is entitled to tax exclusively) or of capital/labour import neutrality (exclusive
taxation by the source State).
It is not my mission to evaluate these and other preferences here in the light of mutual
recognition. It is just the other way round: This is to show that if mutual recognition
existed with regard to the burden of tax (i.e., the fact that taxes have already been paid
in the other State and therefore must not be collected again), we are far from having
solved the standard problems of international tax law. On the contrary, the questions
23
24

See Kofler, “Doppelbesteuerungsabkommen und Europäisches Gemeinschaftsrecht”, (2007);
Rust (ed.), “Double Taxation within the European Union”, (2011).
Cf. The working document of the European Commission, EC Law and Tax Treaties of 9 June
2005, Internet: http://ec.europa.eu/taxation_customs/resources/documents/taxation/personal_
tax/double_tax_conventions/eclawtaxtreaties_en.pdf (last visited 3 February 2012). It should
be noted that even a general shift towards the FTC (rather than exemption) method would
indeed not remove all instances of double taxation. It is especially where the taxpayer suffers a
total loss both at home and world-wide (so that the State of residence would usually not levy any
taxes), profits derived from one foreign country will remain taxable there in the year of accrual
and, cumulatively, reduce the amount of a loss-carry forward – so that the State of residence will
effectively levy taxes on a too high basis in a future year. Moreover, conflicts of characterisation
may persist.
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above show that there is not just one type of mutual recognition but that this concept
has many facets and colours, many objects and addressees, and certainly more than
one interpretation of what “equivalence” means. The fundamental freedoms do not
give guidance for the selection of either of these competing approaches.

2.3 The Object and Purpose of Taxes
It is time to stop this intellectual experiment here. Evidently, there is one essential
reason that inhibits us from applying a mutual recognition concept to the burden of
tax: Taxes function as sources of revenue of exactly one State. This is a legal statement. One might argue that the concept of the internal market focuses on citizens
rather than States, i.e. on taxpayers rather than the state creditors. This viewpoint is
hardly convincing, though. The function and purpose of taxes is not to impose a burden on the taxpayer (this is only an undesirable side effect) but to generate tax revenue to the benefit of the States and their subdivisions. I do admit that we can probably not derive an entire tax system from this core function. Without a strict and
exclusive connection to exactly one creditor, however, taxes are no longer justified.
For all of these reasons, the fundamental freedoms do not require mutual recognition
of foreign taxes as such.

3. … but Peripheral Phenomena of Fiscal Recognition
However, the fundamental freedoms do demand mutual recognition at the periphery
of tax law. The “periphery” includes accidental side-requirements and prerequisites
which need to be fulfilled under domestic tax law. Some of these prerequisites are an
integral part of tax law itself, some belong into the spheres of private law, company
law or administrative law – and tax law only points to them. Their common denominator is that they are part of a regulatory burden, not of the duty to pay tax as such25.
Let me identify some cases and groups of cases.

3.1 Status of the Taxpayer
3.1.1 Recognition of Legal Personality
The first example is recognition of tax personality with regard to legal entities (companies, associations or partnerships as well as foundations, trusts, estates and public
bodies)26. It is true that all Member States provide legislation and/or case law on the
unilateral recognition of foreign entities as taxable subjects27 and that these rules
25
26
27

Cf. Kofler/Mason, “Double Taxation: A European “Switch in time“?”,14 CJEL (2007), at 63
et seq. (69 et seq.).
See van Raad, “Anerkennung der steuerlichen Rechtsfähigkeit ausländischer Unternehmen”,
Cahiers de Droit Fiscal International (1988), vol. LXXIIIa, at 113 et seq.
For Germany, secs. 1 and 2 of the Körperschaftsteuergesetz (KStG). For a comparative view,
Ruppe, “Die steuerliche Doppelbelastung der Körperschaftsgewinne”, (1967); Herrmann, “Die
Einordnung ausländischer Gesellschaften im deutschen, US-amerikanischen und europäischen
Steuerrecht”, (2001); Pusill-Wachtsmuth, “Der Typenvergleich zur Einordnung ausländischer
Gesellschaften in das deutsche System der Einkommensbesteuerung”, (2003); and Martini, “Der
persönliche Körperschaftsteuertatbestand”, Diss. iur. Heidelberg 2012 (forthcoming), sub D.-F.
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might deviate from private law rules including the pertaining conflict of laws rules.
Like private law rules, however, the tax law rules on the recognition of legal personality come within the ambit of the fundamental freedoms28. Under the condition of
equivalence with regard to the parameters of incorporation, a Member State must
not deny legal personality of a foreign entity solely on the grounds that this entity
has been established under the law of, or taken its seat/place of effective management in, another EU Member State.
Wherever tax rules do tie the concept of tax personality for an entity which has
been established under foreign law upon personality under private law (or any other
branch of law), these tax rules participate in the duty of the Member State to recognize both the existence and the parameters of legal personality, as determined by the
State of origin29. It should be noted that this is true both with regard to non-resident
entities and with regard to resident entities30.
3.1.2 Recognition of Associations and Groups of Companies
Similary, mutual recognition is of some relevance with regard to the formation of
groups of companies, e.g. the German Organschaft. I will not focus on the various
disputes about the compatibility of the Organschaft rules with the fundamental freedoms in their classical dimensions as guarantees against discrimination and discriminatory restrictions31. Rather, the question is whether Germany is obliged, by virtue
of the fundamental freedoms, to accept non-resident group consolidation schemes
(or elements thereof) as an equivalent to the German Organschaft or, vice versa,
whether another EU Member State is obliged to accept the legal consequences of the
German Organschaft (either in that profits of a local subsidiary must be attributed to
the German parent company, so that the State of the subsidiary is deprived of its revenue; or in that losses incurred in a German subsidiary are attributable to a parent
company which is a resident of that other State). Particular difficulties arise because
the Organschaft still requires a profit transfer agreement. Under the German
Körperschaftsteuergesetz, an Organschaft can be established only if the subsidiary
– by virtue of a contract concluded with the parent company – accepts the obligation
28

29

30
31

See Stewen, “Europäische Niederlassungsfreiheit und deutsches Internationales Steuerrecht”,
(2007), at 356 et seq.; id. supra (note 1), at 1048 et seq.; Hochheim, “Der Typenvergleich aus
europarechtlicher Sicht”, (2009); and Martini supra (note 27), sub D.II.2.
See ECJ, 9 March 1999, C-212/97 (Centros), ECR 1999, I-1459; ECJ, 5 November 2002,
C-208/00 (Überseering), ECR 2002, I-9919; and ECJ, 30 September 2003, C-167/01 (Inspire
Art), ECR 2003, I-10155.
E.g., corporations established under foreign company law which have taken or transferred their
seat/place of effective management into the taxing State.
On this issue, see ECJ, 25 February 2010, C-337/08 (X Holding). In spite of this decision, the
Commission has started infringement procedures against Germany (and similarly against Belgium and Greece) and sent a formal request to these Member States on 30 September 2010 and
may refer these Member States to the Court. This has revitalized a many-year-old discussion
about the Organschaft. The Bundesfinanzhof (judgements of 9 February 2011, I R 54/10 and I
R 55/10) and the tax administration have recently changed their view with regard to some elements of the Organschaft. They are ready to accept the cross-border Organschaft in some
instances (mainly with regard to the Gewerbesteuer).
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to transfer its entire profit to the parent company, while the parent company, in turn,
has to recover all losses of the subsidiary. This profit transfer agreement (PTA) is
indeed the core element of the Organschaft, as it makes it legitimate that the tax base
of the subsidiary is set to zero while the parent adds the profit or losses of the subsidiary on to its own profit or losses.
What if another Member State does not provide, or maybe does not even allow,
a PTA-like contract under its domestic company law? If all other private law (company law) conditions for establishing an Organschaft have been met, mutual recognition might come into play. It may serve as an instrument to overcome the strict
PTA requirement if there is something equivalent to the German PTA in the economic relationship between the subsidiary and its parent. But how can it look like?
Is it sufficient that, as a matter of fact, the subsidiary decides to distribute all of its
profits to the parents or, in loss years, that the parent autonomously decides to cover
the loss of the subsidiary? At first glance it is, and we can easily hypothesize that the
actual transfer of profits and losses is sufficient if, and as long as, it is based on a
clearly established intention of the parties to apply this practice on a regular basis.
This intention need not be part of a formal contract. It is sufficient that it is a clear
part of business policy, and has been consented by the relevant persons on both
sides.
Domestic tax law remains entitled to set up minimum time periods (in a non-discriminatory manner). But a formal agreement would not be necessary with regard to
cross-border cases. Even a PTA can be terminated more or less unilaterally by command of the parent company. It seems to me that this is characteristic for the relatively weak character of the PTA.
Two arguments might withstand, however. First, mutual recognition under the
fundamental freedoms is tied to the requirement of equivalence. With regard to
systems of group taxation, consolidation or intra-group attribution (Organschaft),
different criteria compete – partly with regard to substantive law (participation quota,
profit transfer agreements, minimum periods), partly with regard to procedural issues
(opt-in or out-out rights vs. binding schemes). Where the economic impact of these
different criteria differs, one may hardly assume functional equivalence.
Second, the legal consequences of a cross-border Organschaft would spoil the
legitimate interest of the Member States concerned to participate in a fair share of
the tax revenue. In the absence of rules (bilateral or in secondary EU law) on the
attribution of profits to local and to extra-territorial parts or branches of the enterprise, the attribution of the full profits to the State of the parent company collides
with the clear preference of the fundamental freedoms for a fragmentation of the tax
base when it comes to the allocation of fiscal powers32.
Still, both objections are not absolutely coercive. Where equivalence can be
established (1st objection), some guidance for the allocation of taxing rights (2nd
objection) might indeed be drawn from DTC clauses corresponding to
32

Cf. ECJ, 12 May 1998, C-336/96 (Gilly), ECR 1998, I-2793, no. 31; ECJ, 23 February 2006,
C-513/03 (van Hilten-van der Heijden), ECR 2006, I-1957, no. 48; and ECJ, 15 May 2008,
C-414/06 (Lidl Belgium), ECR 2008, I-3601, no. 22.
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Arts. 7 (1)&(2) and 23 (1) OECD MC. The ECJ has referred to these rules as standards for the allocation of fiscal powers in various decisions33. Where a DTC exists,
the allocation of taxing rights in the bilateral relationship between the two Member
States may well follow the international standards laid down in these DTC Articles.
After all, it seems to me that the final answer on the potential of mutual recognition
in the context of the Organschaft and similar schemes has not been given yet.
3.1.3 Recognition of Foreign Nationality
Less problematic is mutual recognition where tax rules determine the personal status
of an individual. Here, one of the relevant parameters is nationality. Member States
use it in their individual income tax acts in order to determine the personal scope of
statutory rules on inbound situations. In order to realize the potential of the fundamental freedoms, e.g. for situations like in Schumacker34, Gerritse35, Wallentin36
and many others, deduction of expenses has often been allowed only to nationals of
a EU or EEA State37.
While each State determines autonomously if a taxpayer has the nationality of
this State, the State acknowledges the decisions of other Member States with regard
to their respective citizenship. This is not only a custom or a matter of convenience.
Rather, mutual recognition is legally required here under the second sentence of
Art. 9 TEU. This rule (and its application) therefore constitutes a very clear and
simple example of mutual recognition.
3.1.4 Recognition of Residence
In a tax law context, however, residence is much more important than nationality. A
key concept of international tax law, residence (either of an individual or a body corporate) is the decisive criterion for income taxation on the basis of the taxpayer’s
world-wide earnings, profits and gains. Non-residents are usually taxed only on the
basis of their local income.
Along the lines of mutual recognition, one is tempted to assume that within the
EU, residence in another EU Member State is equivalent to residence proper, and
that the decision of one Member State to treat a taxpayer as a “resident” might therefore be binding for the other Member States. However, the notion of residence
always refers to a place or a territory. There is no “residence as such” but only “residence in State X”.
We should therefore draw a fine line between two different issues. If EU Member State X decides “T is a resident of Member State X”, this statement may indeed
be binding for the authorities of all other Member States38, not excluding the possi33
34
35
36
37
38

Supra (note 32).
ECJ, 14 February 1995, C-279/03 (Roland Schumaker), ECR 1995, I-225.
ECJ, 12 June 2003, C-234/01 (Gerritse), ECR 2003, I-5933.
ECJ, 1 July 2004, C-169/03 (Florian W. Wallentin vs. Riksskatteverket), ECR 2004, I-6443.
For Germany, see secs. 1a (1), 50 (2) cl. 2, 50a (3) EStG.
For an example, see the BFH decision of 22 January 2004, V R 71/01, Betriebs-Berater (2004),
at 1317 et seq. (for VAT purposes, a residence certificate issued by Luxembourg is binding for
the German tax inspector).
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bility of dual residence. In this respect, the decision about T’s “residence in X” is
subject to exactly the same mutual-recognition mechanisms as the decision about
T’s nationality.
By contrast, if State X makes the naked and unspecific statement “T is a resident”, this statement does not oblige Member State Y to assume the same, now with
regard to residence in State Y. It is true that the ECJ has often requested the Member
States to follow an (even though limited) principle of “my residents are your residents, and your residents are my residents”. In so doing, however, the court does not
use the fundamental freedoms in their colour of mutual recognition but in their
traditional colour of non-discrimination guarantees39.
3.1.5 Recognition of an Entity as a Non-Profit Entity
A fifth category for (potential) mutual recognition of the status of the taxpayer concerns personal exemptions for non-profit entities like churches, religious orders and
religious communities, charities, non-commercial foundations, cultural societies or
social unions. While tax treaties have adopted the concept of mutual recognition of
non-resident non-profit entities only in an imperfect manner40, the ECJ has been
reluctant to accept any horizontal translation of non-profit rules from one Member
State to another on the basis of the fundamental freedoms41. In Stauffer, the Court
stressed that “it is a matter for the national authorities of [the host] State, including
its courts”, to determine which interests of the general public shall trigger a tax
exemption and which shall not42. At first glance, this implies that the case does not
contain any element of mutual recognition but is restricted to the purely formal
requirement of non-discrimination of non-residents vis-à-vis residents43. The same
holds true for a decision in the outbound case of Hein Persche44.
39
40

41

42
43
44

For the relationship between non-discrimination and mutual recognition, see infra 4.2.
Most DTCs (as well as the OECD and UN Models) do not contain any relevant rules at all. Where
bilateral treaties (especially of the U.S.; see e.g., Art. 27 of the DTC between Germany and the
U.S. of 29 August 1989, as amended) recognize non-resident entities as charitable, this recognition is always subject to full compliance with the substantive domestic standards of the host
State. This condition has not been mentioned by Advocate General Stix-Hackl in a – misleading
– remark in no. 93 of her opinion on the Stauffer case (C-386/04). A slightly different rule can
be found in Art. 10 (7) of the Nordic Convention of 11 May 1997, as amended. This rule does
indeed not require that the foundation complies with the substantive law of the host State. However, the contracting States are not obliged to mutually recognize foreign bodies of persons a priori but may, or may not, agree on mutual recognition on a case-by-case basis. Such mechanism
lacks the automatism which is characteristic for the concept of mutual recognition (supra 1.3.3).
For profound analyses, Isensee, “Gemeinnützigkeitsrecht und Europäisches Gemeinschaftsrecht”, DStJG vol. 26 (2003) at 93 et seq.; Eicker, “Grenzüberschreitende gemeinnützige Tätigkeit”, (2004); Schäfers, “Die steuerrechtliche Behandlung gemeinnütziger Stiftungen in
grenzüberschreitenden Fällen”, (2005); Hufeld, “Deutsches Steuerrecht und europäische Gemeinnützigkeit”, in: “Recht – Kultur – Finanzen. Festschrift für Reinhard Mußgnug”, (2005), at
255 et seq.; Jachmann, “Gemeinnützigkeit in Europa”, (2006); and Droege, “Gemeinnützigkeit
im offenen Steuerstaat”, (2010), at 480 et seq.
ECJ, 14 September 2006, C-386/04 (Stauffer), 2006 ECR I-8203, no. 40.
Supra 3.1.4 and infra 4.2.
ECJ, 27 January 2009, C-318/07 (Hein Persche), 2009 ECR I-359.
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The recognition of non-profit entities as privileged has recently been revisited
when the Second Chamber of the ECJ decided the Missionswerk Werner Heukelbach case45. Both Stauffer and Persche were decided in favour of the taxpayer
explicitly because the discrimination (in Stauffer) or discriminatory restriction (in
Persche) were based purely on the corporate residence of the recipient, whereas the
domestic law of the taxing State (in both cases, Germany) was totally indifferent
with regard to the place where the charitable purpose was to be pursued. By contrast, the Heukelbach case concerned the application of a Belgian rule which was
neither flexible with regard to the corporate residence of the recipient nor with
regard to the charitable purpose. Belgium had argued that the rule reflected the fact
that only donations to the benefit of Belgian entities relieved Belgium of some of its
responsibilities, hence justified the tax privilege. The Chamber refused this defense
and argued that “the possibility that a Member State may be relieved of some of its
responsibilities does not mean that it is free to introduce a difference in treatment
between, on the one hand, national bodies which are recognised as pursuing charitable purposes and, on the other, bodies established in another Member State which
are recognised as pursuing charitable purposes, on the ground that legacies left to
the latter cannot, even though the activities of those bodies reflect the same objectives as the legislation of the former Member State, have compensatory effects for
budgetary purposes”46.
This reasoning gained further momentum from the general (and basically convincing) rule that justification cannot be based on purely financial needs of a Member State47. It is indeed beyond doubt that there is a high degree of proximity
between the “lack of revenue” argument on the one hand and the “relief of public
budget” argument on the other. But in refusing both arguments, does the Chamber
not establish, through the back door, a free choice of the taxpayer which comes
close to an undue “creditor shopping”48? Still, the reasoning presented by the Second Chamber does not go as far as to introduce the concept of mutual recognition of
national (territorial) charitable purposes between two Member States. Belgium has
not been bound to the decision made by another Member State but simply to its own
legal framework. Just like Persche, the Heukelbach case is nothing but another
piece of the mosaic of the fundamental freedoms in their colour as guarantees of
non-discrimination in classical outbound cases.
Nevertheless, determining the tax status of non-profit institutions and making
the tax treatment of charitable donations compatible with the idea of open borders
within the EU remains a challenging mission. Last but not least, practical contin-

45

46
47
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ECJ, 10 February 2011, C-25/10 (Missionswerk Werner Heukelbach e.V). The Germanresident charitable society received an estate from a Belgian resident. The Wallonian tax
administration levied inheritance tax at the ordinary level (marginal rate of 80 per cent),
whereas a reduced rate of 7 per cent would have been available, had the recipient body corporate
relieved Belgium of some of its responsibilities.
ECJ supra (note 45) at no. 31.
ECJ (loc. cit.).
See supra 2.2.&2.3.
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gencies limit the effet utile of the fundamental freedoms in this area. They might be
strengthened by way of harmonisation49.
For the time being, however, mutual recognition can be observed at the periphery of the tax law of non-profit institutions. With regard to formal and procedural
requirements, especially to documentation duties as well as monitoring and auditing
by the tax authorities, there are indeed attempts and indicators that one Member
State (usually, the State of destination of an investment) is ready to refrain from
applying its own standards and procedures where another Member State (usually,
the State of origin, i.e. the State where the investor is resident) provides and applies
equivalent standards which (though via a different method) offer the same level of
efficiency and security50.

3.2 Type of Income or Expenses
For a long time, the characterisation of earnings within the catalogue of different
types of income has been a major source for double taxation as well as double nontaxation. As mentioned earlier, however, many bilateral DTCs (in line with the
OECD MC) are now interpreted in a way that the State of residence is obliged to follow the income characterization which the State of source has fixed51, at least with
regard to the majority of constellations. In contrast, we are currently not aware of
any cases where the fundamental freedoms trigger a similar duty of one Member
State to recognise income characterisation made by another Member State.
From a theoretical viewpoint, this is perfectly thinkable, however. While there is
obviously little need for further synchronisation of the characterisation of accumulated profits (given that the DTCs meet this expectation already), it might be of
utmost importance with regard to the characterisation of single transactions, both on
the side of earnings and on the side of expenses.
Exempla trahunt: Germany levies a Gewerbesteuer (local business tax) on
industrial and commercial income, but not on independent personal services of a
member of a liberal profession (or on similar activities). Given that the demarcation
line coincides, at least to some extent, with the holding of formal qualifications or
diplomas, there is much leeway for mutual recognition. Such recognition is not
restricted to the formal acceptance of foreign diplomas but, more broadly, covers
the rank and paradigm of a profession (e.g., as academic or not) in the country of
origin.

49
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Droege supra (note 41), at 541 et seq. See also infra 5.3.
In the national framework of the Stauffer case, the Bundesfinanzhof was ready to apply a somewhat open rule in Germany’s former sec. 62 of the Abgabenordnung in a way that the strict
German rules re. the containment of assets within the non-profit sphere were suspended, given
that the Centro Musicologia di Walter Stauffer was subject to an equivalent monitoring by the
Italian authorities: BFH, 20 December 2006, I R 94/02, BFHE vol. 216, at 269 = BStBl. II 2010,
at 331 = IStR (2007), at 217 (219). See also Reimer/Ribbrock, “Gemeinnützigkeit auch für ausländische Körperschaften?”, Recht der Internationalen Wirtschaft (2005), at 611 et seq.; id.,
Anmerkung, in: IStR (2006), at 679; and Droege supra (note 41), at 540 et seq.
See supra 1.3.4.
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Conversely, the deduction of expenses has often been made dependent on certain bureaucratic acts, e.g. in the context of school fees52, the protection of cultural
heritage53 or other measures of tax expenditure. Here, too, the fundamental freedoms require mutual recognition of decisions and documents in a cross-broder case,
subject to an equivalence test.

3.3 Attribution of Income to a Person
The same patterns of mutual recognition might become visible with regard to other
elements of the Steuertatbestand. This is particularly true for those elements where
any dissenting view between the Member States involved triggers double taxation or
double non-taxation – like the attribution of income to a person or a legal entity, but
also any integral parts thereof, e.g. the attribution of an asset to a taxpayer, the linkage between an asset and a specific earning/expense, or timing issues. Similarly,
mutual recognition might be helpful for any statement on a special proximity
between two or more taxpayers – the identification of spouses or children, or of
associated and related enterprises.

3.4 Tax Base
Likewise, there has been some discussion whether the fundamental freedoms might
establish a duty of a Member State to recognize the quantification of the tax base, as
assessed by another Member State54. Such approach is common under the Arbitration Convention (with regard to the settlement of transfer pricing disputes) and
would be equally imaginable once a concrete Directive or a domestic statutory provision so requests. In the absence of such frameworks, however, the fundamental
freedoms do not bind the tax administration of one Member State to the determination of the tax base by another Member State. Therefore, the Bundesfinanzhof has
convincingly denied a duty of mutual recognition in this respect55.

3.5 Collateral Obligations of the Taxpayer
Leaving the area of substantive tax law, it is worth while to consider the impact of
mutual recognition on side obligations of the taxpayer. In order to determine her
profits, the taxpayer is obliged to keep books and records, showing all assets and
dealings of a given taxable year. Where cross-border activities are concerned, all
52
53
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Cf. sec. 10 (1) no. 9 EStG.
Whereas Germany’s income tax law restricts deduction on cultural assets (buildings, parks, collections of movables, libraries and archives) within the territory of Germany: sec. 10g EStG. In
the light of Laboratoires Fournier (ECJ, 10 March 2005, C-39/04, ECR 2005, I-2057), Jundt
(ECJ, 18 December 2007, C-281/06, ECR 2007, I-12231) and Heukelbach supra (note 45), this
restriction is at least questionable.
Invoking the ECJ ruling of 25 January 2007, C-329/05, 2007 ECR I-1107 (Meindl), this view
has been held by the plaintiffs in a 2008 case before the German Bundesfinanzhof: 20 August
2008, I R 78/ 07, BFHE vol. 222, at 517 = BStBl. II 2009, at 708.
Supra note 54, at no. 19.
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States involved will usually impose upon the taxpayer a duty to keep books and
records, and to provide documentation on many facts and circumstances of her economic activity (most notably, on the determination of internal transfer prices in the
context of Arts. 7 (1) and 9 (1) OECD MC).
As early as 1997, the ECJ has – though somewhat opaque, since hidden in litigation about the carry-forward of losses – assumed a duty of the source State to
acknowledge books and files which the taxpayer maintains in his home State56.
Meanwhile, these recognition requirements have already become familiar to daily
tax practice by the home States57.

3.6 Administrative and Procedural Issues
A final aspect of mutual recognition concerns procedural and formal measures taken
by the tax authorities of the Member States. This aspect has two dimensions – the
collection of information on the one hand and the collection of taxes (money or
assets in kind) on the other hand.
3.6.1 Collection of Information
The collection of information has been regulated by numerous rules, most notably
the Directives on mutual administrative assistance in tax matters58 and in the recovery of tax claims59. They oblige the requested Member State to collect and deliver
information, as specified by the applicant Member State, and to exhaust its means to
investigate. Here, the requested State is basically bound by the request. This rule is
(at least) an imperfect example of mutual recognition. While the archetype of
mutual recognition concerns decisions which the State of origin has made anyway
(the first purpose of a driving licence is driving within the territory of the State of
origin, not abroad), information requests are issued only because of its binding
effect upon the requested State. Still, the transnational impact does justify the
inclusion of information requests into the analysis of mutual recognition in a tax
context.
It should be noted that the obligation to collect information is subject to the
admissibility of the measures under the law of the requested State, along the standards which apply to its internal collection of information. Moreover, the Directives
contain a general ordre public proviso in this respect60.
When information has been delivered, there is no inverse duty of recognition
with regard to the content of such information. The applicant State is not obliged to
56
57
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ECJ, 15 May 1997, C-250/95 (Futura Singer), ECR 1997, I-2471.
Cf. the example of Germany (sec. 140 AO); see BMF of 16 May 2011, IV C 3-S 2300/08/10014,
DOK 2011/034952, marginal no. 3.
Council Directive on administrative cooperation in the field of taxation of 15 February 2011
(2011/16/EU), OJ L 64 of 11 March 2011, at 1.
Council Directive concerning mutual assistance for the recovery of claims relating to taxes,
duties and other measures of 16 March 2010 (2010/24/EU), OJ L 84 of 31 March 2010, at 1.
Art. 5 (2)(a) and (c) of the Directive on the recovery of tax claims (note 59). On their impact, see
Bundesfinanzhof, 3 November 2010, VII R 21/10, BStBl. II 2011, at 401 et seq.
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make use of the information which the requested Member State has submitted, and
need not even take such information for true. It is at the discretion of the applicant
State to deviate from any statement of facts which has been delivered by the
requested State.
3.6.2 Collection of Taxes
By virtue of the Directive on mutual administrative assistance in the recovery of tax
claims61, each Member State is obliged to enforce, on account of another Member
State, taxes which have been claimed and assessed by this other State.
Unlike the obligations to collect information, the enforcement of tax claims is
basically unconditional. The Directive excludes any substantive equivalence test62.
The only ground which entitles the requested State to refuse the request are serious
economic or social difficulties which the situation of the debtor would create in the
requested Member State, in so far as the law in that Member State allows such
exception for national claims63.

4. How to Conceptualize Fiscal Recognition
4.1 Equality or Inequality?
Leaving justification aside, non-discrimination provisions forbid that two persons
who are in similar situations are treated differently. But how to describe typical
cases for mutual recognition? These cases, too, require tests against equality (i.e.,
relative standards) rather than tests against a non-discriminatory freedom (i.e., absolute standards). Here and there, we have an actual taxpayer who crosses intra-European borders, either inbound or outbound. When it comes to the treatment of this
person by the tax authorities of a Member State, he or she is compared to a shadow
taxpayer in fully equal circumstances, but with the exception that the cross-border
move or activity is imagined as having happened within the boundaries of this Member State64.
Up to this point, mutual recognition and the classical dimension of non-discrimination look like siblings, if not twins. It may be, however, that the parallels between
the non-discrimination test and the mutual recognition end here – as there are substantial differences between the two concepts.
(1) Cases for mutual recognition are usually described as cases of two persons in
similar economic situations for whom equal treatment by the host State shall be
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Supra (note 59).
Arts. 12 (1) and 16 (1) of the Directive (note 59): The claims shall not be subject to any act of
recognition, supplementing or replacement in the requested Member State.
Art. 18 (1) of the Directive (note 59).
In more detail, Reimer, “Die Auswirkungen der Grundfreiheiten auf das Ertragsteuerrecht der
Bundesrepublik Deutschland. Eine Bestandsaufnahme”, in: Lehner (ed.), “Grundfreiheiten im
Steuerrecht der EU-Staaten”, (2000), at 39 et seq.
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prohibited65. Mutual recognition requires unequal treatment by this State where
one of the two partners has already been subject to equivalent treatment in the
State of origin before. By contrast, traditional non-discrimination rules require
equal treatment by one and the same State. In this perspective, mutual recognition (on the side of its legal consequences) appears as the direct opposite of
non-discrimination.
(2) Alternatively, mutual recognition can appear as the case of two persons in different situations (the actual taxpayer has already undergone checks and fulfilled compliance duties in another State, while the shadow taxpayer has not).
In this perspective, mutual recognition is the other side of the medal of nondiscrimination: One and the same rule (e.g., one of the fundamental freedoms)
does not only prohibit discrimination of substantially equals but, at the same
time, demands different treatment of those who are substantially unequal.
Mutual recognition is the rule that unequals must not be treated alike.
(3) Still, we can rephrase mutual recognition as the demand for equal treatment of
equals – thus perfectly parallelising it to non-discrimination. This view would
be based on the assumption that the actual taxpayer and the shadow taxpayer
are in similar economic situations, and that both of them should undergo checks
and compliance wherever, but only once.
It is obvious that none of the three perspectives is a priori true or false but that each
of the three perspectives contains some adequate elements. Still, the mechanics of
mutual recognition on the one hand and classical non-discrimination on the other
differ in one crucial and most decisive point: A test of non-discrimination needs to
be made with regard to only one acting State, and the obligations of this State are
fully unlinked from the behaviour and decisions of all other States. By contrast, this
isolated view is totally inadequate for the issue of mutual recognition. Here, it is
exactly the (usually, previous) treatment or decision of another State that triggers the
duty of the first-mentioned State to discriminate against, i.e. to recognise the decision issued by the other State.
In other words, the concept of mutual recognition removes the axiom that nondiscrimination guarantees not more than fragmented equality (among Germanspeaking scholars referred to as Kästchengleichheit)66. Mutual recognition is a
means to extent the view and to introduce a concept of paramount equality, i.e.
equality of the overall transnational burden.
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The host State is prohibited to request that two taxpayers (one from outside and one from that
State itself) who are performing exactly the same activities on the territory of that State shall
fulfil the same formal and substantive requirements and compliance duties established by that
State.
On this axiom and its exceptions, Birk, “Besteuerungsgleichheit in der Europäischen Union”,
in: Lehner (ed.), “Steuerrecht im Europäischen Binnenmarkt”, DStJG vol. 19 (1996), at 63 (65
et seq., 76 et seq.); Reimer (note 64), at 39 (73 et seq.); Cordewener, “Europäische Grundfreiheiten und nationales Steuerrecht”, (2002), at 829 and 843; Kofler, “Wer hat das Sagen im
Steuerrecht – EuGH”, ÖStZ (2006), at 154.
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4.2 How Fiscal Recognition is Related to the Guarantees
of Non-Discrimination and Non-Restriction
As indicated above, the aim of mutual recognition is to prevent the Member States
from imposing a redundant (double) burden upon the taxpayer. The fundamental
freedoms could serve as a legal basis only if they contained such paramount guarantees, i.e. if they were open for more than the Kästchengleichheit 67. Considering
the general objective of the fundamental freedoms, the establishment of an internal
market, there is little doubt that the effet utile does certainly allow and require the
application of the fundamental freedoms in this dimension. However, the Kästchengleichheit is not motivated by a desire to weaken the impact of the fundamental freedoms.
Rather, it is based on a separation of powers concept within the Union. While
non-discrimination rules are self-contained, i.e. bear their legal consequences in
themselves, mutual recognition rules (like freedoms) cannot function unless someone from outside (usually a legislator or a judge) defines the minimum level of
equivalence between the standards of the State of origin and those of the State of
destination. In the absence of harmonization68, judges gain (or usurp?) a considerable increment in their institutional powers – at the detriment of the Member States.
There are, however, good reasons to assume that the definition of regulatory standards is a political question – especially on the area of tax law where the Member
States have maintained the requirement of unanimity in all tax policy issues69.
Assigning the authority to define “equivalence” in a tax context to the ECJ means
circumvening the requirement of unanimity. After all, both horizontal (ECJ/Council) and vertical (Union/Member States) separation of powers suggest a fair deal of
caution in the application of the fundamental freedoms as mutual recognition rules
in a tax law environment.
The ratio of unanimity consists in the protection of the tax revenue, above all by
a strong democratic governance of, and intergovernmental influence on, the allocation of taxing rights between the Member States. It is only where this ratio is not at
issue that the ECJ is free to adopt the concept of mutual recognition in a tax law context. Indeed, this holds true for most of the above-mentioned technical clarifications
(supra 3.1-3.4., but with the exception of tax benefits, e.g. for non-profit entities),
all collateral duties of the taxpayer (supra 3.5.) and administrative acts in course of
a cross-border cooperation of national tax authorities (supra 3.6.).

4.3 How Fiscal Recognition fits into the Mechanics
Conceptually, the common origin of non-discrimination rules and mutual recognition rules suggests parallel structures in their judicial tests. It is indeed helpful to
parallelize the three-step approach of mutual recognition to the four steps which we
make when testing a domestic measure against traditional non-discrimination rules.
67
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Supra 4.1.
See infra 5.3.
Art. 115, read in connection with Art. 114 (2) TFEU.
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4.3.1 First Step: Cross-Border Aspect
Thus, the starting point is the existence of a cross-border (internal market) aspect. If
the entire case does not show any relevant link to another EU Member State, any
claim for mutual recognition must be dismissed a limine.
4.3.2 Second Step: Comparability
The second test reads: “Is there a discrimination“? In order to answer this question,
we look at two persons, i.e. our taxpayer on the one hand and a fictitious “shadow”
taxpayer who is basically in the same situation, except that this shadow taxpayer did
not cross borders but is designed (hypothesized) as being entirely in an inland situation.
To make sure the comparison works, we demand that these two taxpayers are in
a “comparable” situation. Situations are “comparable” whenever they are sufficiently similar – “comparability” is what follows from similarity. This test coincides
perfectly with the second requirement of mutual recognition. Negatively: Where the
taxpayer and his virtual counterpart are not in a “comparable” (i.e., sufficiently similar) situation, mutual recognition is a priori not required.
4.3.3 Third Step: Equivalence
The third requirement of mutual recognition is equivalence. This test coincides with
both the necessity test on the level of justification and the subsequent proportionality test. The necessity test does not require much explanation – where standards are
equivalent in both Member States, a reduplication of the decision (in State A and
again in State B) is simply not necessary. This idea is the core of mutual recognition.
The intricate question, however, is whether there is any leeway for elements of
discretion. It is worth while referring to the notion of “functional equivalents” in a
comparative law context. Comparatists have used this notion for a long time as a
purely academic concept – for them, it was like “substance over form” for a tax lawyer. Now, this concept of functional equivalents gains practical legal relevance in
course of the mutual recognition test. This is also a footnote on the distinct relevance of jurisprudence for legal practice. The practical design of functional equivalence has been sketched above with regard to the PTA requirement in the law of the
German Organschaft70.

4.4 Legal Consequences of Mutual Recognition
Where all of these preconditions have been met, mutual recognition is a strict obligation of the Member States, based on the fundamental freedoms. The objects of
recognition are manifold. The State of destination is obliged, as the case may be, to
recognize
– foreign laws,
– foreign administrative decisions,
– foreign judgments.
70

Supra 3.1.2.
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Therefore, mutual recognition covers all branches of (the foreign) government. In
any case, the decision equals to a statement both on the facts and on the law. Mutual
recognition refers both to the statement of facts and to the characterisation of facts
in the light of legal rules (i.e. to the results of subsumptions), but only on a low level
(“close-to-facts level”).

5. Recognition ࡳ a Wise Strategy of Integration
5.1 Mutual Recognition Respects Rule-Making Authority of Member
States
Considering the substantial, though not infinite impact of mutual recognition in the
context of direct taxation, fiscal recognition appears as a sovereignty-friendly concept, as compared to full harmonisation71. While harmonization is a vertical phenomenon of law-making on the higher (EU) level, mutual recognition is the horizontal interaction between two (or more) Member States. Again, the tax treatment of
non-profit organisations makes perfectly clear that it is up to the Member States to
designate and to limit the substantive range of charitable, social or cultural objectives upon which tax benefits are granted. In the absence of harmonisation, the
impact of mutual recognition is restricted to collateral parameters (like compliance
with formal duties and monitoring by public authorities72).
Indeed, this is only part of the picture. Within the EU, mutual recognition is
rooted in the higher level, too. As an obligation of the Member States, it is derived
from the fundamental freedoms and is (or might be) subject to concretisation by
way of secondary EU law73. Therefore, mutual recognition is no longer a spontaneous and purely horizontal phenomenon. It has been anchored vertically. Most notably, the criteria for equivalence are designed upon the higher level. From a constitutional viewpoint, one might argue that this external fixation of standards is not a loss
of sovereignty. On the contrary – when comparing EU-wide standardized mutual
recognition to a situation of unconditional mutual recognition without any legal certainty on the meaning of “equivalence”, one may well argue that the principle of
democratic legitimacy demands for harmonization by way of secondary EU law. In
the absence of clear standards, public authorities in the State of destination have to
apply decisions which, from their point of view, lack democratic input legitimacy.
They stem from another State. This might be regarded as a democratic deficit which
a precedent (meta-) decision in favour of mutual recognition cannot compensate, as
this meta decision is not more than a carte blanche from the viewpoint of democracy and legal certainty. This deficit cannot be made up by the fact that recognition
is mutual, i.e. that the other State, in turn, will have to enforce decisions which
derive their legitimacy from the people in the first-mentioned State.
71
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Cf. Langer, “Subsidiarität und Anerkennungsprinzip. Zur Operationalisierung des Subsidiaritätsprinzips im europäischen Gemeinschaftsrecht”, Zeitschrift für Gesetzgebung (1993), at 193
et seq.; v. Danwitz, “Verwaltungsrechtliches System und Europäische Integration”, (1996), at
408 et seq.; and Waldhoff supra (note 1), at 387.
Supra (note 50).
Supra 1.3.3. and infra 5.3.
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This peculiarity of mutual recognition requires clear decisions. There is no
mutual recognition between Scylla and Charybdis. On the contrary – a distinct allor-nothing decision is required: States may either leave automatic mutual recognition aside (i.e., retain full control on the equivalence test) or transfer the power to
define equivalence to an EU institution where democratic participation and legitimacy are maintained.

5.2 Mutual Recognition is Part of Negative Integration …
For the time being, however, fiscal recognition is mainly part of negative integration. It is true that the traditional distinction between positive and negative integration has many facets74, and there is more than one approach to pinpoint this distinction. Some describe this antagonism on the basis of a very formalistic approach –
negative integration is integration on the basis of primary law, secondary legislation
generates positive integration75. Some simply equal negative integration to Luxembourg, and connect positive integration to Brussels. This equation is misleading,
however, given that the Commission, too, fosters negative integration by their
infringement procedures on the field of primary law. A more substantive approach
stresses that negative integration prohibits while positive integration constructs.
Negative integration is the oppression of harmful elements (infringements of the
treaty or of secondary law), while positive integration is political action76. As far as
the ECJ is concerned, its role might then be described as a typical Cour de cassation
in the context of negative integration.
At the same time, negative integration is made by law, positive integration is a
law-making process. A politician might therefore observe that negative integration
works automatically, within the executive or judicial branch, within the seemingly
logical and consistent framework of the law and without much political discretion,
while positive integration requires democratic compromises and might indeed generate distortions.
This list of antagonisms is more than a rhetoric approximation to the balance of
powers and the distinction of institutional missions within the EU. It may serve as a
matrix which helps us to pinpoint the instrument of mutual recognition on the map
of European integration. While non-discrimination is clearly part of negative integration, the example of tax law makes quite clear that rules prohibiting non-discriminatory restrictions are part of, or include elements of, positive integration77.
74
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See on the one hand Graetz/Warren, “Income Tax Discrimination and the Political and Economic Integration of Europe”, Yale L.J. (2006), vol. 115, at 1186 et seq.; and on the other hand
Vanistendael, “Does the ECJ have the power of interpretation to build a tax system compatible
with the fundamental freedoms?”, EC Tax Rev. (2008-2), at 52 et seq.
Cf. Pistone, “Ups and Downs in the Case Law of the European Court of Justice and the
Swinging Pendulum of Direct Taxation”, intertax vol. 36 (2008), at 146 et seq.
Cf. Ghosh, “Principles of the Internal Market and Direct Taxation”, (2007), at 3, 81 et seq.
Every tax deprives the taxpayer of some portion of his freedom. Still, the ECJ has never
endeavoured to draw the demarkation line between an acceptable (and necessary) burden of tax
and excessive and expropriatory taxation. In a democratic society, one would feel more comfortable to leave such discretionary decisions to the legislators.
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The same holds true for mutual recognition. It stems from non-discrimination
concepts but leaves their inherent limits away. Like the non-discrimination rules,
the notion of fiscal recognition is part of negative integration. It retains a plurality of
substantive concepts within the Union and may therefore function as an example of
differentiated integration. At the same time, however, mutual recognition gets rid of
the territorial fragmentation which is inherent to the traditional concept of equality78. Likewise, mutual recognition requires external standards of equivalence79.
The latter aspects proves that mutual recognition (like the prohibition of non-discriminatory restrictions) extends to the area of positive integration.

5.3 …but can be Strengthened by Law-Making Efforts
In the area of tax law, the call for mutual recognition is not necessarily a call for
Directives on the basis of Art. 115 TFEU. Standards might also be set by an augmentation and enhancement of bilateral DTC rules. At this point, our debate is being
linked to the broader discussion on proper means of integration – intergouvernmental lawmaking vs. subordination-based harmonization.
When determining the inherent limits of the fundamental freedoms in the context of direct taxation, the ECJ has convincingly assigned considerable relevance to
provisions of bilateral DTCs80, and often based its decisions on the old Art. 293
EC81. The representatives of the Member States might not have paid much attention
to the abolition of this rule by the Treaty of Lisbon. Still, it has become more difficult than before Lisbon to advocate for a general preference of bilateral solutions, as
compared to secondary legislation82. It seems to me that today, both bilateral DTCs
and Directives could set standards of functional equivalence. At the same time, they
might pinpoint further areas for fiscal recognition.
However, a third approach could bridge the gap between sovereign treaty-making on the one hand and full harmonization on the other, viz. the setting of soft law
standards. Given a considerable overlap, EU lawmakers might learn from the
OECD and its Member States that on technically complex areas like taxation, model
rules have a strong positive impact on the approximation of bilateral as well as unilateral (national) rules. By way of model legislation, the ECOFIN Council could
identify further areas of mutual recognition, design appropriate procedures and
define substantive standards for the equivalence test. The Commission has a non78
79
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Supra 4.1. and 4.2.
Supra 4.3.3. and 5.1.
Supra note 32.
Art. 293 EC (before Amsterdam, Art. 220 EC Treaty) read: “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 […]”.
The impact of Art. 293 and its abolition is best reflected by Lehner, “Beseitigt die neue Verfassung für Europa die Verpflichtung der Mitgliedstaaten zur Vermeidung der Doppelbesteuerung?”, IStR (2005), at 397 et seq.; Kofler supra (note 23); Vanistendael supra (note 74), at 55;
the papers edited by Rust supra (note 23); and the profound analysis by Billau, “Die steuerliche
Integration des Europäischen Binnenmarktes durch Doppelbesteuerungsabkommen”, (Diss. iur.
Heidelberg 2013, forthcoming).
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exclusive right to initiate such models and should assist in the preparation of the
provisions as well as in monitoring their functioning.

6. Résumé
The fundamental freedoms have a recognition-like impact on the design of the law
of direct taxes and its application. However, mutual recognition is required only at
the periphery of tax law. There is no rule in primary EU law which in itself contains
an obligation of one Member State to credit taxes levied by another Member State.
Mutual recognition should not be seen as unrelated to the ordinary tests on discrimination or non-discriminatory restriction. Much of it should remain integrated
into the ordinary mechanics of the fundamental freedoms. Still, mutual discrimination is beyond discrimination, leaving the concept of Kästchengleichheit behind. In
the absence of harmonisation, fiscal recognition on the basis of the fundamental
freedoms appears as a third way between traditional concepts of non-discrimination
on the one hand and harmonisation on the other hand. From the viewpoint of sovereignty, democracy and legal certainty, however, clearer contours should be brought
into the area of mutual recognition in tax matters – through enhanced bilateral
treaties, through soft law including model legislation, or through secondary EU law.

