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I. European
Community Tax
Harmonization

A. Introduction

Just as the U .S . Congress is mos t

productive the last few months of the

legislative session, so too, the European

Community (EC) made most of its progres s

on tax harmonization' to date in the las t

few years before the 1992 deadline . Actu-

ally, the term tax harmonization is a

misnomer. Only by abandoning th e

concept of full tax harmonization an d

substituting the concepts of"coordina-

tion"' and "approximation," 3 has there

been any agreement on direct taxatio n

matters .` This new approach incorporate s

the principle of subsidiarity ; Member

States should determine their own tax

arrangements, except to the extent tha t

major distortions would occur. '

The goal of the Treaty of Rome was t o

create a single, integrated European

Market .' In order to realize this goal, the

physical barriers to trade, the borde r

controls, had to be removed . Taxation

plays a role because tax rate differences ,

such as those with respect to the value -

added taxes of the twelve Member States ,

were a primary reason for the borde r

controls in the first place . Direct taxes

play a role with respect to the free move-

ment of capital .

This article examines the status of ta x

harmonization in the European Commu-

nity and the implications of the action s

taken thus far as well as the future actions

that will be necessary to complete the

process . To understand the reasons for th e

initial slow pace of the legislation, it i s

necessary to establish the historical back -

ground and legal basis for tax legislation i n

the European Community. It is also helpful

to understand the legislative process and

the participants involved in enacting E C

tax legislation . Furthermore, in order t o
understand the difficulties in reaching

agreement on tax legislation, the article

examines the current structure of th e

Member States' varied systems of taxa-

tion. The article discusses the recen t

agreements with respect to direct taxa-
tion and the implications of these agree-

ments to the European Community.

Finally, the article analyzes the implica-

tions of European tax harmonization fo r

U.S . tax policy.

B. History of the European Economic
Community

The Treaty of Rome established th e

European Economic Community i n

1958.' The original Member States wer e

Belgium, France, Germany, Italy, Luxem-

bourg, and the Netherlands . The United

Kingdom, Ireland, and Denmark joined in

1973, Greece in 1981, and Spain an d

Portugal in 1986." The objective of the

Treaty of Rome was to create a single

common market that would increase th e

volume and the gain from trade between

the Member States, thereby accelerating

economic growth . '

To create such a market, the Treaty

contemplated the removal of obstacles to

the free movement of goods, persons ,

services, or capital between Membe r

States ."' Approximation of indirect taxe s

is necessary for the free movement o f

goods and the harmonization of direc t

taxes, particularly corporate taxes, i s

essential to the free movement of capital .

Coordination of personal income an d

social security taxes has not been viewe d

as urgent except to ensure through

bilateral agreements that frontier an d

migrant workers are not double taxed . "

In December of 1993, the Commissio n

adopted a detailed recommendation o n

the taxation of cross-border or frontier
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employees which seeks to reduce th e

differences in the taxation of resident and

non-resident workers . 12 The Commissio n
will assess the actions taken by the

Member States in response to the recom-

mendation and will determine whethe r

binding legislation is in order. 1 3

Articles 95 through 99 of the Treaty

discuss the harmonization of indirec t

taxes . For example, Article 95 states tha t

members may not use internal taxes to

discriminate against products comin g

from other Member States . Article 220

contains the only explicit reference t o
direct taxes and states that member s

"shall enter into negotiations" to elimi-

nate double taxation . 14 However, it i s

understood that Article 100 of the Treaty

provides the legal basis for direct taxation

harmonization measures . This article

authorizes the Council, acting unani-

mously on a proposal from the Commis-

sion, to issue directives for the approxi-

mation of laws that "directly affect th e

establishment or functioning of the

Common Market" 1 5

In its 1980 "Report on the Scope for

Convergence of Tax Systems in the

Community," the Commission identifie d

the elimination of border controls an d

the alignment of corporate tax burdens as

the two most fundamental objectives . '

Then in June 1985, the European Counci l

approved the Commission's White Paper

on Completing the Internal Market whic h

outlined a program to remove the remain-

ing barriers to trade between the Membe r

States . 17 The White Paper contained a

comprehensive list of 300 measures tha t

the Commission deemed necessary to

complete the internal market .' One of

the three major chapters in the White

Paper was devoted to measures related t o
indirect taxation. With respect to direc t

taxation, only proposals relating to an

arbitration procedure, parent companies

and subsidiaries, mergers, divisions, an d
contribution of assets, and taxes on

transactions in securities were included i n

the timetable for completing the interna l
market ."

The Single European Act (SEA) 2" was
signed by the twelve Member States i n

1986 and amended the Treaty of Rom e
providing for institutional reform, Euro-

pean political co-operation, and formal

extension of the scope of the Treaty o f

Rome to five new policy areas . 21 Article

13 of the Act incorporated the objective

of an internal market into the Treaty of

Rome22 and set December 31, 1992, as th e

target date for completion of the interna l

market . 23 The internal market is defined

as "an area without internal frontiers i n

which the free movement of goods ,

persons, services, and capital is en-

sured" 2 4

The Maastricht Treaty on European

Union (TEU) was concluded in Decembe r
1991 and ratified by all twelve Member

States by October 13, 1993 . 25 The TE U

became effective on November 1, 1993 ,

and creates the European Union (EU) ,

"founded on the European Communities ,

supplemented by the policies and form s

of cooperation established by this

Treaty." 2C It commits most of the Member

States to follow a particular route to

economic and monetary union . 27 One

goal of the TEU is the achievement of a

single European currency for many

Member States by the year 2000 . 2" Articl e

3b formally incorporates the genera l

principle of subsidiarity (making decision s

at the lowest practicable level of govern-

ment) into the Treaty of Rome . 29 The TE U

also makes various changes to the EC

institutions ." A new article relevant t o

direct taxation, Article 73d, enables

Member States "to apply the relevan t

provisions of their tax law which distin-

guish between taxpayers who are not i n
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the same situation with regard to their

place of residence or with regard to the

place where their capital is invested," as

long as these provisions are not arbitrary . 3 1

This Article allows Member States t o

continue to deny the benefit of imputation

tax credits to foreign shareholders ."

C. Formation of European Community
Tax Legislation

The Treaty of Rome established an

institutional system enabling the Commu-

nity to enact legislation that is equally

binding on all its members . 33 There are

three Community institutions involved i n

the process of producing EC legislation :

the Council, the Commission and the

European Parliament . The Economic and

Social Committee acts as an advisor to th e

Council and the Commission . 34

The Council consists of representatives

of the twelve Member States, usually the

ministers responsible for the subject

matter under discussion . i5 For example ,

the Finance Ministers meet with respect t o

tax and other economic matters and are

known as the Economy and Finance

Council (ECOFIN) . 36 The foreign minister s

are usually responsible for major overal l

policy decisions and the Presidency of th e

Council rotates between the ministers at

six-month intervals . 37 The Council is the

principal lawmaker of the Community,

although it can only act on a proposal fro m

the Commission except in a few narrowly

defined areas . But it also has the power to

request that the Commission undertake

studies on particular questions and submi t

proposals for legislation ."

The Commission consists of seventee n

members who are appointed by mutual

agreement between the member govern-
ments for what was a four-year term . 3'

These Commissioners are required to ac t

in complete independence of the govern-

ments and the Council and for the good of

the Community.'" Each Commissioner i s

assigned one or more portfolios and

becomes the political head of one o r

several Directorates-General . 41 In 1989 ,

the Commission set up a post solely

concerned with tax harmonization . Mrs .

Christiane Scrivener was the first such

Commissioner for taxation . 42

The Commission formulates Commu-

nity policy and is responsible for making

proposals to the Council and drafting the

detailed measures needed for their

implementation. It must also ensure that

the Treaties and Community law are

respected and applied, acting on any

infringements . This includes referring

matters to the Court of Justice, if neces-

sary. 4 3

The European Parliament consists o f

567 members, directly elected every five

years . The most recent election was held

in June 1994 . 44 The current breakdown

of the seats is as follows : Germany has 99 ;

France, Italy, and the United Kingdom

each have 87; Spain has 64; the Nether-

lands has 31 ; Belgium, Greece, and

Portugal each have 25 ; Denmark has 16 ;

Ireland has 15 ; and Luxembourg has 6

seats . 4 "

The EEC Treaty defined the role of th e

European Parliament as advisory an d

supervisory." However, the legislative

role of the Parliament has been steadily

increasing . For example, Parliament's

role was enhanced by the cooperation

procedure introduced in the Single

European Act .47 The cooperation proce-

dure provides the European Parliamen t

two opportunities to comment on certain

draft legislation but is generally no t

relevant to legislation with respect to

indirect or direct tax harmonization ."

Parliament's role was further expanded

by the Treaty on European Union . 4 '

The Economic and Social Committe e

was established by the EEC 51 and
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EURATOM" treaties to involve variou s

economic and social interest groups i n

the establishment of the Common Mar-

ket. The Committee has 189 member s

who represent employers, employees ,

and other interests. The members are

appointed by unanimous consent of th e

Council for a four-year renewable term .

The Economic and Social Committee

must be consulted in cases concernin g

the harmonization of provisions that

entail amendment of national legisla-

tion . "

Community law is comprised of basi c

legislation which includes the treaties and

the protocols to the treaties and second-

ary legislation which are the legislativ e

products of the Community institutions .

Community law either has a direc t

internal effect as law in the Member

States or requires the Member States to

take implementing action . 53 The princi-

pal types of secondary Community

legislation are regulations, directives ,

decisions, recommendations, and opin-

ions ."

Regulations have general applicatio n

and are binding in their entirety on al l

Member States without any further action

by individual states ." Regulations are

promulgated either by the Council or the

Commission .'" In practice, most regula-

tions are made by the Commission .

Although the vast majority of the regula-

tions relate to agriculture, there is a draft

regulation setting out a proposed statute

for a European company. 5 7

Directives do not directly amen d

national law; they create obligations on

the governments of the Member States t o

take implementing action to incorporat e

their provisions in national legislation . 5 8

They are proposed by the Commissio n

and adopted by the Council . Directives

are the legislative instruments most

commonly used for harmonizing the

Member States' legislation .'' Nearly all of

the steps taken to harmonize the tax law s
to date have been achieved through th e
use of directives .

Directives are binding upon the
Member States as to the result to b e
achieved but leave the national authoritie s
free to choose the form and methods of
compliance'" When a Member State does
not implement the directive into national

law, the question arises as to whether th e

directive has direct effect ." The Court of

Justice observed that "a Member State

which has not adopted the implementin g

measures required by [a] directive withi n

the prescribed period may not plead, a s

against individuals, its own failure to

perform the obligations which the direc-

tive entails.' The test is whether th e

provisions of the directive are uncondi-

tional and sufficiently precise such tha t

they can be relied upon as against an

incompatible national provision ."3 "It i s

necessary to examine, in every case ,

whether the nature, general scheme and

wording of the provision in question ar e

capable of having direct effects on the

relations between Member States an d

individuals .'

Decisions of the Council and th e

Commission are binding on the govern-

ment, enterprise, or private individual t o

whom they are addressed and are usuall y

concerned with a specific problem an d

relate to individual cases ."' Recommenda-

tions and opinions are not legally binding

upon the Member States . They are issue d

by both the Commission and the Counci l

with respect to specific subjects on whic h

advice has been sought .«

The following example of the consul-

tation procedure, which still applies to

tax harmonization legislation, outlines the

steps taken pursuant to Article 99 of the

Treaty of Rome to adopt a major directive

such as the Sixth Directive on Value-
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Added Tax (VAT) ." Minor or

uncontroversial directives would likely

omit some steps ." '

1. After deciding on the need for a

directive, the Commission appoints

independent experts to prepare a detailed

report on the scope and content of such a

directive . For example, the Neumar k

Committee Report (published in 1963)

provided a wide ranging assessment of th e

ways in which a common tax syste m

should develop and proposed the adop-

tion of a VAT system.' '

2. Based on the report, the Commis-

sion prepares a preliminary draft of th e

directive .

3. The preliminary draft is sent to th e

Member States' governments . A workin g

party consisting of experts from eac h

Member State is organized .

4. The preliminary draft is also shared

with the appropriate EC professiona l

organizations for comment .

5. The Commission prepares an d

proposes a final draft directive based o n

the guidance of the Commission workin g
party and the comments received from

professional organizations . This directive

is then submitted formally to the Council

and published for information in the

Official Journal .

6. The European Parliament consider s
the proposed directive and publishes it s

advisory opinion that either accepts ,

rejects, or suggests amendments to th e

proposal . 7 "

7. The Commission may amend the

proposed directive to incorporate any

changes suggested by the advisory opin-

ions .

8. The Council then examines th e

proposed directive and, if approval i s

unanimous, it is adopted ."

The Single European Act modified th e

EEC Treaty by adding Article 100a to

provide for majority voting in many

instances such as the alteration or suspen-

sion of duties relating to common cus-

toms tariff, legislation regarding the fre e

movement of capital and services, an d

the harmonization of national standards . 7 2

However, a unanimous vote is still re-

quired for the harmonization of indirec t

and direct taxation ." This explains, in

part, why progress in the direct taxation

area has been so slow. '

D. Enforcement of European
Community Tax Legislatio n

The Commission must ensure that the

Treaties and Community law are re-

spected and applied . When a Member

State fails to fulfill an obligation under th e

Treaty of Rome, the Commission provides

a description of the treaty violation to

that Member State and requests an end to

the violation .' s If the Member State fail s

to comply with the request, the Commis-

sion may refer the infringement to th e

European Court of Justice .'' The Com-

mission may also bring suit against a

Member State in the Court, when the

Commission believes that the country ha s

failed to enact or enforce EC directives . "

The Court of Justice's rulings are

binding on the Member States . For

example, in 1978 the Court delivered

judgments requiring several Membe r

States to revise their tax policies tha t

favored domestically produced spirits to

the detriment of imported products .'

Thus, France and Italy may no longer tax

cognac at a lower rate than gin, whiske y

and vodka, and Denmark was forced t o

raise its tax on aquavit ." The Maastricht

Treaty strengthened the enforcement

powers of the Court .'" The Court o f

Justice may impose fines on any Member

State that refuses to comply with a Cour t

ruling where it has infringed Community

law. 8 '
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The European Court of Justice is

composed of thirteen judges, eac h

appointed for a renewable six year term ,

and is assisted by six Advocates General . ri l

The Court's duties are multi-facete d

although its fundamental task is to "en -

sure that in the interpretation and appli-

cation of this Treaty the law is ob-

served "" 3 The Court has jurisdiction to

examine the validity of all acts adopted

by the Council and the Commission ,

including regulations, directives, an d

decisions." These appeals can b e

brought on the grounds of : lack of com-

petence ; infringement of an essential

procedural requirement, the Treaty o f

Rome, or any rule of law relating to it s

application ; or abuse of power." s

To ensure the uniform interpretatio n

of Community law, the European Court of

Justice renders legally binding prelimi-

nary rulings in cases where any questio n

of Community law arises, at the reques t

of any court or tribunal of a Member

State ." These preliminary rulings con-

cern such matters as the interpretation o f

provisions of the treaties or of acts of th e

Community institutions and the examina-

tion of the validity of Community lega l

acts. The Court will not rule on th e

merits of the pending case but rather

limits the judgment to the interpretatio n

of the relevant question of Community

law." Although the judgment is only

binding on the court or tribunal request-

ing the preliminary ruling, other tribunal s

or courts frequently follow the preceden t

set by the ruling ."

E . Taxation in the Community

The unanimity requirement for ta x

legislation helps explain why progres s

towards tax harmonization has been so

slow. But it is also important to recogniz e

that the member countries have ex-
tremely wide variations not only in their

tax rates but also in their basic approac h
to taxation. "fables 1, 2, and 3 illustrat e
the structure of taxation in the EE C
countries .

'fable 1 contains information on th e
sources of tax revenue as a percentage o f
total tax revenue in each of the twelve

member countries in 1991 . The last entry
represents an unweighted average tha t

has been computed for the EEC . The

sources of the revenue are divided into six

categories: corporate income, persona l

income, social security, property, con-

sumption, and other taxes .

All of the EEC member countrie s

derived over 75 percent of their tax

revenues from personal income taxes ,

social security taxes, and consumption

taxes in 1991 . With the exceptions o f

Luxembourg and Italy, corporate taxe s

play a very minor revenue raising role . Al l

member countries but Greece appear to

rely most heavily on direct taxes" as the

predominant source of revenue, wherea s

Greece relies predominantly on indirec t

taxes . ` ° Belgium, France, Germany, th e

Netherlands, and Spain raise over on e

third of their tax revenue from socia l

security taxes .

Table 2 contains data on total ta x

revenues as a percentage of gross domes-

tic product (GDP) for each of the twelv e

member countries and the EEC as a

whole . Tax revenues as a percentage of

GDP, also known as the tax ratio, mea-

sures the size of the tax burden in eac h

country relative to the value of goods an d

services produced within its physica l

boundaries. In 1991, the tax ratios range d

from a high of 48 .5 percent in Luxem-

bourg to a low of 34 .7 percent in Spain ,

almost a 14 percentage point spread . The

common denominator, however, is tha t

the residents of the EC countries are ver y

heavily taxed . Note for comparison

purposes that U .S . federal tax revenue s
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Table 1.
Sources of Tax Revenue as a Percentage of Total

Tax Revenue, 199 1

Corporat e

Income

Persona l

Income

Socia l

Security

Property

Taxes

Consumption

Taxes

Othe r

Taxes

Belgium 6.0 30.3 35.4 2.5 25 .6 -

Denmark 3 .3 53.4 3.0 3.7 33 .3 0 . 2

France 4.5 13 .5 43.8 5.8 27.1 3 . 4

Germany** 4.3 27 .1 39 .1 2 .8 26.7 -

Greece 4.5 12.5 30.4 3.8 45.5 -

Ireland 5 .9 32 .3 15 .1 4.6 40 .7 -

Italy 9.6 26.4 33 .0 2 .5 28 .1 -

Luxembourg 15 .5 22 .2 29 .2 7.6 25 .4 -

Netherlands 7 .3 26.2 37 .1 3 .6 25 .4 0 . 4

Portugal 8 .4 17 .8 27 .4 2 .4 41 .9 0 . 5

Spain 7 .7 23 .4 35 .6 5 .1 28 .2 -

U .K . 8 .9 28.5 17.8 8.2 32 .7 4 . 0

EEC 7 .2 26.1 28.9 4.4 31 .7 0.7

Source : Based on Revenue Statistics of OECD Member Countries, 1965-1992, Tables 7 ,

11, and 13 . Paris, 1993 .
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Table 2.
Total Tax Revenue as a Percentage of Gros s

Domestic Product

1965 1986 1991 1992 *

Belgium 31 .2 47 .2 44 .9 45 . 4

Denmark 29 .9 50 .8 48.3 48 . 9

France 34 .5 44 .0 44 .2 43 . 7

Germany 31 .6 37 .7 39.2 40 . 0

Greece 22 .0 36.9 38.3 -
Ireland 26.0 38.8 37.5 38 .0

Italy 25 .5 36.0 39.7 42 .4

Luxembourg 30.6 48 .1 48.5 -

Netherlands 32.5 44.8 47.0 46 .7

Portugal 18 .4 33 .4 35.6 37 . 8

Spain 14.7 30.6 34.7 35 . 9

U.K . 30.4 37.4 36.0 35 . 8

EEC 27.3 40.5 41 .2 -

* Table 112, Estimates of revenues as percentage of GDP (to the extent available) .

** Germany's numbers are unified as of 1991 .

Source : Based on Revenue Statistics of OECD Member Countries, 1965-1992,Table 3 .

Paris, 1993 .
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Table 3.
Selected Taxes as a Percentage of Gross

Domestic Product

Direct Taxatio n

Taxes on Income and Profits

Indirect Taxation

Taxes on Goods and Service s

1965 1987 1991 1965 1987 199 1

Belgium 8.6 18.7 16.4 11 .6 11 .7 11 . 5

Denmark 13 .7 29 .1 28.6 12.1 17.4 16 . 1

France 5 .5 8 .0 8 .0 13 .2 13 .0 12 . 0

Germany 10 .7 13 .0 12 .3 10 .4 9.7 10 . 5

Greece 2 .0 6 .5 7 .6 10 .7 17.8 17 . 4

Ireland 6 .7 14 .7 14 .3 13 .7 16.5 15 . 3

Italy 4 .5 13 .0 14 .3 10 .1 9 .5 11 . 1

Luxembourg 11 .0 20.9 18.3 7 .6 12 .0 12 . 3

Netherlands 11 .6 13 .0 15 .7 9 .3 12 .3 11 . 9

Portugal 4.5 6 .1 9 .9 8 .1 15 .5 14 . 9

Spain 3 .9 9.2 10.8 6.0 10 .0 9 . 8

U.K . 11 .3 13 .7 13 .5 10 .0 11 .6 11 . 8

EEC 7 .8 13 .8 14 .1 10.2 13 .1 12 .9

Source: Based on Revenue Statistics of OECD Member Countries, 1965-1992,Tables 8

and 24, Paris, 1993 .
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equaled 29 .8 percent of GDP in 1991 .

The trend since 1965 has, for the most

part, been increased taxation . Total tax

revenues as a percentage of GDP have

increased over 15 percentage points in

countries like Denmark, Greece, Luxem-

bourg, Portugal, and Spain . However ,

since 1986, with the exceptions of Italy ,

Germany, Greece, Portugal, and Spain, tax

ratios are leveling off or slightly declinin g

and the spread is narrowing . In 1986, the

tax ratios ranged from a high of 50 . 8

percent in Denmark to a low of 30 . 6

percent in Spain, over a 20 percentage

point spread. By 1991, Luxembourg ha d

the highest tax ratio of 48 .5 percent an d

Spain's tax ratio had increased to 34 . 7

percent, narrowing the spread betwee n

the EC countries to 13 .8 percentage

points . Within the EC, Belgium, Denmark ,

France, Germany, Italy, Luxembourg, an d

the Netherlands would be considere d

high-tax countries (tax ratios 40 percen t

and above) and Greece, Ireland, Portugal ,
Spain, and the United Kingdom would b e

considered low-tax countries .

As pointed out in the public finance

literature, the reasons for the varying high

levels of taxation can be traced to th e

different levels of acceptance of a larger

role for the public sector in each of th e

EC countries ." There has also been an

increased demand for income redistribu-

tion through the budget leading to in -

creased public outlays of varying degree s

for transfer programs for the unemployed ,

elderly, sick, etc . '

Table 3 illustrates this income redistri-

bution theory. Most of the growth in tax

revenues has been from increased taxe s

on income and profits . This source of

revenue is generally considered to b e

more progressive than taxes on goods and
services . With the exception of Germany,

every EC country's taxes on income an d

profits grew by at least two percentage

points, with Denmark growing by a

phenomenal 14 .9 percentage points sinc e
1965 . Denmark, Greece, Luxembourg ,

Portugal, and Spain also saw significant
growth in taxes on goods and services a s
a percentage of GDP. In Greece and

Portugal, the percentage point increase s

in taxes on goods and services exceede d

that of taxes on income and profits .

As illustrated by Tables 1 and 3, the

distribution of the tax burden betwee n

direct and indirect taxes differs greatl y

from one country to another. The dispar-

ity between the highest direct tax ratio ,

Denmark at 28 .6 percent, and the lowest ,

Greece at 7 .6 percent, has broadene d

greatly since 1965 (21 .0 percentag e

points versus 11 .7 percentage points) .

This phenomenon is not as significant i n

the case of indirect taxation . In 1991 ,

Greece had the highest indirect tax rati o

at 17 .4 percent and Spain the lowest rati o

at 9.8 percent . This compares to Ireland' s

indirect tax ratio of 13 .7 percent an d

Spain's at 6 .0 percent in 1965 . Thus ,

while the gap has slightly narrowed ,

there has not been a significant decrease

in the disparity. This diversity in ta x

structures among the Member States

partly explains the slow progress being

made in the area of tax harmonization .

F. Direct Taxation

1 . The Directives

The scope of EC direct taxatio n

legislation is much more limited tha n

indirect taxation legislation . As discussed

previously, the legal basis for proposals

on direct taxes is confined to thos e

having a direct impact on the functioning

of the common market .' i The goal o f

such legislation is to "ensure that firms

operating across frontiers are not subjec t

to less favorable tax conditions tha n

those applicable to their activities in the
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Member State in which they are estab-

lished"'

Until 1990, no substantive progres s

had been made in the area of direct tax

harmonization. Previously, in 1975, th e

Commission had proposed a draft direc-

tive on the harmonization of corporat e

and individual income taxes and with -

holding taxes on dividends . It had called

for the adoption of an imputation syste m

with a single corporate tax rate to range

between 45 and 55 percent, an incom e

tax credit on grossed-up dividends, an d

uniform dividend withholding rates of 2 5

percent. Too ambitious an undertaking ,

this draft languished . The Europea n

Parliament argued that it was senseless t o

harmonize corporate tax rates and the tax

treatment of dividends when such ex-

treme differences in the calculation of

taxable corporate income remained . 95

In July 1990, the Council reache d

agreement on three corporate tax propos-

als: 1) a common system of taxation

applicable to parent companies and their

subsidiaries in different Member State s

("Parent-Subsidiary Directive") ;" 2) a

common system of taxation applicable t o

mergers, divisions, transfers of assets, an d

exchange of shares involving companie s

from different Member States ("Merger s

Directive") ;' and 3) a transfer price

arbitration procedure ("Arbitratio n

Convention")." By withdrawing the draft

directive of 1975'" and concentrating o n

measures deemed essential by the White

Paper for Completing the Internal Marke t

by December, 1992, the Commissio n

made progress after years of stagnation . 10"

The Parent-Subsidiary Directive

evolved from a Commission proposal

submitted to the Council in 1969 ." It

provides generally that there should b e

no withholding tax on dividends from a

25 percent or greater subsidiary to it s

parent company established in another

Member State ." The Member State of th e

parent company must either exempt the

dividends from corporate tax or allow a

credit for any tax paid by the subsidiar y

on the applicable profits from which th e

dividend is paid . l1 Thus, this Directive

will go far towards guaranteeing th e

neutrality of the tax law with respect t o

investment decisions . 1o 4
In most cases, there will be no doubl e

taxation when a company decides to se t

up a subsidiary in another Member State .

However, the Parent-Subsidiary Directive

does not extend across borders th e

benefit of the imputation systems that

integrate corporate and shareholde r

taxation in several member countries . 10 5

In this situation, the effect of the Direc-

tive is to allow the source country t o

collect a single, full level of tax from the

distributing subsidiary. 10C So, in many

situations, cross-border tax structures will

remain biased . '

Member States were required to enac t

legislation to put the Directive into effect

by January 1, 1992, although Germany ,

Greece, and Portugal were given exten-

sions with respect to the zero withhold-

ing tax requirement . 10" Every Member

State has implemented the Directive .

Italy, the last to enact implementing

legislation, did so through a legislativ e

decree on March 5, 1993 which provide d

for the rules to apply retroactively to

profits distributed on or after January 1 ,

1992 . 109 Like most Member States, Italy

adopted the exemption method 10 so tha t

95 percent of the profits distributed by E C

subsidiaries are not included in th e

taxable income of the Italian parent ."' In

order to qualify for this tax treatment : 1 )

the parent must have held a minimum of

25 percent of the subsidiary's capital fo r

at least a continuous year when the

distribution is made; 2) the subsidiar y

must be resident in an EC Member State

11



and incorporated under one of the legal
forms listed in the appendix of the Direc-

tive; and 3) the subsidiary must be subjec t
to corporate income tax in its state of
residence . 1 2

The Parent-Subsidiary Directive allows
for the adoption of an anti-avoidance

regime ."' Some commentators ar e

concerned about the lack of harmoniza-

tion with respect to the anti-avoidanc e

rules . 14 The French legislation for ex-

ample, denies the benefit of the exemp-

tion from withholding taxes when divi-

dends are paid to entities directly or

indirectly controlled by one or severa l
residents of non-EC Member States . 1 5

The Mergers Directive also originate d

from a 1969 proposed Directive .'" The

Mergers Directive seeks to remove barri-

ers to the free and unimpeded flow o f

capital by deferring gains at the corporat e
level in a merger, division, transfer o f

assets, or exchange of shares 17 involving

corporations from multiple EC countrie s

under certain conditions ."" These rule s

are roughly comparable to the U .S . tax

rules governing tax-free reorganizations ."'

Unfortunately, the Mergers Directive

applies to specified cross-border transac-

tions within the Community, many o f

which cannot yet be legally implemente d

because progress in the tax field ha s

actually outpaced developments in th e

company law area . 120 This Directive must

be supplemented by commercial law

changes introduced by the draft of the
Tenth Company Law Directive before

many of the mergers and divisions con-

templated by the Directive are permitte d

under many of the domestic company
laws . 12 ' However, transfers of assets an d
exchanges of shares, also within the scope

of the Directive, generally are already

possible as all Member States except for

Greece have domestic laws which permi t

and recognize cross-border transfers of

assets and exchange of shares .' 22 The

conditions for the tax free or tax deferra l

treatment of such transactions vary

slightly from country to country .

Except for Belgium, Germany,

Greece, and the UK, all other EC coun-

tries have implemented the Merger s
Directive . 12 " However, provisions in each

country's tax laws vary as to the condi-

tions for the tax free or tax deferra l

treatment of the transactions (mergers ,

divisions, transfers of assets, or exchange s
of shares) . Laws presently exist in Bel-

gium, Germany, and the UK permittin g

mergers but only between domesti c
entities . Cross-border mergers as se t

forth by the Directive are not legally

possible or recognized in these countries .

Similarly, divisions are not recognized in

these countries . Greece is the furthes t

from implementing the Mergers Directiv e
because it has no tax or company laws

covering cross-border transactions as se t

forth by the Directive .' 24

The final measure in the package

dealing with transnational cooperatio n

between firms is an arbitration procedure

designed to eliminate the double taxatio n

from adjustments by one tax authority

that are not accompanied by a corre-

sponding adjustment by the other Mem-

ber State tax authority. The Community

has realized that optional provisions o f

bilateral agreements are insufficient t o

prevent such double taxation . 125 The

Arbitration Convention establishes a
mandatory arbitration procedure upon

failure of agreement between the compe-

tent authorities and sets forth a specifi c
timetable for the resolution of the matter.

If the competent authorities fail to reac h

agreement within two years, the case i s

referred to an advisory commission for

arbitration . 126 This commission then ha s

six months to deliver its opinion whic h

the competent authorities must imple -
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ment within the next six months .'' This

Convention has been ratified by th e

legislature of each Member State' and is

effective on January 1, 1995 . 12 9

Also during 1990, the Commissio n

proposed two directives with respect t o

cross-border loss relief' and the elimina-

tion of withholding taxes on inter-com-

pany royalties and interest payments . '

The Loss Directive is applicable to com-

panies with loss-generating permanen t

establishments or subsidiaries in anothe r

EC country. Under the proposal, each

Member State would choose one of th e

two methods of relief. The first method i s

known as the credit method and allow s

aggregation of the profits and losses of al l

of the permanent establishments of the

company with a credit for the foreign

taxes paid on the profits of the perma-

nent establishments .' i2

The second method provides a

deduction for foreign tax losses from the

profits taxable by the home country and

re-incorporation of foreign tax profits t o

the extent of the losses previously al -

lowed. The second method must b e

chosen for losses of a subsidiary and i s

known as the re-incorporation method .''''

In March 1992, the European Parliament

issued its opinion on the Loss Directive .

The draft directive is under consideratio n

by the Council but negotiations are

progressing very slowly .' "

The proposal regarding the limitation

of the withholding tax on interest and

royalties paid between affiliated E C

companies is similar to the Parent-Subsid-

iary Directive and requires that Membe r

States exempt cross-border interest and

royalty payments made between parents

and subsidiaries from withholding

taxes .'" 5 In March 1991 and February

1992, the Economic and Social Commit -

tee and the European Parliament respec-

tively adopted favorable opinions on this

proposal .'' Pursuant to the recommenda-

tions of the Parliament, the Commission

amended the proposed directive to

expand the definition of included interest

and royalty payments .' Although the E C

finance ministers began discussions in

1991, they have been unable to adopt thi s

Directive .'" At a meeting held in Apri l

1994, Commissioner Scrivener threatened

to withdraw the proposal if the Counci l

did not adopt it by year-end . "

The Parent-Subsidiary Directive's most

immediate effect is an appreciable reduc-

tion in the tax burdens of the affecte d

companies . The Mergers Directive wil l

apply immediately to transfers of asset s

and exchanges of shares, but must wai t

for Community company law action wit h

respect to mergers and divisions . The

European Parliament has not yet opined

on the Commission's proposal on cross-

border mergers of public limited compa-

nies (Tenth Company Law Directive) an d

the Council is still examining the revised

draft of the proposed regulation for a

European Company Statute .'" Finally, th e

Arbitration Convention involves the

affected company in the proceedings at

an early stage, unlike double taxation

conventions, so that there should b e

significant savings realized from the time

restrictions.' '
Besides the establishment of substan-

tive rules, these directives and the pro -

posed directives have and will have a n

important indirect influence on the

interpretation of treaties ."' Most tax

treaties following Article 3(2) of the OEC D

Model Treaty refer to the domestic law of

the state that applies the Conventio n

when it is necessary to interpret a n

undefined term . The directives, once

enacted, become part of the domestic law

of the EC member state, thus, any defini-

tion of terms found in these directives will

apply to specify a tax treaty rule.''
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2. The Ruding Committee Report

Progress in the direct taxation area has

come about because of the Commission' s

adoption of a more flexible approach .

This new approach is to promote conver-

gence, approximation, and cooperation

rather than harmonization .'" In keeping

with this new approach, in Decembe r

1990, Mrs. Scrivener established a com-

mittee of independent experts chaired b y

Mr. Onno Ruling, the former Dutch

Finance Minister, to identify future pro-

posals on company taxation after 1992 . 1 ' 6

The Committee's mandate was to evaluat e

the need for greater harmonization o f

business taxation in the European Com-

munity.'"' On the basis of its mandate, th e

Committee considered the followin g

questions : 1) whether the differences i n

corporate taxation among the Membe r

States create distortions with respect t o

investment decisions and competition i n

the single market?; 2) whether the distor-

tions should be eliminated throug h

Community measures or whether marke t

forces and competition between nationa l

tax systems should be allowed to run thei r

course? ; and 3) what specific Community

measures arc required to remove o r

mitigate these distortions?'' '

On March 18, 1992, the Ruling

Committee presented its report to th e

Commission . The Committee noted that

there were major differences in th e

corporate tax systems, tax rates, and ta x

bases utilized by each Member State .'`'

Based on a simulation study and an em-

pirical survey, the Committee conclude d

that there are clear differences in the ta x

burden on the domestic companies o f

each Member State and that there i s

overall discrimination against foreig n

investors .''" Although the Committe e

found that there had been some conver-

gence of the Member States' tax regimes ,

the Committee decided that further action

was needed at the Community level.'"

The Report contains a three phas e

schedule for implementing the corporat e

tax measures that the Committee deemed

necessary to achieve a true internal

market . 15 ' The priorities were : 1) remov-

ing the discriminatory and distortionar y

features of each country's tax system tha t

impede cross-border business investmen t
and shareholding ; 2) setting a minimu m

statutory corporate tax rate and commo n

rules for the tax base in order to limi t

excessive tax competition between th e

Member States ; and 3) encouragin g

maximum transparency of any tax incen-

tives granted by a Member State . 1 "

Phase I proposals were considere d

urgent and were to be implemented by

the end of 1994 . These proposals pre -

dominantly refine proposed and adopte d

Community measures .'" Phase II in-

cludes proposals with respect to th e

harmonization of the tax base . Phase II I

contains further harmonization rules fo r

the tax base keyed to common account-

ing rules and an integration proposal . 15 4

The Committee linked the timing of thes e

proposals to the development of the

European Monetary Union (EMU) . Thus ,

Phase II should be implemented during

the second phase of EMU and Phase III i s

envisaged as being implemented concur-

rently with the completion of the EMU . 15 5

In general, the Ruding Committee' s

recommendations can be divided into

two categories: 1) those designed t o

eliminate the double taxation of cross -

border income flows; and 2) thos e

designed to harmonize the corporate tax

systems of the Member States. The

Committee acknowledged the progres s

made in removing obstacles to cross-

border capital flows within the Commu-

nity because of the implementation of th e
Parent-Subsidiary Directive . To further

this progress, the Committee recom -
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mended a substantial reduction in the 2 5
percent participation threshold prescribed

in the Directive and an extension of it s

scope to all enterprises subject to corpo-

rate income tax, regardless of their legal

form . ] "' In order to ensure a sufficient

level of taxation at source, the Committe e

recommended that the Commission

propose a uniform withholding tax of 3 0

percent on dividend distributions by EC -

resident companies to non EC-resident

taxpayers . 1S7 The Committee urged that

the Member States adopt the propose d

Interest and Royalty Directive, 1 " and the

proposed Loss Directive, 15 ' and ratify the

Arbitration Convention as soon as pos-

sible.'' Finally, the Committee urge d

Member States to conclude comprehen-

sive bilateral income tax treaties betwee n

themselves and to work in concert with

the Commission to develop a common

policy on double taxation agreement s

with respect to third countries . "

The Committee recommendation s

with respect to corporate tax harmoniza-
tion concern the Member States' system s

of integration, their statutory corporat e

tax rates, and their corporate tax bases .

The Ruding Committee concluded tha t

"the manner in which Member State s

currently provide relief for the doubl e

taxation of corporate profits distributed t o
individual shareholders in the form of

dividends constitutes a source of discrimi-
nation against cross-border investmen t

flows"'« The Ruding Committee did not

recommend that Member States wit h

imputation systems extend imputatio n

credits to non-resident shareholders as thi s

step would not be in accordance with the

principles of source-country treatment .

However, the Committee did recommend

that those countries currently providing

relief for domestic-source dividends pai d

to domestic shareholders, either in th e

form of an imputation credit or a reduced
rate of personal tax, be required to pro -

vide equivalent relief for dividends paid

out of profits from operations in other

Member States.'' ; The Committee ac-

knowledged that, although it was unlikely

that all Member States would be willing to

accept the same type of corporate integra-

tion system in the near future, their goa l

for Phase III was for the Commission and

the Member States to determine the mos t

appropriate corporate tax system for th e

Community.'"

In the area of tax rates, the Committe e

recommended that the Commissio n

prepare a directive prescribing a mini-

mum statutory corporate tax rate of 3 0

percent and that all Member States adop t

a maximum statutory corporate tax rate of

40 percent during Phase II . 1C5 As harmoni-

zation of the corporate rates make littl e

sense without some minimum degree of

harmonization of the corporate tax base ,

the Committee called for the establish-

ment of an independent group of techni-

cal experts to study the various aspects of

the tax base .''`' In addition, they recom-

mended that the Commission issu e

detailed proposals on items such a s

depreciation, intangibles, leasing, an d

stock valuations for Phases I and II . 1G7

The Commission released a communi-

cation on June 24, 1992 that set out th e

Commission's initial reactions to the

Committee's conclusions and recommen-

dations.' Generally speaking, the Com-

mission was very supportive of the

recommendations for proposals to elimi-

nate the double taxation of cross-borde r

flows . 169 With respect to the Committee' s

recommendations on corporate tax

harmonization, however, the Commissio n

was more restrained.'" The Commission

believed that these recommendation s

went beyond what was necessary at the

Community level . "In Mrs . Scrivener' s

view, it is important not to be carried

away by a drive for harmonization which
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is not justified on economic grounds an d

which would not be consistent with the

principle of subsidiarity and the respec-

tive responsibilities of the Member State s

and the Community." '

Specifically, the Commission consid-

ered the extension of the scope of th e

Parent-Subsidiary Directive and th e

Mergers Directive to be desirable an d

necessary.'" In July, 1993, the Commis-

sion proposed a directive that woul d

extend the scope of the Mergers Directiv e

and the Parent-Subsidiary Directive to al l

enterprises subject to corporate tax . "

The proposed Directive also amends the

Mergers Directive to require a holding of a

minimum of 25 percent of the subsidiary's

capital in order to be consistent with th e

Parent-Subsidiary Directive . 14 The Parent-

Subsidiary Directive is amended to tak e

into account taxes levied by the lower-tie r

subsidiaries when using the imputatio n

method . '

The Commission also endorsed th e

suggestion of establishing appropriat e

procedures for transfer price adjustment s

by Member States and of proposing a

common approach to the definition and

treatment of thin capitalization.' The

Commission considered the recommenda-

tion regarding full vertical and horizontal

offsetting of losses within groups of

enterprises at the national level to b e

beyond the scope of necessary Commu-

nity action ." The Commission concurred

with the Committee's goal of neutrality o f

treatment as between foreign-source and

domestic-source dividends, but was

concerned about the condition of reci-

procity. The Committee's recommenda-

tion limits the benefit to Member State s

applying imputation systems and tax relief

systems.'''

G. Future of Direct Tax
Harmonizatio n

Since the adoption of the Parent -

Subsidiary Directive, the Mergers Direc-

tive, and the Arbitration Convention, the

Council has made no further progress o n

tax harmonization. The proposed Inter-

est and Royalty Directive is often on the

ECOFIN agenda, but there has been n o

resolution thus far." In part this can be
explained by a pre-occupation with th e

bigger picture . Effective January 1, 1993 ,

the new VAT system came into forc e

allowing Member States to lift interna l

border controls on goods, and Mrs .

Scrivener has been consumed with

making the new system work .'' Fur-

thermore, the Maastricht Treaty require d

the Council to adopt recommendation s

establishing broad guidelines regardin g

the economic policies of the Membe r

States and the Union in preparation for

monetary union . '

The Ruding Committee presente d

evidence that the average EC cost of

capital for a transnational investment

project undertaken with the paren t

company's funds by a subsidiary i n

another Member State was 2 .1 percent as

compared to 0.7 percent for a simila r

project carried out domestically.' The

Committee attributed this difference to

withholding taxes on cross-border inter -

corporate dividend payments, to use b y

some Member States of the credit rathe r

than the exemption method to relieve

cross-border double taxation, to differ-

ences in corporate tax rates, and to

withholding taxes on cross-border inter-

corporate interest payments .' The

Committee believed that these differ-

ences distorted the functioning of th e

internal market both for goods an d

capital and that these distortions required

action at the Community level .' The

Commission's reaction that many of th e
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recommendations go beyond what i s

strictly necessary reflects the understand-

ing that Member States are extremely

reluctant to cede any of their sovereignty

in tax matters to the Community, as wel l

as self-imposed restraint in respect of the

principle of subsidiarity.

The fiscal sovereignty of the Member

States will be eroded regardless as th e

Member States' economies are increas-

ingly integrated .'" 5 The thrust toward

economic and monetary union, in particu-

lar the adoption of a single currency, wil l

so intertwine the domestic economie s

that greater uniformity in the Membe r

States' corporate tax systems, rates, an d

base is inevitable . The differences in the

corporate tax systems of the 50 states in

the U.S . provide evidence that complete

harmonization of corporate tax laws is no t

necessary. However, if the goal of acceler-

ated economic unification is to be
achieved, the differences in the Membe r

States' tax systems cannot remain at the

present magnitude . The business commu-
nity is not satisfied with the progress thu s

far, so it is possible that business pressure s

and fear of preemption may also drive the

Member States towards a more complete

alignment of corporate tax systems .

II. Implications of EC
Direct Tax
Harmonization on U.S .
Tax Policy

The twelve Member States comprise a

single market of approximately 35 0

million people, but the future EU could

include Scandinavia, Austria, and much of
Eastern Europe.'' The European Eco-

nomic Area (EEA) Agreement commence d
January 1, 1994 . 1 " The EEA Agreement
surpasses the North American Free Trad e

Agreement (NAFTA) in terms of establish-

ing the world's largest free-trade zone by

extending the EU's single market to th e

European Free Trade Association (EFTA)

states of Austria, Finland, Iceland, Norway ,

and Sweden .'" Although it is not full EU

membership, the EEA Agreement allows

for the free movement of goods, persons ,

services, and capital throughout the 1 7

countries and creates a common market

of 370 million consumers .'" In the sprin g

of 1994, the EC Council finished negotia-

tions with Austria, Sweden, Norway, and

Finland so they could accede to the Unio n

on January 1, 1995 . 10 The Austrians vote d

in a national referendum to accept th e

terms of EU membership and simila r

referendums passed in Finland and Swe-

den but not Norway " 1

To achieve a coherent system of

international taxation, the U .S . must take

note of how other countries tax interna-

tional income .' 92 The European Unio n

(EU) is especially important not onl y

because of the twelve Member States that

currently comprise the EU but als o

because of the countries that aspire t o

join. The EFTA countries in particular are

making every effort to ensure that thei r

tax systems comply with EC direct ta x

measures . li For example, Sweden en -

acted major tax reform in 1990 that

included provisions that resemble the

Parent-Subsidiary Directive and Mergers

Directive .' 94 The Eastern European coun-

tries are also closely monitoring the tax

systems of the twelve Member States a s

well as the evolving body of EC tax law a s

these countries develop their tax sys-

tems.'" 5 The tax policies pursued by this

entire group will have important implica-

tions for economic conditions in the EU

and in the U .S .
In the international trade arena, th e

current trend is the formation of regional

trading blocs ." In 1992, the United

States, Canada, and Mexico agreed to th e

terms of NAFTA in order to create a trade

area in which goods and services are
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exchanged free of tariffs and other trade

restrictions.'" In general, NAFTA does

not address the subject of taxation excep t

to specify that taxation questions will b e

governed by the applicable tax conven-

tions in effect between the NAFTA coun-
tries .'" It is logical to presume, however ,

that as cross-border activity increases, th e

NAFTA countries will increasingly feel

pressure to attempt some harmonization

of their respective tax systems . Valuable

lessons can be learned from the tax

harmonization experience of the EC .

A. U.S . Tax Treaty Policy Implications

The sovereignty to conclude bilateral

tax treaties has not been transferred fro m

the Member States to the EC .'" Presently ,

the U.S. has ratified tax treaties with

eleven of the twelve Member States . 200

The most recent treaty ratified with an E C

Member State, the U .S .-Netherlands

Income Tax Treaty, was signed on Decem-

ber 18, 1992201 and has generated some

controversy with respect to the limitatio n

on benefits article (also known as an anti -

treaty shopping clause) . 2O2 The issue i s

whether the limitation on benefits articl e

of this treaty is compatible with Articles 6 ,

52, and 58 of the Treaty of Rome . L° Some

commentators argue that excluding Dutch

companies with EC parents from treaty

benefits conflicts with the freedom of

establishment under the Treaty of Rome . L'

The bilateral tax treaties between the U .S .

and Germany, France, Italy, Belgium, and

Spain present similar issues .'"

The Ruding Committee noted that

although multilateral relations betwee n

Member States with respect to withhold-

ing taxes are becoming increasingly

harmonized because of the Parent-Subsid-

iary Directive, this is not true for Membe r

States' relations with non-Community

countries . The Member States continue t o

negotiate bilateral treaties with third

countries that exclude cross-borde r

dividend, interest, and royalty payment s

from treaty protection in the case o f

treaty shopping!' The Committee state d

that treaty provisions such as the anti -
treaty shopping clauses negotiated by th e

U .S . may not be compatible with th e

fundamental principles of Communit y

law as far as residents of other Member

States are concerned."' Therefore, the

Ruding Committee stressed the need fo r

coordinating the Member States' tax

treaty policies at the Community leve l

with the goal of approximating the tax

treaty provisions in areas covered b y

Community law (such as withholdin g

taxes on dividends, interest, and royal -

ties) and avoiding conflicts with the

Treaty of Rome . LO" Other problem areas

are the different definitions of essentia l

terms such as residency, permanen t

establishments, dividends, etc ., and the

extension of imputation tax credits in a

more favorable way than to taxpayers i n

the other Member States . 21`2

Anti-treaty shopping clauses hav e

become an integral part of U .S . treaty

policy.The U .S.-Luxembourg Treaty wa s

the first U.S. tax treaty to incorporate

such a provision . 211 In 1981, the U .S .

Department ofTreasury issued a draft U .S .

model income tax treaty which contained

a limitation on benefits article.'" Since

then, the Treasury has attempted to

restrict the availability of U .S . income ta x

treaty benefits during all subsequen t

income tax treaty negotiations with th e

inclusion of a limitation of benefit s

provision as one of the primary objec-

tives!'" All treaties ratified by the U .S .

Senate since 1980 have contained such a

provision.'' '

The Treasury was initially respondin g

to the situation where a foreign investo r

who resides in a country without a treat y

with the U .S ., forms a legal entity in a ta x
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haven jurisdiction with a favorable treaty

with the U.S. The legal entity avails itself

of treaty benefits to which the investo r

was not directly entitled ." The policy

concern was that if residents of countrie s

without income tax treaties with the U .S .

already had effective access to treaty

benefits, there was no incentive to ente r

into such a tax treaty and grant reciproca l

concessions to the U .S. and its investors . 21 '

The comprehensive approach cur-

rently being taken, however, applies to al l
corporations organized in a treaty country

regardless of whether they benefit from

special measures in that country an d

regardless of whether the country oper-

ates as a tax haven ."' The objective of the

comprehensive limitation on benefit s

provisions is to restrict source-country tax

benefits to legal entities resident in th e

treaty country who are fully subject to

residence taxation ." This obsession with

treaty shopping has led to limitation o n

the benefits articles that may be exces-

sively detailed and complex, as well a s

difficult to administer.' The treaty

negotiations with the Netherlands took

years and much of the controversy re-

volved around the limitations on benefit s

article . Z7 '

The most poignant example of thi s

complexity can be found in Article 26 o f

the U.S .-Netherlands Treaty. This limitation

on benefits article is 23 pages—longe r

than some tax treaties . 221 To qualify fo r

the benefits of the treaty, a Dutch coin-

pany must comply with the requirement s

of a stock quotation test, an activities test ,

a headquarters company test, or a share -

holder test . L21 Partially because of the

Netherlands' concerns over compatibility

with the Treaty of Rome, 222 these tests take

into consideration to a limited extent

shareholders and/or activities in other E C

Member States . However, a company

resident in another EC state is factore d

into the test only if it would qualify for

treaty benefits if it were a Dutch residen t

and if the treaty between its country o f

residence and the U .S . would have offere d

the same benefits . "

One resolution to the controversy

over the compatibility of the treat y

shopping rules with the Treaty of Rome is

the negotiation of a single treaty with th e

entire EC . 22h The adoption of such a treaty

would produce significant benefits for th e

U.S.' Many of the treaties negotiate d

with the EC Member States are antiquated

and do not include a comprehensive

limitation on benefits article .' Other

issues could also be addressed such as th e

extension of the Parent-Subsidiary Direc-

tive and the proposed Interest and Royalt y

Directive to distributions and payments

between U.S. and EC companies . 2L 7

The U.S. could also take this opportu-

nity to address our treaty partners' con-

cerns over recent treaty overrides.' U.S .

constitutional law allows for conflicts

between treaties and statutes to be re -

solved by the "later in time" rule whic h

means that the more recently adopte d

rule prevails unless the statute or treaty

provides otherwise . L2 ' Thus, changes in

U.S. law may override provisions of a

treaty without the consent of the treaty

partner. 23 '' Many of the EC Member States

are particularly sensitive to treaty over-

rides as their constitutions do not permit

such a result . 2i1 The Netherlands Treaty

addresses this problem by providing for

consultations within six months in th e

event that the balance of benefits change s

by reason of such a treaty override . 23 2

Administratively, a multilateral tax

treaty between the U .S. and the EC is a

project very much worth pursuing. The

former International Tax Counsel of th e

U.S.Treasury, Cynthia Beerbower, had

designated 40 percent of her staff's tim e

to be spent negotiating treaties . 233 The

Ruding Committee recommended coordi -
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nation of tax treaty policies by the Com-

mission but acknowledged that it woul d

be simpler and cheaper for Member State s

and third countries to negotiate treatie s

concurrently with the Commission . 234 The

Treasury is currently involved in active o r

ongoing negotiations with Portugal ,

Denmark, Luxembourg, France, Italy, an d

Belgium . 235 As a group, the EC Member

States are not yet ready to negotiate a

single treaty with the U .S . The Commis-

sion has, however, vowed to ensure that

all bilateral tax treaties negotiated by the

Member States are in strict accordanc e

with the non-discrimination rules of th e

Treaty of Rome and the tax directives . 23 '

An alternative approach is to strive

towards more uniformity in the negotia-

tion of treaties with the EC Member

States . 237 The European Community

presents a unique situation given the leve l

of coordination and information sharing"'

among the Member States and their thrus t

toward economic integration ."' There-

fore, extraordinary efforts should be mad e

to offer similar concessions to each

countries' foreign investors . This would

relieve some concerns regarding treaty

shopping between the EC Member States

and would allow for the drafting of a

simpler derivative benefits clause . For

example, one of the derivative benefit s

provisions found in the Netherlands treaty
grants treaty benefits to a Dutch joint

venture company if three conditions are

satisfied . 24' The third condition, that th e

Dutch company is not a "conduit com-

pany," was added to disqualify those join t

ventures established to route U.S. interest ,

royalties, and other deductible payment s

through EC countries like Italy, with

which the U.S . has a less generous treaty
provision regarding withholding taxes a t

source . 241

B. Implications for Subpart F

The provisions of Subpart F also need

to be reexamined in light of the ta x

harmonization developments in the EC .

Generally, a U.S . shareholder of a foreign

corporation will not be taxed on tha t

foreign corporation's earnings until those

earnings are distributed, which may

occur in any subsequent tax period, if

ever. 242 This delay in the payment of U .S .

tax until the earnings are repatriated i s

referred to as deferral . 243 If the effectiv e

rate of foreign tax of the foreign corpora-

tion is higher than the U .S. rate, thi s

deferral of U .S. taxes does not provide

any tax benefit . However, if the foreign

corporation's effective rate of foreign tax

is less than the U.S. rate, its U .S . share-

holders may enjoy substantial benefits

from deferral . 24 4

To deny the tax deferral advantages of

certain investments, Congress has en -

acted complex rules that require immedi-

ate recognition of income to U .S. share-

holders from certain foreign corporation s

irrespective of whether there is an actua l

distribution . These rules, contained in

Subpart F and first enacted in 1962 ,

endeavor to impose current shareholde r

taxation on certain undistributed income

earned through a foreign corporation . 24 5

As part of a series of tax reform

proposals in 1961, the Kennedy Adminis-

tration recommended the complet e

termination of the deferral of U .S . tax on

earnings of foreign corporations tha t

were controlled by U .S . taxpayers, excep t

for certain income derived by foreig n

subsidiaries in less developed coun-

tries . 246 The Administration justified thi s

proposal on the basis of capital expor t

neutrality, desiring to be tax neutral with
respect to the U .S . shareholder's choic e

of domestic or foreign investment . 24 '

Those opposed to this proposal argue d

that the deferral of U.S . tax on the in-
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come of U.S.-controlled foreign corpora-

tions was necessary to achieve capita l

import neutrality, to enable U .S . compa-

nies to compete effectively in foreig n

markets .' Congress compromised by

eliminating deferral for certain categorie s

of undistributed foreign-source income of

U .S .-controlled foreign corporations ,

essentially non-operating income derive d

from passive foreign financial investment s

and income from manipulable activities in

foreign tax haven countries . '

Two requirements must be met for

Subpart F to apply. First, the U .S. taxpayer

must own at least ten percent of th e

foreign corporation's voting stock . 2S0 Such

a taxpayer, a ten percent shareholder, i s

known as a "U .S . shareholder" 251 Second ,

U.S . shareholders must own more than

fifty percent of the foreign corporation' s

voting power or value . 252 A corporation

that satisfies these requirements is known

as a "Controlled Foreign Corporation "

(CFC) . 255 Its "U .S . shareholders" mus t

include in their taxable income as divi-

dends their pro-rata share of certain type s

of income known as Subpart F income, a s

well as any increase in earnings investe d

in specifically defined U .S. property. L5 4

Subpart F income L55 primarily includes

foreign base company income such as

sales income involving a related party

where the products are manufactured ,

produced, grown, or extracted and con-

sumed or used in a foreign country othe r

than the country in which the CFC i s

organized . 2 " In defining foreign base

company income, Congress was primarily

concerned with the income of a subsid-

iary established to market products and

which has been separated from th e

manufacturing activities of a relate d

corporation solely to obtain a lower tax

rate for the sales income . The provision

does not apply in those cases in which the

property is manufactured or sold in the

same country where the CFC is organize d

because Congress believed that a lowe r

rate of tax was likely to be obtained onl y

through purchases and sales outside o f

the country of incorporation . L5 ' This i s

known as the same-country exception .

Foreign base company service s

income is income derived from th e

performance of services for or on behal f

of a related person outside the country in

which the CFC is organized . 25s As in the

case of sales income, the purpose of

Subpart F as applied to services incom e

was "to deny tax deferral where a servic e

subsidiary is separated from manufactur-

ing or similar activities of a related corpo-

ration and organized in another countr y

primarily to obtain a lower rate of tax fo r

the service income „ 25 9

Congress has always provided a n

exception from the Subpart F rules fo r

foreign subsidiaries not established in tax

haven countries . 2 ' As enacted in 1962 ,

income could be excluded from Subpart F

if it were established that the CFC did no t

substantially reduce taxes .” The excep-

tion was revised by the Tax Reform Act o f

1969 262 so that it was necessary to estab-

lish that reducing taxes was not a signifi-

cant purpose of earning the incom e

through the CFC . 2 '5 In practice, as this

was difficult to establish, taxpayers relie d

on regulations allowing the exclusio n

from Subpart F if the sales income had

borne an effective tax rate equal to at leas t

90 percent of, or no more than 5 percent-

age points less than, the rate of tax appli-

cable in either the country of manufacture

or the country of destination of the

goods . 2C For services income, referenc e

was made solely to the tax rate in th e

country in which the services were

performed .2 5

Section 954(b)(4) as amended by th e

Tax Reform Act of 1986266 now provides

that any item of income, measured under

U .S . tax rules, that is subject to an incom e
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tax imposed by a foreign country at a n

effective rate exceeding 90 percent of th e

highest U .S. corporate tax rate is exemp t

from Subpart F taxation .' This is referred

to as the high-tax exception . Congres s

concluded that the denial of deferral wa s

not necessary when foreign countries ta x

the income at rates approximating o r

exceeding the U .S . corporate rate .-'"

The rationale for requiring a compari-
son between the foreign tax paid and th e

U .S . tax rate is unclear .'`'' Because foreign

base company sales income arises only i f

the CFC deriving the income is incorpo-

rated in a jurisdiction that is neither th e

country of manufacture nor the countr y

of the destination of the sale, there are n o

tax consequences if the CFC is incorpo-

rated at the destination of the sale regard -

less of the tax rate in that jurisdiction .'

Thus, tax deferral is accepted so long a s

the CFC is organized and operated in its

natural business locus to protect th e

competitive position of the corporation i n

that country . '-" Under the rate compari-

son test that was in effect prior to 1986, a

single CFC could sell into more than on e

foreign country without generating

Subpart F income provided that the

foreign taxes paid were not substantially

less than the tax the CFC would have paid

if it had been organized and operated i n

the destination country."' The effect o f

the 1986 amendment is to require th e

formation of a CFC in each foreign coun-

try for which goods are destined or t o

encourage the manufacturing of goods i n

the foreign country in order to achieve

the same tax result ." '
U.S . multinationals have complaine d

that the high-tax exception of §954(b)(4 )

does not always exempt U.S . foreign

subsidiaries that are located in non-tax

haven countries such as the EC membe r

countries .' Thus, in order to sell prod-

ucts in the EC without being subject to

current taxation under Subpart U .S .

multinationals must establish a separat e

subsidiary in each EC country in whic h

they plan to do business.' Certain U .S .

companies have testified that this has

resulted in inefficient operation of thei r

businesses and an inability to compet e

effectively in the EC single market ." '

In response to these concerns ,

Congressman Gibbons (D-FL), Actin g
Chairman of the House Ways and Mean s

Committee, introduced legislation in th e

101st, 102nd, and 103rd Congresses .'"

For example, proposed bill HR 1401 ,

which was introduced on March 18 ,

1993, would amend §954(h) so that the

Member States are treated as a singl e

country for purposes of the Subpart F

rules." "

In testimony submitted to the Way s

and Means Committee in June, 1993, th e
Treasury opposed this legislation statin g

"although the EC is moving toward s

economic integration, the lack of direc t

tax harmonization creates inappropriat e

tax planning opportunities "'The prior

Administration had also stated the con-

cern that a U .S. company could establis h

a subsidiary in a low-tax member of th e

EC and avoid Subpart F inclusion on a

significant portion of its EC busines s

income .' The Treasury's position was

that the possibility of tax avoidance in the

establishment of a single EC base com-

pany was too great so long as the effec-

tive income tax rates varied as greatly a s

they did'"' The Treasury was concerned

about the myriad of deduction and credi t

rules and enterprise zones that result i n

low taxes for certain industries in certai n

locations providing unwarranted tax

avoidance opportunities . '

In general, EC countries are no t

considered low-tax countries .'"' How-

ever, some Member States have specia l

tax regimes for specific locations tha t
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offer significantly reduced tax rates or

other tax incentives such as accelerated

depreciation . 2 " 4 A number of Membe r

States such as Belgium, France, Ireland ,

and Luxembourg, for example, have
created special regimes for financial an d

management activities that may take

advantage of a partial or total exemption

from corporate tax, a special definition of

the tax base, and other incentives . 2 "5

The Ruding Committee shared the U .S .

Treasury's concern that the growing

mobility of capital increases the tempta-

tion for EC Member States to attract

capital from each others' jurisdictions by

offering lower effective tax rates and

special tax schemes designed to attract

internationally mobile business .'" As

economies become increasingly globally

integrated, the competition for investmen t

will become more intense . 2' Neverthe-

less, the Committee concluded there wa s

no convincing evidence that tax competi-

tion would lead to a serious erosion of

corporate tax revenues . 2"" As a safeguard

against such competition, the Community

has proscribed the amount of State ai d

that can be paid to companies2" and the

Commission has a competition depart-

ment that must approve tax law

changes . 2 '0 Also, as a historical matter,

since 1986 every Member State except fo r

Italy and Spain has reduced its corporate

tax rates," yet corporate tax revenues a s

a percentage of GDP and of total tax

revenues have risen . 2 ' 2 These rate reduc-

tions were usually accompanied by base

broadening involving the curtailment o r

repeal of special allowances such as

investment tax credits and incentives for

investment in certain industries or re-

gions . 2"

The same-country exception from

Subpart F allows for deferral so long as the

CFC is organized and operated in it s

natural business locus . Thus, the question

is whether the EC can be considered such

a natural business locus . The EC does not

have a single corporate income tax system

but neither do many federal governments

at the subnational level . Switzerland is

illustrative of the diversity in tax law s

acceptable within a single country. Of

the federal countries, Switzerland is mos t

analogous to the EC as it was created by

the association of completely sovereign

cantons with the goal of maintaining the

traditions, languages, and customs of eac h

of these cantons . 2 '4 The Constitution of

1848 transformed the confederation o f

cantons into the present federal state an d

transferred the power to raise custo m

duties to the national government . 295

The national government of Switzer -

land relies predominantly on indirec t

taxes while the 26 cantons and approxi-

mately 3,000 communes earn most of

their revenues from direct taxation . 296

Specifically, the cantons of Switzerlan d

raise approximately 12 .6 percent of their

total tax revenues from corporate taxes ,

relying more heavily on corporate taxe s

than most of the national governments i n

the EC Member States .' Each canton ha s

its own income tax act and these tax act s

are in some cases quite diverse .' " For

example, while the classical system

prevails in Switzerland, three canton s

operate a split-rate system whereby a

lower rate of tax is levied on distributed

earnings than on retained earnings . 2"

There is progress towards the harmo-

nization of the cantons' direct tax sys-

tems. The Swiss parliament adopted the

Federal Law on Harmonization of th e

Direct Taxes of the Cantons and Munici-

palities in December 1990 and the law

became effective January 1, 1993 . How-

ever, the cantons are allowed eight years

to change their cantonal laws, only afte r

which the law becomes self-executing . 300

The model tax law provides a mandate fo r
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working towards uniform definitions o f

tax entities, the tax base, and taxpayers

and rules for tax dispute resolution . ]" '

Although the cantons are expected t o

amend their own legislation in alignmen t

with the basic taxation principles estab-

lished in the Federal Income Tax Act, th e

cantons will continue to establish thei r

own tax schedules, rates, deductions, and

allowances . i02 Currently, combine d

cantonal and communal corporate incom e

tax rates range from 9 .9 percent to 29 . 6

percent" Note that EC corporate

income tax rates range from 10 percent to

45 percent . ;04

The Swiss cantons freely compete fo r

business investment through tax rat e

reductions and tax concessions designe d

to encourage regional development . 3 " s

The cantons also have the authority t o

conclude tax treaties with foreign govern-

ments and some have done so, although

these cantonal treaties are primarily

concerned with inheritance taxes or the

taxation of frontier workers."' Obviously,

the harmonization of Swiss cantona l

corporate tax law is greater than that o f

the EC Member States due in part to th e

common accounting practices as well as a

single currency within Switzerland . 307 But

the amount of tax diversity within Swit-

zerland is illuminating with respect to the

question of whether the EC can be consid-

ered a natural business locus .

Other factors to consider include the

fact that incorporation as a Europea n

corporation in Europe is not yet possible .

The proposed regulation on the Europea n

Company Statute has not been adopte d

because of political differences concern-

ing worker representation . i0" Adoption of

this statute only requires a qualifie d

majorityi1 ' but Germany, Ireland, and the

UK remain opposed . 31O Movement may

occur in 1995 as a result of the enlarge-

ment of the EU as the qualified majority

necessary for adoption will change . i1

Similarly, in many cases Europea n

companies are unable to consolidate thei r

separate country subsidiaries becaus e

corporate law does not provide for such

mergers . 312 France, Italy, Portugal, and

Spain, however, are the exceptions wher e

it appears that mergers of subsidiarie s

into a new or existing European compan y

may take place within the existing lega l

framework. Transfers of assets and

exchanges of shares generally are als o

already possible as all Member State s

except for Greece have domestic laws

which permit and recognize such cross -

border transactions . 313 All Member States

but Greece have also implemented th e

relevant provisions of the Mergers Direc-

tive so that tax deferral of any capita l

gains tax liability is available. Thus ,

European companies can establish a

single European company structur e

indirectly by using the asset transfer

provision:"1 4

There are changes in the way Euro-

pean companies are doing business .

Centralized warehouses and the consoli-

dation of operations are allowing thes e

companies to become more efficient . 31 '

The new VAT system for intra-communit y

trade became effective January 1, 199 3

and in general, the transition went more

smoothly than anticipated. 316 Enough

progress has been made to ensure tha t

the Community begins to reap the finan-

cial rewards that were promised by E C

92. Of the 282 measures in the Whit e

Paper, only 18 have not been approve d

by EC members . i17 The push towards

economic and monetary union will mak e

harmonization inevitable .

In the meantime, U .S. companie s

should not be encouraged to establish o r

continue inefficient corporate structures

solely for U .S . tax purposes as they strive

to take advantage of EC opportunities .
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The advantages of an EC holding company

structure are often outweighed by th e
implementation and operational cost s
imposed under U .S . tax law. 3 '" U.S . com-

panies are unable to reallocate capita l

within an EC holding company structure

efficiently!'" and may not be able to avoid

foreign dividend withholding taxes .

France, Germany, Italy, and Spain hav e

anti-abuse clauses in their laws implement-

ing the Parent-Subsidiary Directive which

bar application of the directive where the

ultimate parent is a non-EC resident . 320

The concern over tax avoidance i s

legitimate but most of the EC special tax

regimes are targeted at manufacturing o r
financial services income . Manufacturing

in the CFC's country of incorporation i s

sufficient to preclude application of

Subpart F regardless of where the sale s

activity transpires . For example, unde r

present law a U.S. company is able t o

locate a manufacturing plant in Ireland t o

take advantage of the special ten percent

tax rate for manufacturing income, sel l

this product throughout the EC, an d

preserve the benefit of deferral on all the

income . i21 This income would not b e
considered foreign base company sale s
income because the manufacturing too k

place outside the U .S . Similarly, many o f
the EC special tax regimes are targeted a t
services income which are also eligible fo r

the same-country exception as long as th e

services are performed in the country i n

which the CFC is incorporated . The

Treasury's tax avoidance concerns should

be alleviated if a foreign base company i s
permitted to treat the EC as a single

country only if subject to the regular

corporate tax regime of the country of its

incorporation .

The Treasury also argues that othe r

regional trading blocs should be treated as

a single country if the EC receives suc h

treatment, thus unravelling Subpart F i22

Single country treatment of other eco-

nomic regions is justified once they hav e

established an institutional structur e

comparable to that of the EC that allow s
the trading bloc to vigorously pursue th e

harmonization of their economies, curren-

cies, and laws . To date, none of the

regional trading blocs have any of the

federal characteristics of the EC or the

goal of pursuing far reaching economic ,

monetary, and legal harmonization .

Although there is not a compelling case

for treating the EC as a single country a t

this time, given the work that remains o n

the harmonization of direct taxes, corpo-

rate law, and monetary union, the ta x

policy goals of administrability, simplicity,

and economic efficiency argue for suc h

treatment . i2"

III. Conclusion
To achieve a coherent system of

international taxation, the United State s

must take note of how other countries ta x

international income . 32" The European

Community is especially important no t

only because of the twelve Member State s
that currently comprise the Community ,

but also because of the many countrie s

that aspire to join . The tax systems of th e

twelve Member States, as well as the

evolving body of EC tax law, are bein g

closely monitored by the EFTA countrie s

as they pursue tax reform and by the

Eastern European countries as the y

develop their tax systems . The tax poli-
cies pursued by this group will have

important consequences for global eco-

nomic conditions .

Complete harmonization of the EC' s

corporate tax laws is neither likely no r

necessary, but movement towards more

uniformity is inevitable . The Commission

will continue to urge the adoption o f

proposed directives such as the Loss
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Directive . These changes will logicall y

lead to a reexamination of corporate ta x

rates, tax bases, and the treatment of

capital gains and losses . i25 The thrus t

towards economic and monetary unio n

will also facilitate and expedite the tax

harmonization process . The adoption of a

single currency will so intertwine the

domestic economies that the adoption of

a common corporate tax system should

not be as difficult as it now appears .

Business pressures and the fear of Com-

munity preemption may also naturally

drive the Member States towards a mor e

tolerable alignment of corporate tax

systems. And as none of the EC countrie s

relies on the corporate income tax as a

major source of revenue, this process

should not be as painful as VAT rate

approximation .

Specifically, U .S . tax treaty policy

should take into consideration the direc t

tax harmonization accomplished thus far

and the proposals for the future . Al -

though the negotiation of a single treaty

with the EC would produce significan t

benefits for the U .S . both substantively

and administratively, the EC Member

States are not yet willing to transfer thei r

sovereignty to conclude tax treaties to th e

Community. The alternative is to strive

towards uniformity in the tax treat y

negotiations currently underway with hal f

of the Member States . An examination o f

the policies underlying the same-countr y

exception of Subpart F leads to th e

conclusion that given appropriate safe -

guards, administrability, simplicity, and

economic efficiency can be improved b y

treating the EC as a single country for thi s

purpose .

Endnotes
' Full harmonization means th e

establishment of identical tax bases, rates ,
systems, etc ., throughout the European

Community as a result of action at th e
Community level by the Commission or

other agencies of the Community such a s

the European Court of Justice . COMMISSIO N

OF THE EUROPEAN COMMUNITIES, REPORT OF TH E

COMMITTEE OF INDEPENDENT EXPERTS O N

COMPANY TAXATION 19 (1992) [hereinafter

Ruding Report] .
2 Coordination refers to any action i n

the form of directives, conventions ,

recommendations, guidelines, etc ., taken

by the Commission or an EC Membe r

State to affect the tax practices of th e

member countries . Id.

i Approximation means the establish-

ment of a range of possibilities for th e

Member States to choose from — choices

outside that range are not allowable .

Marlin Risinger,Address at the National

Tax Association Tax Institute of America 4

(Oct . 12, 1992) .

4 The EC Commissioner for taxation ,

Mrs. Christine Scrivener, issued a commu -

nication in 1990 setting forth guidelines

on company taxation and the measure s

the Commission thought necessary to

establish and further develop the interna l

market . In this communication, Mrs .

Scrivener stated that the Europea n

Commission had abandoned its goal o f

full harmonization of direct taxation i n

the EC for a more practical approach —

convergence of the respective corporat e

tax systems . COMMISSION OF THE EUROPEA N

COMMUNITIES, COMMISSION COMMUNICATION 'IO

PARLIAMENT AND TO TILE COUNCII . - GUIDELINE S

ON COMPANY TAXATION SEC (90) 601 fina l

[hereinafter GUIDELINES ON COMPANY TAXA -

TION] .

Id. at 2 . Subsidiarity, as now

defined in the Maastricht Treaty, is the

principle that except in the areas wher e

the Community has exclusive compe-

tence, it should only act when Membe r

States cannot sufficiently achieve th e

objectives . Treaty on European Union ,

26



Feb. 7, 1992, art . G(5), 1 CMLR 71 9

[hereinafter TEU] .
6 TREATY ESTABLISI-LING THE EUROPEAN

ECONOMIC COMMUNITY, Mar. 25, 1957, art . 1 ,

298 U.N.T.S . 3 [hereinafter Treaty of

Rome] . The term EEC Treaty will be use d

to refer to the original treaty prior to any

amendments . This Treaty established th e

European Economic Community in 1958 .

Treaty of Rome, supra note 6, art . 5 .

The TEU formally renamed the Europea n

Economic Community the Europea n

Community (EC). TEU, supra note 5, art .

G(1) . The TEU also established the Euro-

pean Union (EU), but only the EC ha s

international legal status .

' NOEL, WORKING TOGETHER : THE INSTITU-

TIONS OF THE, EUROPEAN COMMUNITY 5 (1993) .

See Treaty of Rome, supra note 6,

art 2 . For example, the creation of a

customs union, the first step towards a

common market, was completed by 1968 .

As a result, trade increased among th e

original six Member States from $6 . 8

billion in 1958 to $60 billion in 1972 .

EUROPEAN COMMISSION DELEGATION '1'0 THE

UNITED STATES,THE EUROPEAN UNION :A GUID E

12 (1994) [hereinafter EU GUIDE] .

° Treaty of Rome, supra note 6, arts .

54, 100a .
I' FORWARD TO TAX COORDINATION IN TII E

EC 3-4 (Sijbren Cnossen ed ., 1987). The

Fredersdorf Report concluded in 197 8

that it was not essential to harmonize

personal income taxes . Id. at 41 .

12 Jonathan Schwarz, Survey of World

7âxation, FIN . TIMES, May 20, 1994, at III ;

see 1994 O.J . (L 39) 22; see also infra note

66 and accompanying text for an explana-

tion of the authority of a recommenda-

tion .

's Coopers & Lybrand, Direct Taxa-

tion, EC COMMENTARIES, May 5, 1994, at 65 . 1

[hereinafter Direct Tax] .

" Treaty of Rome, supra note 6, art .

220 .

15 Treaty of Rome, supra note 6, art .

100 ; see also EUROPEAN DOCUMENTATION ,

TAXATION IN THE SINGLE MARKET 6 (1990)

[hereinafter TAXATION IN THE SINGLE MARKET] .

Other provisions pertaining to company

taxation are Articles 52, 58, 73b, and 221 .

Articles 52 and 58 are intended to guaran-

tee freedom of establishment for compa-

nies constituted in accordance with the

law of the Member State ; freedom o f

establishment includes the right to engage

in and pursue activities as self-employe d

persons as well as to set up and manag e

enterprises . Treaty of Rome, supra note

6, arts . 52, 58 . Article 73b is intended t o

ensure the free movement of capital by

providing that Member States shall abolis h

restrictions on the movement of capital

belonging to residents of another Membe r

State . Treaty of Rome, supra note 6, art .

73b. Under Article 221, Member State s

are required to ensure that the other EC

nationals receive the same treatment a s

their own nationals with respect to th e

participation in the capital of companies .

Treaty of Rome, supra note 6, art . 221 ,

see also Michael Daly and Joann Weiner ,

Corporate Tax Harmonization an d

Competition in Federal Countries: Some

Lessons for the European Community? ,

XLVI NAT'LTAx J. 441, 460 n .33 (Dec .

1993) .
16 Commission of the Europea n

Communities, Report from the Commis-

sion to the Council on the Scope for

Convergence of Tax Systems in th e

Community, S . 1/80 BULL . OF THE EUR .

COMMUNITIES 13 (1980) .

Cnossen, supra note 11, at 4-5 ; see

COMMISSION OF THE. EUROPEAN COMMUNITIES ,

COMPLETING TIIE INTERNAL MARKET, WHITE PAPE R

FROM TIIE COMMISSION TO TIIE EUROPEAN COUNCI L

3 (1985) [hereinafter WHITE PAPER] . The

European Council comprises Heads of

State or Government and the President of

the Commission and meets at least twice a
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year, at the end of each Member State' s

six-month presidency of the Council . EU

GUIDE, supra note 9, at 9 .

Robert H . Aland, Europe 1992, Tax

Planning for U.S. Multinationals, 68

TAXES 1072, 1073 (Dec . 1990) . The origi-

nal 300 measures were subsequently

reduced to 282 . The measures were

divided into three categories : measures to

remove physical barriers ; measures to

remove technical barriers ; and measures

to remove fiscal barriers . Id. at 1074 .
19 White Paper, supra note 17, at 38 .

Single European Act, 1987 O . J . ( L

169) 1, 4 [hereinafter SEA] .

2 ' A.G.Tom, 1 THE OXFORD

ENCYCLOPAEDIA OF EUROPEAN COMMUNITY LA W

482 (1990) .

zz SEA, supra note 20, art . 13 (adding

a new Article 8a to the EEC Treaty) ; see

also TAXATION IN THE SINGLE MARKET, supra

note 15, at 5 . The internal market can be

thought of as a stepping stone towards a

common market which is the objective

outlined in art . 2 of the Treaty of Rome .

Johan Brands, Comment: Trade-Off Be-

tween Subsidiarity and Neutrality, in

TAXATION OF CROSS-BORDER INCOME, HARMON I-

ZATION, AND TAX NEUTRALITY UNDER EUROPEA N

COMMUNITY LAW 35, 36 n .52 (1994) .

Aland, supra note 18, at 1073 .

SEA, supra note 20, art . 13 .

Maastricht European Union

Treaty to Enter Into Force, EC Delegatio n

Says, PR NEWSWIRE, Oct . 14, 1993, avail-

able in LEXIS, WORLD Library, PRNEWS

File ; The Maastricht Recipe, THE ECONOMIST ,

Oct. 23, 1993, at 15 [hereinafter

Maastricht Recipe] .

26 'FEU, supra note 5, art . A ; see also

EU GUIDE, supra note 9, at 3 ; European

Union Closer to Making Single Currency

for 12 Member States, SACRAMENTO BEE, Jan .

2, 1994, at Al2 .

17 Europe's Monetary Future . From

here to EMU,THE ECONOMIST, Oct . 23,

1993, at 25 .
28 Patrick Oster, Europe Finds

Economic Unity Elusive Dream; Protec-

tionism, Regulation Slow Efforts to

Create Single Market, WASH . POST, Jan. 23 ,

1994, at hOl .

29 Treaty of Rome, supra note 6, art .

3b . See supra note 5 and accompanyin g

text for further explanation of the

subsidiarity principle .

30 See infra notes 35-49 and accom -

panying text .

. i1 Treaty of Rome, supra note 6, art .

73d .

32 Germany, France, Italy, Ireland ,

and the UK currently alleviate the eco -

nomic double taxation of benefit s

through imputation credit methods .

Ruding Report, supra note 1, at 194 ; see

infra note 96 and accompanying text ; see

also Daly, supra note 15, at 460 n .31 .
33 EUROPEAN DOCUMENTATION, EUROPEA N

UNIFICATION : THE ORIGINS AND GROWTH OF TH E

EUROPEAN COMMUNITY (1990) [hereinafte r

EUROPEAN UNIFICATION] .

i4 GEORGE BERMANN ET . AL ., CASES AN D

MATERIALS ON EUROPEAN COMMUNITY LAW 5 0

(1993) ; DAVID FREESTONE & J . SCOrl '

DAVIDSON,TIIE INST I 'T'UTIONAL FRAMEWORK O F

THE EUROPEAN COMMUNITY 55-90 (1988) ;

TREVOR CLAYTON HARTLEY, THE FOUNDATIONS O F

EUROPEAN COMMUNITY LAW 8-47 (2d ed .

1988) .

33 EUROPEAN UNIFICATION, supra note

33, at 26 ; see FREESTONE & DAVIDSON, supra

note 34, at 67 ; see also HARTLEY, supra

note 34, at 14 . The TEU has renamed the

Council the Council of the European

Union . EU GUIDE, supra note 9, at 8 .

36 See Lobbying, in SINGLE EUROPEAN

MARKET REPORTER 2-A, 2-4 (Baker &

McKenzie, Oct . 1989) .
37 BERMANN, supra note 34, at 51 ;

FREESTONE & DAVIDSON, supra note 34, at

67 ; HARTLEY, supra note 34, at 14. The

Danish Presidency of the Council ended

2 3

2 4

2 5
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on June 30, 1993 and Belgium held the

presidency through December 31, 1993 .

Stephen Nisbet, Belgium Take Over EC

Presidency, REUTER FINANCIAL WIRE, July 1 ,

1993, available in LEXIS, WORLD Library,

REUFIN File . Greece held the presidenc y

through June 30, 1994 . EC: Greece

Assumes Council Presidency for the First

Half of 1994, AGENCE EUROPE, Dec. 31 ,

1993, available in LEXIS, WORLD Library,

TXTNWS File . Germany, France, and

Spain will hold the presidency in that

order for the three six-month term s

through 1995 . Tom Buerkle, Spaniard

Trips up Dutchman in Race for EC's Top

Post, INT ' l . HERALD TRIBUNE, June 8, 1994 .
is Treaty of Rome, supra note 6, art .

145 ; see also BERMANN, supra note 34, a t

51-52 ; FREESTONE & DAVIDSON, supra note

34, at 69-70 .

3 ' The Commission will have 20

members once the Community is enlarged

to 15 Member States and from January

1995 will be appointed to 5-year terms

coterminously with the European Parlia-

ment . Institutional Implications of

Norwegian 'No' Vote,THE REUTER EURO-

PEAN COMMUNITY REPORT, Decembe r

1, 1994, available on LEXIS, WORL D

LIBRARY, REUEC File .

40 EUROPEAN UNIFICATION, supra note 33,

at 29 ; see Treaty Establishing a Single

Council and a Single Commission of th e

European Communities (Merger Treaty) ,

1965, art . 10(2) ; see also BERMANN, supra

note 34, at 57 ; FREESTONE & DAVIDSON, supra

note 34, at 57 ; HARTLEY, supra note 34, at

8-9 .
FREESTONE & DAVIDSON, supra note

59-60 ; HARTLEY, supra note 34, at 10 .

KPMG, 1992 GETTING READY - A

BRIEFING FOR TAX PROFESSIONALS app. 3 (1989) .

43 EUROPEAN UNIFICATION, supra note 33,

at 29 ; see also Treaty of Rome, supra note

6, art . 155 ; BERMANN, supra note 34, at 292 ;

FREESTONE & DAVIDSON, supra note 34, at 60-

66 ; HARTLEY, supra note 34, at 11-13 .

44 EUROPEAN UNIFICATION, supra note 33 ,

at 29 ; BERMANN, supra note 34, at 65 ; Tyle r

Marshall, EU Voters Turn Against Estab-

lished Parties; Europe: Governments i n

Britain, France and Spain Receive Sharp

Rebukes, Los ANGELES TIMES, June 13, 1994,

at A7, 131 .
45 Non, supra note 8, at 5 ; see also

BERMANN, supra note 34, at 64 ; Marshall ,

supra note 34, at A7 The proposed

number of seats in the enlarged Europea n

Parliament is 626, affording Austria 2 1

seats, Finland 16, and Sweden 22 . EU

Enlargement.. Implications of Norwegian

"No" Vote, EUROPEAN REPORT, Decem-

ber 7, 1994, available on LEXIS, WORLD

LIBRARY, EURRPT File .
46 Treaty of Rome, supra note 6, art .

137 ; BERMANN, supra note 34, at 64 ;

FREESTONE & DAVIDSON, supra note 34, at 71 .

The TEU introduced a new article 138b to

the Treaty of Rome. This new articl e

permits Parliament to ask the Commissio n

to submit legislative proposals . Further-

more, the 1992 TEU actually gives Parlia-

ment a form of co-decision on certain

types of legislation while retaining the

cooperation procedure or the consulta-

tion procedure for others . BERMANN, supra

note 34, at 63-68;Treaty of Rome, supra

note 6, art . 189b . See infra note 49 for a

description of the co-decision procedure .

' SEA, supra note 20, art . 6 ; see also

BERMANN, supra note 34, at 66 ; FREESTONE &

DAVIDSON, supra note 34, at 76-78; HARTLEY ,

supra note 34, at 32-34 .

48 HARTLEY, supra note 34, at 32-33 .

Under the cooperation procedure, th e

Council must adopt a common positio n

by a qualified majority. This position is

then referred to the Parliament for a

second reading after which one of th e

following transpires :

1) the Parliament adopts the position

or fails to make a decision, in which cas e

4 1

34, at
42
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the Council must adopt the commo n
position ; or

2) the Parliament rejects the positio n

in which case it may only be adopted by
unanimous vote of the Council ; or

3) the Parliament proposes amend-

ments to the position, in which case th e

Council can adopt the amended proposa l

by qualified majority if the Commission

supports the amendments or the Counci l

can adopt the amended proposal b y

unanimous decision if the Commissio n

opposes the amendments .

KMPG, supra note 42, at 8, 12 .

`" The TEU creates a third legislativ e

process, the co-decision procedure as

outlined in new article 189b of the Treat y

of Rome. The co-decision procedure wil l

apply widely, in particular to the harmoni-

zation directives, although not wit h

respect to indirect or direct tax harmoni-

zation. This new process will essentially

give Parliament veto power over legisla-

tion in policy areas such as the environ-

ment, research and development, culture ,

education, vocational training, and youth .

BERMANN, supra note 34, at 89-90 . For

example, Parliament can definitively end

the legislative process by rejecting th e

common position agreed to by the Coun-

cil . Pierre Mathijsen, The Power of the

Co-Decision of the European Parliamen t

Introduced by the Maastricht Treaty, 8

Tni . . EuR . & Civ . L . F. 81, 85-86 (1993) .

5" Treaty of Rome, supra note 6, art .

4(2) .

51 The European Atomic Energ y

Community was also established by a

treaty signed on March 25, 1957 . Treaty

Establishing the European Atomic Energy

Community (EURATOM), Mar . 27, 1957 ,

art .1, 298 U .N.T.S . 169. This Community

was tasked with the development of a

common structure for nuclear energy .

IJ .N1TED S'rATIS DEPARTMENT OF STATE, EUROPEA N

COMMUNITY, BACKGROUND Noms 3 (1990) .

52 BERMANN, supra note 34, at 83-84

n .4 ; FREESTONE & DAVIDSON, supra note 34 ,
at 85-86 ; HARTLEY, supra note 34, at 36-37 .

5_i PRICE WArERHOUSE, EUROPEAN COMM U -

NITIES 17 (1987) .

Treaty of Rome, supra note 6, art .

Treaty of Rome, supra note 6, art .

189. Article 189 expressly provides tha t

regulations are directly applicable . Id.

56 The TEU amended Article 189 o f

the Treaty of Rome to read : "In order to

carry out their task and in accordance

with the provisions of this Treaty [TEU] ,

the European Parliament acting jointly

with the Council and the Commissio n

shall make regulations, issue directives ,

take decisions, make recommendations ,

or deliver opinions ." Treaty of Rome ,

supra note 6, art . 189 .

57 Amended proposal for a Counci l
Regulation on the Statute for a Europea n

Company, 1991 O .J . (C 176) 1 ; PRICE

WATERHOUSE, supra note 53, at 20 ; see

infra note 308 and accompanying tex t

for a discussion of the regulation on th e

European Company Statute .
Ss Treaty of Rome, supra note 6, art .

189 . Directives can never be directly

applicable . A provision of Communit y

law is considered directly applicable only

if it need not be incorporated into domes -

tic legislation before becoming an ele-

ment of the national legal order. BERMANN ,

supra note 34, at 180 .

PRICE WAIERIIOUSE, supra note 53, a t

Treaty of Rome, supra note 6, art .

According to the van Gend en

Loos case, a Community law rule ha s

direct effect if it creates rights for private

parties that Member State institutions are

legally bound to enforce against th e

Member States themselves and possibly

against other private persons . BERMANN ,

54

189 .
5 5

59

18 .
Go

189 .
a 4
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supra note 34, at 166 and 181 . Case 26/
62,Van Gend en Loos v. Nederlandse

Administratie der Belastingen, 1963 E.C.R .

1 .
62 Case 8/81, Becker v. Finanzamt

Munster - Innenstadt, 1982 E .C .R . 5 3
(holding that the Sixth VAT Directive wa s

directly effective since Germany had not

yet implemented the directive) .
63 BERMANN, supra note 34, at 184 .

C4 Case 41/74, Van Duyn v. Home
Office, 1974 E.C .R . 1337 (holding that a

directive on the freedom of movement o f

workers was directly effective because i t

was clear, unambiguous, and capable o f

judicial application) .

`' Treaty of Rome, supra note 6, art .

189 ; see also NOEL, supra note 8, at 7 .

(,6 PRICK WATERHOUSE, supra note 53, a t

12 .
67 The SEA also amended Article 99 to

provide that the Council should adopt

legislation harmonizing turnover taxes ,

excise duties, and other forms of indirec t

taxation to the extent necessary to ensur e

the establishment and functioning of th e

internal market by the end of 1992 . Treaty

of Rome, supra note 6, art . 99 .
68 PRICE WATERHOUSE, supra note 53, at

18 .
` u KPMG, supra note 42, at app . 1 .

70 The Economic and Social Commit -

tee must also be consulted for any legisla-

tion deriving from Article 100 . FREESTONE &

DAVIDSON, supra note 34, at 84-86 . See

supra note for explanation of coopera-

tion procedure and supra note 49 for

explanation of co-decision procedure .

71 PRICE WATERHOUSE, supra note 53, a t

18-19 . This unanimity requirement

applies both to provisions for the harmo-

nization of legislation concerning turnove r

taxes, excise and other forms of indirec t

taxation under Article 99 and directives fo r

the approximation of direct taxes unde r

Article 100 . Id. at 5 .

SEA, supra note 20, art . 18 .

Id.

Risinger, supra note 3, at 2 .

A .P. LIER ET AL .,TAX AND LEGAL ASPECT S

OF EC HARMONIZATION 18 (A.P. Lier ed . ,

1993) .
76 EUROPEAN UNIFICATION, supra note 33 ,

at 29 . The Member States and other EC

institutions may also bring an actio n

before the Court, if the Council or the

Commission fails to fulfill its obligatio n

under the Treaty. LIER, supra note 75, a t

19 .
77 Roger M . Poor, The European

Community's "Project 1992"- Back -

ground and Outlook For The Unite d

States, EcoN. DEV . REV . 7, 9 (Fall 1989) .

PRICE WATERHOUSE, supra note 53, a t

KPMG, supra note 42, at app . 1 .

Treaty of Rome, supra note 6, art .

171 .
81 EUROPEAN DOCUMENTATION, EUROPEA N

UNION : EUROPE ON TILE MOVE at 18 (1994 )

[hereinafter EUROPEAN UNION] .
82 EUROPEAN UNIFICATION, supra note 33 ,

at 33 .
83 EUROPEAN DOCUMENTATION,THEABC O F

COMMUNITY LAW at 35 (1991) [hereinafter

COMMUNITY LAW] ; see Treaty of Rome, supra

note 6, art . 164 .
84 LIER, supra note 75, at 19 . The

Court of Justice does not opine on validit y

of recommendations or opinions . Id.
85 Id.
86 COMMUNITY LAW, supra note 83, at

37 ; see also Treaty of Rome, supra note 6 ,

art . 177 .
LIER, supra note 75, at 20 .

Id. at 21 .
Direct taxes include the OEC D

categories of Income and Profits (1000) ,

Social Security (2000), and Payroll (3000)
taxes which correspond to corporat e

income, personal income, and social

security taxes in Table 1 . This classifica-

7 2

73

7 4

7 5

7 8

62-63 .
7 9

80

8 7

88

89
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tion is in accordance with the system of

National Accounts, United Nations, 1968 .
9" Indirect taxes include the OECD

categories of Property (4000) and Goods

and Services (5000), taxes which corre-

spond to property and consumption taxe s

in Table 1 . This classification is in accor-

dance with the system of National Ac -

counts, United Nations, 1968 .

" See e.g.,ALAN T. PEACOCK AND JAC K

WISEMAN,TFIE GROWTH OF TIIE PUBLIC EXPEND I-

TURES IN TIIE UNITED KINGDOM 26-27 (1961) ;

Richard Goode, The Tax Burden in the

United States and Other Countries, in

FINANCING DEMOCRACY :TFIE ANNALS OF TH E

AMERICAN ACADEMY OF POLITICAL AND SOCIA L

SCIENCE 89 (1968) ; KEN C . MESSERE, TAX

POLICY IN OECD COUNTRIES : CHOICES AN D

CONFLICTS 119 (1993) ; see generally RICH -

ARD A . MUSGRAVE, FISCAL SYSTEMS (1969) ; TII E

UNDERGROUND ECONOMY IN THE UNITED STATE S
AND ABROAD (Vito Tanzi ed ., 1982) .

92 Sijbren Cnossen, Tax Structure

Developments, inTAx COORDINATION IN TII E

EC 19, 22 (Sijbren Cnossen ed ., 1987) .

'i Treaty of Rome, supra note 6, art .

100 ;TAXATION IN 'TIIE SINGLE MARKET, supra

note 15, at 25 .
" Christiane Scrivener,Address to th e

Members of the European Commission ,

Paris, (Feb . 1990), reprinted in TAXATION I N

TIIE SINGLE MARKET, supra note 15, at 25 .

' 5 Cnossen, supra note 92, at 39 .

96 Council Directive 90/435/EEC o f

23 July 1990 on the common system of

taxation applicable to parent companies

and their subsidiaries in different Membe r

States, 1990 O .J . (L 225) 6 [hereinafter

Parent-Subsidiary Directive] .

Council Directive 90/434/EEC o f

23 July 1990 on the common system of

taxation applicable to mergers, divisions ,

transfers of assets and exchanging share s

concerning companies of different Mem-

ber States, 1990 O.J . (L 225) 1 [hereinafte r

Mergers Directive] .

" Convention 90/436/EEC on the

elimination of double taxation in connec-

tion with the adjustments of transfers o f

profits between associated undertakings ,

1990 O.J . (L 225) 19 [hereinafter Arbitra-

tion Convention] .

" See GUIDELINES ON COMPANY TAXATION ,

supra note 4, at 10 .

100 Roger H .A. Muray, European

Direct Tax Harmonization-Progress in

1990, EuR . TAX'N 74-85 (Mar. 1991) .
101 TAXATION IN TILE SINGLE MARKET ,

supra note 15, at 25 .
102 Parent-Subsidiary Directive, supra

note 96, art . 5 . Imputation taxes such as

the precompte in France, imposta di

congualio in Italy, equalization ta x

(Ausschuttungsbelastung) in Germany ,

and advance corporation tax (ACT) i n

Ireland and the UK are still allowed .

These taxes ensure that all dividends paid

out for which there is a shareholder tax

credit have actually been subject to

domestic corporate tax . Ruding Report ,

supra note 1, at 54 ; see Parent-Subsidiary

Directive, supra note 96, art . 7 .
103 Parent-Subsidiary Directive, supra

note 96, art . 4 . The Directive is limited t o

a company that takes one of the lega l

forms listed in the Annex to the Directive ,

is resident for tax purposes in a Membe r

State, and is subject to one of the corpo-
rate taxes listed in Article 2 . Id. at art . 2 .

See infra note 173 and accompanying

text for discussion of expansion of the

scope of the Parent-Subsidiary Directive .

Member States have the option of no t

applying the Directive to companies

which do not maintain their holdings i n

the subsidiary for a continuous period of

at least two years . Id. at art . 3 .

0'1 Muray, supra note 100, at 75 ; see

also TAXATION IN THE SINGLE MARKET, supra

note 15, at 26 .
105 Ruding Report, supra note 1, at

195-196 . Luxembourg and the Nether-
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lands operate classical corporate tax

systems under which corporate profit s

distributed as dividends are fully taxable a t

the corporate level and again at the

shareholder level . The other Membe r

States provide relief for this double taxa-

tion at either the corporate level, the

shareholder level, or both levels . Ger-

many levies a lower tax rate on dividen d

distributions and Greece allows a partia l

or full deduction for dividend payments .

Germany, France, Italy, Ireland, and th e

UK provide shareholder relief by granting

imputation credits with France, Germany ,

and Italy providing a full credit for corpo-

rate taxes actually paid . Belgium, Den-

mark, and Portugal levy reduced persona l

tax rates on dividend receipts . Id. at 194 ;

see infra note 163 for Ruding Committe e

recommendations .

"° Risinger, supra note 3, at 21 .

Germany integrates corporate and share-

holder taxation by means of a combina-

tion of imputation credit and split rate

(the use of a lower corporate rate fo r

distributed profits than for retaine d

earnings) . Because of the nondiscrimina-

tion clause of Germany's tax treaties, th e

benefit of the split rate cannot be denie d

to foreign shareholders . Id. As zero rate

withholding effectively forces Germany t o

extend the benefit of the split rate t o

foreign parent companies, Germany may

continue to exact a 5 percent withholding

tax until mid-1996, provided it continue s

to grant a rate reduction for distributed

profits of at least 11 percentage points .

Id. at 20 .

'"' Muray, supra note 100, at 78 .

Parent-Subsidiary Directive, supra

note 96, art . 8 . Germany may withhold

5% on dividends until July 1, 1996 as lon g

as the corporate income tax rate o n

retained earnings exceeds the rate o n

distributed profits by 11% . Id. at art . 5 ,
para . 3 . Greece may withhold on clivi -

(.ends distributed to parent companies i n

other Member States until it implements a

corporate tax on distributed profits . Id. at

art . 5, para. 2 . Note, Greece abolished

dividend withholding tax for years afte r

June 30, 1992 . Peter Cussons, The Parent-

Subsidiary and Merger Directives, 2 BRrr .

TAx REV . 105, 108 (1993) . Portugal may

withhold 15% on dividends until 1997 and

10% until 2000 . Parent-Subsidiary Direc-

tive, supra note 96, art . 5, para. 4 .

' 09 Simona Bellettini, Parent-Subsid-

iary Finds Home in Italy, 4 INT ' L TAX REV .

36 (Apr. 1993) .
"0 The UK and Germany adopted th e

credit method . However, German ta x

treaties with other Member States exemp t

dividends received by a German compan y

from certain treaty partner resident

companies . Augusto Fantozzi and Andre a

Manganelli, Parent-Subsidiary Directiv e

Changes EC Corporate Operations, 4 J .

INT ' L TAX ' N 349, 351 (Aug . 1993) .

"' The Parent-Subsidiary Directive

permits a Member State to disallow

expenses relating to the subsidiary hold-

ing not to exceed 5% of the profits distrib -

uted by the subsidiary if expenses are

fixed at a flat rate. Parent-Subsidiary

Directive, supra note 96, art . 4, para. 2 .

Thus, the maintenance of a tax charge o n

5% of the profits complies with the

Directive . Bellettini, supra note 109, at

36 .

Id.

Parent-Subsidiary Directive, supra

note 96, art . 1, para. 2 .

"4 Augusto Fantozzi and Andre a

Manganelli, Italy, 1 EC TAx REV . 32, 38

(1993) (noting that differences in th e

effectiveness of the anti-avoidance rules i n

a particular jurisdiction are likely to

distort competition and decisions on th e

location of investment) .

15 Gilbert Tixier and Dominiqu e

Berlin, France, 1 EC TAx REV . 24, 2 5

11 2

Ili
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(1993) .
"6 TAXATION IN THE SINGLE MARKET, supra

note 15, at 26 .

"' Mergers Directive, supra note 97 ,

art . 2 .

Article 2(a) defines "merger" as a

combination of two or more existing

companies into an existing company or a

new company (including a parent) in

which the shareholders of the merge d

companies receive securities of the

surviving or new company and cash, i f

any, not exceeding 10 percent of th e

nominal value or accounting par value o f

those securities . A "division" is defined i n

Article 2(a) as a transfer by an existin g

company of all its assets and liabilities to

two or more existing or new companies

in exchange for the issuance of securitie s

to the transferor's shareholders . A "trans-

fer of assets" is defined in Article 2(c) as a

transfer of one or more branches by one

company to another company in ex-

change for securities to the transferee . An

"exchange of shares" is defined in Articl e

2(d) as a holding in the capital of anothe r

company such that it obtains a majority o f

the voting rights in that company in

exchange for the issue to the shareholder s

of the latter company, in exchange fo r

their securities, of securities representin g

the capital of the former company, and, i f

applicable, a cash payment not exceedin g

10 percent of the nominal value of th e

accounting par value of the securities

issued in exchange . Id. ; see also Aland ,

supra note 18, at 1075 n .29 .

"' John F. Chown, The Mergers

Directive - Some Broader Issues, INTERTAX ,

Oct . 1990, at 409-10 ; see Mergers Direc-

tive, supra note 97, art . 4 .

"' Aland, supra note 18, at 1075 ; see

I .R .C . § 368 .

1L) Muray, supra note 100, at 77 .
' 2 ' Helmut Becker, Europe 92 and

Taxation, INTERTAX, Oct . 1990, at 408 ; see

Proposal for a Tenth Council Directive

based on Article 54(3)(g) of the Treaty

Concerning Cross-Border Mergers o f

Public Limited Companies, 1985 O .J . (C

23) 11 [hereinafter Tenth Council Direc-

tive] . This Directive would enable cross -

border legal mergers and divisions to th e

extent not already provided for unde r

current domestic law and is also know n

as the Tenth Company Law Directive .

Cussons, supra note 108, at 111 .

122 Muray, supra note 100, at 78-79 ;

see infra notes 173-174 and accompany-

ing text for discussion of proposed

amendments to the Mergers Directive .

'23 Consolidated Commentary on

the Present Status of Implementation of

the Tax Directive on Mergers, Divisions,

Transfers of Assets and Exchanges of

Shares in all Member States of the

European Union, EC TAx No'r►s (Supp.) ,

Oct . 1993 - Apr. 1994, at 4-22 [hereinafte r

Consolidated Commentary] .

124 Consolidated Commentary,

supra note 123, at 10 .

US TAXATION IN THE SINGLE MARKET ,

supra note 15, at 27 .

'26 Arbitration Convention, supra

note 98, art. 7, para. 1 .

27 Id. at art . 11, para . 1 ; see also

Muray, supra note 100, at 76 .

''" Patrick L. Kelly, EU Arbitration

Convention Ratified by all Member

States, 94 TAX No-r s INT'L 152-156 (August

8, 1994) .
12') EUROPEAN FILE,TAX LAW AND CROSS -

BORDER COOPERATION BETWEEN COMPANIES 6

(1991) [hereinafter EUROPEAN FILE] . The

convention will initially be effective fo r

five years . The signatory countries wil l

meet again prior to the conclusion of th e

time period to decide upon extension o r

any other modifications . Kelly, supra note

128, at 153 .
' i " Proposal for a Council Directive

concerning arrangements for the taking

34



into account by enterprises of the losse s

of their permanent establishments and

subsidiaries situated in other Member

States, 1991 O.J . (C 53) 30 [hereinafter

Loss Directive] .

Proposal for a Council Directive on

a common system of taxation applicabl e

to interest and royalty payments mad e

between parent companies and subsidiar-

ies in different Member States, 1991 O .J .

(C 53) 26 [hereinafter Interest and Royalty

Directive] .

' 32 Loss Directive, supra note 130 ,

arts . 6 and 7 ; see also Coopers & Lybrand ,

supra note 13, at § 3 .6 .

' 33 Id. ; see also Loss Directive, supra
note 130, art . 9 .

1i4 Coopers & Lybrand, supra note

in Hamburg: "What kind of taxation fo r

1992 and beyond?" (Nov. 12, 1990)

(available in EC Commission office in

Washington, D .C .) .
'45 The Committee was set up pursu-

ant to the Commission Communication

"Guidelines on Company Taxation ."

GUIDELINES ON COMPANY TAXATION, supra note

4, at 148 . Other members included Mr. de

Buitleir, Mr. Descours (president of Andre ,

French clothing company), Mr. Gascon

(Spanish economist), Mr. Gatto (Fia t

director), Mr. Messere (former head of th e

Fiscal Affairs Division of the OECD), Mr .

Radler (German tax professor) , and Mr .

Vanistendael (Professor at the Catholi c

University of Leuven, Belgium) . Ruding

Report, supra note 1, at 7 .

13, at § 3 .6 . 146 Id. at 11 .
135

	

Interest and Royalty Directive, 147 Id.

supra note 131, art . 4 . 14" Id. Chapter 3 of the report pro -

ti6 Coopers & Lybrand, supra note

13, at§3 .5 .

' 3 ' Amended Interest and Royalty

Directive, 1993 O .J . (C 178) 15 .
' " Nigel Tutt, EC Finance Ministers

Discuss Easing Withholding Tax o n

Interest, TAX ANALYSTS ' DAILY TAX HIGHLIGHTS

AND DOCUMENTS, Apr. 9, 1991, at 303 ; see

also Richard G. Minor, Euromoney Con-

ference Focuses on EC Tax Policy, Easter n

Europe, and Transfer Pricing, 6 TAx NOTES

INT'L 1548 (June 18, 1993) .

Coopers & Lybrand, supra note

13, at §3 .5 .
'4"

EUROPEAN FILE, supra note 129, a t

15 ; see Terence L . Blackburn, The Societas
Europea: The Evolving European Corpo-

ration Statute, LXI FORDHAM L. REV . 695 ,

772 (1993) .

14' EUROPEAN FILE, supra note 129, at

VOGEL, supra note 199, at 13 .
Id. at 14 .

Mrs. Christiane Scrivener,Addres s

at Kangaroos Group's Annual Conference

vides an overview of the tax base, the

nature of the corporation tax system, an d

the corporate income tax and withholdin g

tax rates in each Member State . Id. at 49-

65 . As of January 1992, the corporate tax

rates ranged from 33% in Luxembourg t o

50% in Germany with some income i n

Ireland taxed at a rate as low as 10% . Id.

at 50 . As of January 1994, EC Member

States impose corporate tax rates tha t

range from 33% in Luxembourg and the

UK to 45% in Germany with a 10 percen t

tax rate for manufacturing and certai n

internationally traded service incom e

available in Ireland . The rate quoted fo r

Germany applies to retained profits . ERNSI

& YOUNG, WORLDWIDE CORPORATE TAX GUID E

154 (1994) .

14' Ruding Report, supra note 1, at

chs . 4 and 5 . The simulation study o f

Chapter 4 modeled the corporate tax

component of the cost of capital in each

country from domestic and foreign

sources . The empirical survey of Chapte r

5 examined the influence of tax consider -

16 .
14 2

'4 3

144

3 5



ations on location decisions .

150 Id. at chs . 7 and 8. As much of this

convergence was attributable to th e

downward convergence of interest and

inflation rates, the Committee conclude d

that any further convergence must b e

achieved from changes to the tax systems

themselves . Id. ; see also Franz

Vanistendael, The Ruding Committee

Report: A Personal View, 13 FISCAL STUD .

85, 89 (May 1992) .

151 Ruding Report, supra note 1, a t

ch . 10 .

152 Id. at 13 .
155 Id. at ch . 10 . Phase I proposal s

were to eliminate the most pervasive

discriminations and the greatest obstacle s

to multinational business operations .

These proposals were also expected t o

raise the least political controversy.

Vanistendael, supra note 150, at 91 .
154 Ruding Report, supra note 1, at

ch. 10.The Ruding Committee calls fo r

the introduction of a common corporate

income tax system with source-country-

entitlement as a feature during the final

step of Economic and Monetary Union .

Seven of the eight Committee members

endorsed a corporate tax system of

shareholder relief developed by Radler

and Blumenberg . Id. at 439-460 . How-

ever, as Mr. Messere dissented, this pro-

posal was not incorporated into the

report . Id. at 461-463 ; see also Jens

Blumenberg, Germany, 2 EC TAx REV . 116 ,

118 (1993) .
'55 Ruding Report, supra note 1, a t

13 . The second stage towards economic

and monetary union (EMU) began January

1, 1994 . The third stage for EMU is t o

start January 1, 1999 at the latest . Dr.

Brigitte Knobbe-Keuk, The Ruding Com-

mittee Report -An Impressive Vision of

European Company Taxation for the

Year 2000, 1 ECTAx REV . 22, 24 (1992) .

15 ° Ruding Report, supra note 1, at

203 . The Committee's recommendatio n

for Phase II was to extend the Directiv e

to all other enterprises subject to income

tax. Id.

' 57 Id. at 203-204 .
158 The Committee also recom-

mended that the scope of the Interes t

and Royalty Directive be extended to

include all payments between enterprise s

with appropriate measures to ensure

effective taxation of the income to th e

beneficiary. Id, at 204-205 .

15' For Phase II, the Committee

recommended that the Member States

allow full vertical and horizontal offset-

ting of losses within groups of enterprise s

at the national level and full Community -

wide loss-offsetting within groups o f

enterprises for Phase III . Id. at 206 .

1i0 Id. at 205 . See supra notes 119-

120 and accompanying text .

Id. at 206 .

Id. at 207 .

Id. at 207-208 .

Id. at 208-209 .

Id. at 209-210 .

Id. at 212 .

Id. at 212-218 .

COMMISSION OF TILE EUROPEAN COMM U -

NITIES, COMMISSION COMMUNICATION TO THE

COUNCIL AND TO TIIE EUROPEAN PARLIAMEN T

SUBSEQUENT TO THE CONCLUSIONS OF THE RUDIN G

COMMITTEE INDICATING GUIDELINES ON COMPAN Y

TAXATION LINKED 1'0 TILE FURTHER DEVELOPMENT

OF TIIE INTERNAL MARKET SEC (92) 1118 final

[hereinafter COMMISSION RESPONSE] .

169 Id. at 10 .

170 Id. at 9-10 .

' 71 Press Release accompanying

COMMISSION COMMUNICATION TO THE COUNCI L

AND TO THE EUROPEAN PARLIAMENT SUBSEQUEN T

TO THE CONCLUSIONS OF THE RUDING COMMITTE E

INDICATING GUIDELINES ON COMPANY TAXATION

LINKED TO THE FURTHER DEVELOPMENT OF TH E

INTERNAL . MARKET at 2 .
172 COMMISSION RESPONSE, supra note

16 1

16 2

16 3

16 4

16 5

16 6

16 7

16 8
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168, at 13 .

Commission of the Europea n

Communities, Proposal for a Counci l

Directive amending Directive 90/434/EE C

of 23 July 1990 on the common system o f

taxation applicable to mergers, divisions ,

transfers of assets and exchanging share s

concerning companies of different Mem-
ber States and Proposal for a Council

Directive amending Directive 90/435/EE C

of 23 July 1990 on the common system of

taxation applicable to parent companie s

and their subsidiaries in different Member

States, COM (93) 293 final .

Id. at art . 2 .

1 " Dirk Schelpe, Two New Proposals

for a Directive Amending the `Merger '

and `Parent-Subsidiary' Directives, 4 E C

TAx REV . 204 (1993) . On April 19, 1994 ,

the European Parliament approved this

proposed directive adding its own amend-

ment that would alter the definition o f

subsidiary. The proposal awaits final

approval from the Council . Parliamen t

Backs Proposals on Mergers, 6 EtIROWATCI I

(May 2, 1994) available in LEXIS, WORLD

Library, ALLWLD File .

COMMISSION RESPONSE, supra note

13-14 .

Id. at 16 .

Id. at 17-18 .

EC: Agenda of ECOFIN Counci l

on Monday,AGENcE EUROPE, Dec . 11, 1993 ,

available in LEXIS, WORLD Library,

TXTNWS File [hereinafter Agenda of

ECOFIN] . Draft compromises have been

negotiated with respect to the issue of th e

scope of the Directive and exemptions fo r

Ireland, Greece, and Portugal in order to

ease the financial impact on these coun-

tries . Id. The Council has agreed that thi s

Directive should apply to interest an d

royalty payments between all enterprise s

of different Member States and not jus t

payments between parent companies an d

subsidiaries . Schelpe, supra note 175, at

201 .

'' Andrew Hill, Survey qf World

Taxation: First Months Are Critical -

Andrew Hill Measures The Progress of

the EC's New VAT System, FIN . TIMES, Feb .

18, 1993, at 32 .

Agenda of ECOFIN, supra note

179 . To prepare for monetary union, the

Member States must meet targets of low

inflation and sound public finances .

Europe Moves Closer to Single Currency ,

ST . PETERSBURG TIMES, Jan . 2, 1994, at 9A .

'"2 John Goldsworth, EC Commission

Reviews Ruding Committee Report,

Suggests Member State Consultation, 5

Tnx NOTES INT ' L 177 (July 27, 1992) .

Daly, supra note 15, at 460 n .23 .

Ruding Report, supra note 1, a t

ch . 4 .

Daly, supra note 15, at 457 .

Maastricht Recipe, supra note 25 .
Poland, Hungary, the former Czechoslova-

kia, Romania, and Bulgaria have all signe d

Europe Agreements with the EC whic h

offers "associate membership" to thes e

countries but there has been no forma l

commitment regarding full membership .

The Two Europes Poor Relations,TH E

EcoNoMisT, May 1, 1993, at 54 . In April

1994, Poland and Hungary formally

applied for membership . EU GLIDE, supra

note 9, at 5 . Membership application s

were previously received from Turkey,

Malta, and Cyprus . Vincent John Ella, The

Visegrad Countries of Central Europe —

Integration or Isolation?, 2 MINN . J .

GLOBAL TRADE 229 (Summer 1993) . Article

0 sets forth the procedure for countries to

accede to the EU . TEU, supra note 5, art .

0 .

1 " John Turro, European Economic

Area Agreement To Enter Into Force

January 1, 7 TAx Noyes INT'I . 1618 (Dec .

27, 1993) .
'" Europe Moves Closer to Singl e

Currency, supra note 181, at 9A .

17 6

168, a t
17 7

17 8

179

18,i

18- 5

18 5

186
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'" Turro, supra note 187, at 1618 .

The EEA Agreement also extends the rule s

on competition and state aids .

10 Craig R . Whitney, Parliament Vote

in Europe Shows Rightward Trend, N.Y.

TIMES, June 13, 1994, at Al, 136 .

"' See Marshall, supra note 44, at A7 .

12 Charles Kingson, The Coherence

of International Taxation, 81 COLUM . L .

REV. 1151, 1153 (1981) .

"3 Cussons, supra note 108, at 105 .

1 " Leif Muten, Swedish Parliament

Accepts Tax Program, 8 TAx NOTES INT'L 2 3

(Jan . 3, 1994) .
'95 See SEMINAR PROCEEDINGS : EC'92 AN D

ITS IMPLICATIONS FOR GLOBAL COMPETITIVENESS 9

(Tracy A. Kaye ed ., 1992) [hereinafter

SEMINAR PROCEEDINGS] .

"6 See generally THE GROWTH O F

REGIONAL TRADING Blocs IN THE GLOBA L

ECONOMY IX (Richard S . Belous and

Rebecca S . Hartley eds ., 1990) .

'' North American Free Trade Agree-

ment, drafted Aug. 12, 1992, revised Sept .

6, 1992, U .S .-Mex .-Can., 32 I .L .M. 605
(entered into force Jan . 1, 1994) [hereinaf-

ter NAFTA] .

' 98 NAFTA art . 2103(1) . There are ,

however, certain exemptions . Bilatera l

treaties are in effect between the U.S . and

Canada, the U .S. and Mexico, and Canada

and Mexico .

'`" The Community's authority t o

engage in negotiations with respect to the

taxation of dividends by a subsidiary to it s

parent or the exchange of informatio n

seems clear. This authority would be

extended to interest and royalties pai d

and to withholding tax on interest follow-
ing the adoption of the respective direc-

tives . However, the EC does not have

authority to negotiate and conclude a

double taxation convention that would

cover the whole range of income taxation .

KLAUS VOGEL, TAXATION OF CROSS-BORDE R

INCOME, HARMONIZATION, AND TAX NEUTRALITY

UNDER EUROPEAN COMMUNITY LAW 15 (1994) .

The Treaty of Rome only confers external

powers on the Community with respec t

to specific policy areas such as th e

common commercial policy (arts . 110-
115), association agreements with third

countries (art . 238), and the environment

(art . 130R(4)) . BEN TERRA & PETER WATTEI . ,

EUROPEAN TAX LAW §3 .6 .1 (1993) .

210 Andre Fogarasi et . al ., Current

Status of U.S. Tax Treaties, 23 TAx MGMT

INT'L J . 95 (1994) . The exception i s

Portugal . The U .S . and Portugal have

signed an income tax treaty and protoco l

on September 15, 1994. However, th e

accord still has to be ratified by eac h

country. News Digest, US . and Portugal

Sign Income Tax Treaty and Protocol, 9

TAX NOTES INT'I.966 (September 26, 1994) .

In addition, the U .S. is renegotiating its

tax treaty with Luxembourg . See United

States: Developing Country Model ,

WORLD TAX REPORT, June 1994, available

in LEXIS, WORLD Library, WLDTAX File .

The U.S. signed a new income tax treaty

with France on August 31, 1994 . JOH N

TuRRO, US. Signs Tax Treaty With France

and Protocol with Canada; Signature of

Swedish Accord Expected, 9 TAx NOTES

INT'L 711-712 (September 5, 1994) .

L11 Convention for the Avoidance o f

Double Taxation, Dec . 18, 1992, U.S . -

Neth., art . 37, S, TREATY Doc . No. 6, 103rd

Gong., 1st Sess . (1993), reprinted in 32

I .L .M. 462 (1993) [hereinafter Nether-

lands Treaty] ; see Jean-Louis D. Chicha

and Jeffrey A . Johnson, The New US. -

Netherlands Tax Treaty : Understanding

the International Tax Planning Implica-

tions, 6 TAx NoTEs INT ' I . 1509 (June 21 ,

1993) .
202 Netherlands Treaty, supra note

201, art . 26. Only residents and national s

of a treaty country are entitled to benefits

under a tax treaty . Residents of third

countries sometimes attempt to obtain

38



treaty benefits by organizing some juridi-

cal entity in one treaty country to serve as

a conduit for income earned in the other

treaty country. This practice is referred to

as treaty shopping . The United States ha s

included in its recent tax treaties, a limita-

tion on benefits article, designed to

prevent persons without sufficient nexu s

to the treaty countries from obtaining th e

benefits of the treaty . Michael McIntyre ,

THE INTERNATIONAL INCOME TAX RULES OF TH E

UNITED STATES 2-72 (2d ed . 1992) .
2"3 Dirk van Unnik and Maarten

Boudesteijn, The New U.S.- Dutch Tax

Treaty and the Treaty of Rome, 2 EC TA x

REV. 106 (1993) . Article 7 of the Treaty of

Rome prohibits any discrimination o n

grounds of nationality. Treaty of Rome ,

supra note 6, at 17 . According to Article

52, any company incorporated under th e

laws of any EC country must be able to

establish itself in any other EC countr y

under the same conditions as a loca l

company. Id. at 37-38 . Article 58 explic-

itly provides the right of freedom of

establishment to corporations . Id. at 40 .

2" Van Unnik, supra note 203, at 107 ;

see, e .g ., Rijkele Betten, Fundamenta l

Aspects of EC Measures Regarding Com-

pany Law and Direct Taxation, IV EuR .

TAX 'N 289 (Sept . 1991) and Helmut Becker

and OtmarThommes, Treaty Shopping

and EC Law, EuR.TAX'N 173 (June 1991) .
2°5 Martin Du Bois, EC Commission

Outlines Cautious Corporate Tax Plan ,

WALL . ST . J ., June 19, 1992, at 2 ; see also

Ruding Report, supra note 1, at 138 .

Vogel asserts that Article 28 of the US -

German Tax Convention, which denie s

certain treaty benefits to companie s

owned by citizens of third states, is a n

infringement upon Community law.
VOGEL, supra note 199, at 15 . The Euro-

pean Commission is examining thi s
question . See Written Question [from the
European Parliament] No . 2046/90 of Mr.

Gijs de Vries and answer by Commissione r

Scrivener on February 11, 1991, 1991 O .J .

(C 79) 28 .
206 Ruding Report, supra note 1, a t

206 .

207 Id. at 138 .
2"R Id. at 206 . "The Committee

recommends action by the Commission in

concert with Member States aimed a t

defining a common attitude with regard to

policy on double taxation agreement s

with respect to each other and also wit h

respect to third countries (Phase I) ." Id.

209 Ruding Report, supra note 1, a t

379 .
210 Convention with Respect to Taxes

on Income and Property, Dec . 18, 1962 ,

U .S .-Lux ., 15 U.S .T. 2355,T.I .A .S . No . 5762

[hereinafter Luxembourg Treaty] . The

limitation on benefits article state s

that"[t]he present Convention shall not

apply to the income of any holdin g

company entitled to any special tax

benefit under Luxembourg Law of July 31 ,

1929, and Decree Law of December 27 ,

1937, or under any similar law subse-

quently enacted, or to any income derive d

from such companies by any shareholder s

thereof. In the event that substantially

similar benefits are granted to othe r

corporations under any law enacted by

Luxembourg after the date of signature o f

the present Convention, the provisions o f

the present Convention shall not apply to

the income of any such corporation or to

any income derived from such corpora-

tion by any shareholder thereof. The

expression `substantially similar benefits '

shall be deemed not to include tax reduc-

tion or exemption granted to any corpora-

tion in respect of dividends derived from

another corporation, 25 percent or mor e

of the stock of which is owned by th e

recipient corporation." Id. at art . XV.

L11 U .S . Department of Treasury,

Proposed Model Convention Between th e
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United States and	 For the Avoidance

of Double Taxation and the Prevention of

Fiscal Evasion, art . 16 (1981) reprinted in

1 Tax Treaties (CCH 1993) [hereinafte r

U.S . Model Treaty] . This model was

withdrawn in July 1992 . Treasury An-

nounces Review of Model Income Tax

Treaty,TREASURY NEWS, July 17, 1992 .

Treasury is currently updating the mode l

treaty to reflect changes in treaty policy ,

significant changes made to the interna-

tional provisions of the Internal Revenu e

Code, and changes in the OECD Mode l

Tax Convention . Charles Cope, U.S.

Income Tax Treaties: Notes and Com-

ments on Some Present and Future

Policies, 8 TAXES 955, 956 (Dec . 1993) .
2'2 William P Streng, "Treaty Shop -

ping": Tax Treaty "Limitation of Ben-

efits" Issues, 15 Hou s.roN J . co INT ' I . LAW 1, 7

(1992) .

Id. at 26 .

AMERICAN LAW INSTITUTE, INTERNATIONA L

ASPECTS OF UNITED STATES INCOME TAXATION II :

PROPOSALS ON UNITED STATES INCOME TA X

TREATIES 151 (1992) [hereinafter ALI -

Treaties] .

215 Id. at 152 .

Z16 Id. at 153. Supplementary Proto-

col Modifying and Supplementing the

Convention Between the United States o f

America and the Kingdom of Belgium fo r

the Avoidance of Double Taxation and th e

Prevention of Fiscal Evasion with Respec t

to Taxes on Income, signed at Brussels o n

July 9, 1970, Dec . 31, 1987, U.S .-Belg ., art .

12 reprinted in 1 TAX TREATIES para . 1340

(CCH 1993); Convention With Respect t o

Taxes on Income and Property, July 28 ,

1967, U .S .-Fr., art . 24, reprinted in 2 TA x

TREATIES para . 3003 (CCH 1993) ; Conven-

tion for the Avoidance of Double Taxation

and the Prevention of Fiscal Evasion with

Respect to Taxes on Income and Capita l

and to Certain Other Taxes, Aug . 29, 1989 ,

U .S .-ER.G., art . 28, reprinted in 2 TAx

TREATIES para . 3249 (CCH 1993) .

L1 ALI -Treaties, supra note 214, a t

154. The qualifying tests of the standard

limitations on benefits provision ar e

meant to ensure that at least to a signifi-

cant extent, one level of tax is impose d

by the residence jurisdiction . Id. at 155 .
2'8 H . David Rosenbloom, Interna-

tional Tax Policy: Agenda for the Nine -

ties - Toward a New Tax Treaty Policy Fo r

a New Decade, 9 AM . J . ()E. TAx PoCy 77, 92

(1991) .

21 Chicha, supra note 201, at 1509 .
22'' Netherlands Treaty, supra note

201, art . 26 ; see John Turro, U.S. and

Netherlands Sign Tax Treaty; Limitation-

on-Benefits Article Breaks New Ground ,

5 TAx NOTES INT'L 1471 (Dec . 28, 1992) .

2Z1 Maarten Ellis and Rob Fulke ,

Limitation-on-Benefits Article from th e

Dutch Perspective, 5 TAx NOTES INT'I. 1474

(Dec . 28, 1992) .
222 Memorandum of Understanding

Regarding Income Tax Treaty, Dec . 18 ,

1992, U.S .-Neth., art . XI, reprinted in 1

TAX TREATIES (CCH 1993), at 36,438 .
223 Ellis, supra note 221, at 1474 .
224 Van Unnik, supra note 203, a t

115 .
225 Marlin Risinger, U.S. Tax Treaty

Policy and the EC Directives on Parent/

Subsidiary Distributions, 1992 85T1 I

ANNUAL CONE . ONTAX ' N PROC . 19, 23 .
226 The United States Tax Treaty wit h

the United Kingdom was signed o n

December 31, 1975, with Ireland o n

September 13, 1949, with Denmark o n

June 17, 1980, and with Greece o n

February 20, 1950 . Fogarasi, supra note

200, at 95 . None of these treaties in-

cludes a limitation on benefits article . Id.

The treaty with Luxembourg was signed

on December 18, 1962 and contains a

limitation on benefits article designed

only to protect against the use of special

investment holding companies . Id. The

21 3

21 4
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U.S. is currently renegotiating its ta x

treaties with France and Luxembourg .

WORLD TAX REPORT, supra note 200 .

Risinger, supra note 225, at 22-23 .

ORGANIZATION FOR ECONOMIC COOPERA-

TION AND DEVELOPMENT, TAX TREATY OVERRID E

(1989) . The term treaty overrides refers to

situations where domestic legislation of a

nation overrules provisions of a treaty .

The legislation may contain a provisio n

that the treaty is to be disregarded in

certain circumstances or the domesti c

interpretation of the legislation may

overrule a treaty . Id.

21 ' McIntyre, supra note 202, at 2-79 ;

see, e .g ., Whitney v. Robertson, 124 U.S .

190, 195 (1888) and Reid v. Cover, 354

U.S. 1, 18 (1957) .
230 Id.
2' McIntyre, supra note 202, at 2-7 9

n .306 . Some countries, including Bel-

gium, France, Germany, Greece and Spain ,

have constitutional arrangements that

obstruct the override of treaties by legisla -

tive action . Id.

232 Cope, supra note 211, at 961 .
2Y, New Treasury International Tax

Counsel Discusses Priorities in Meeting

with ABA Tax Section Committee, 8 TA x

NOTES INT'l. 201 (Jan . 24, 1994) .
2i4 Ruding Report, supra note 1, a t

379 .
2i9 Cope, supra note 211, at 955 ; see

infra note 191 .

2i`' Commission Response, supra note

168, at 15 .

2' Rosenbloom, supra note 218, a t

77 .

2" The EC Member States are imple-

menting the directives on banking and

exchange of information . Cope, supra
note 211, at 964 ; see Council Directive o f

19 December 1977 (77/799/EEC) ; Second

Council Directive of 15 December 198 9
(89/646/EEC); Council Directive of 1 0

June 1991 (91/308/EEC) .

2i ' In response to the Ruding Report ,

the Commission launched a comprehen-

sive process of consultation of the tax
authorities of the twelve Member States .

See Commission Response, supra note

168, at 2 .

240 Netherlands Treaty, supra note

201, art. 26, para . 1(c)iii . The three

conditions are as follows :

(i) five or fewer publicly-trade d

Dutch companies own, in aggregate, a t

least 30 percent of the vote and value of

the shares in the Dutch company ;

(ii) five or fewer publicly-trade d

companies that are resident in the Unite d

States or states that are members of th e

European Communities own at least 7 0

percent of the vote and value of th e

shares in the Dutch company ; and

(iii) the Dutch company is not a
"conduit company", i .e ., a company tha t

principally receives and pays out interes t

royalties and other deductible payments .

Id.
241 Cope, supra note 211, at 969 ; see

Netherlands Treaty, supra note 201, art .

26, para. 8(m) .

242 The foreign corporation itself pay s

current U.S. tax only on U .S. sourc e

income and income effectively connecte d

with the conduct of a U .S . trade or busi-

ness even if the foreign corporation is
owned by U .S. shareholders . I .R.C . §

881(a) imposes a 30% tax on U .S . source

income such as interest, dividends, rents ,

salaries, and other fixed or determinable

annual or periodical gains, profits, an d

income received by a foreign corporation .

I .R .C. § 882(a) states that a foreign corpo-

ration engaged in a trade or busines s

within the U .S . is taxable on its effectivel y

connected income . Effectively connecte d

income is "U .S. source gross income ,

reduced by properly allocable deductions ,

that has been derived from busines s

activities or the performance of personal

22 7

22"
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services carried on by a foreign taxpaye r

in the United States" McIntyre, supra

note 202, at §2/A, 2-7 . Foreign source

income earned through a U.S. office may

in some cases also be characterized a s

effectively connected income . Id.
245 H .R. Rep No . 1447, 87th Cong., 2d

Sess ., 55-58 (1962) . See also BRIAN ARNOLD ,

TUE TAXATION OF CONTROLLED FOREIGN CORI' O-

RA'I'IONS 83 (1986) .

244 JOINT COMM . ON TAXATION, PROPOSA L

RELATING TO CURRENT U .S .TAXATION OF CERTAI N

OPERATIONS OF CONTROLLED FOREIGN CORPORA -

TIONS (H .R . 2889 -AMERICAN JOBS AND MAN U -

FACTURING PRESERVATION ACT OF 1991) AN D

RELATED ISSUES, 102d Cong ., 1st Sess . 44

(Comm. Print 1991) [hereinafter U .S .

Taxation of CFCs] .
245 The Revenue Act of 1962, Pub . L .

No. 87-834, § 12, 76 Stat . 960, 1006-1027 ,

reprinted in 1962 U .S .C .C .A .N. 1128 ,

1185-1211 (codified as amended i n

scattered sections of 26 U .S .C.) . Sections

951-964 of the Internal Revenue Code are

collectively known as Subpart F. These

provisions are Subpart F of part III o f

subchapter N of Chapter II of subtitle A o f

the Internal Revenue Code of 1986 .
246 Message of the President Relative

to Our Federal Tax System, April 20, 1961 ,

reprinted as H.R. Doc . No. 140, 87th

Cong ., 1st Sess ., 6-7 (1961) .
247 Id. Capital export neutrality refer s

to a system of international taxation

where there is no effective domestic tax

burden differential between domestic an d

foreign investments . U.S.Taxation o f

CFCs, supra note 244, at 37 ; see also

PEGGY RICIIMAN (now MUSGRAVE),TAXATION O F

FOREIGN INVESTMENT INCOME 8 (1963) . An

international tax system in which only the

investor's country of residence impose s

tax achieves capital export neutrality .

Capital export neutrality would also b e

possible if each country taxed incom e

derived from within its borders while the

investor's residence country granted

unlimited foreign tax credits . U .S .Taxa-

tion of CFCs, supra note 244, at 37 .

Neither of these two situations exists i n

the world today.

According to most economists, onl y

capital export neutrality satisfies the goa l

of economic efficiency - allocating

production factors in such a way tha t

productivity will be Pareto optimal .

Vogel, supra note 199, at 22 .
24' AMERICAN LAW INSTITUTE, INTERNA -

TIONAL.ASPECTS OF UNITED STATES INCOM E

TAXATION I, PROPOSALS ON UNITED STATE S

TAXATION OF FOREIGN PERSONS AND OF TH E

FOREIGN INCOME OF UNITED STATES PERSONS 17 3

(1987) [hereinafter ALI - I] . "Capita l

import neutrality refers to a system of

international taxation where incom e

from investment located in each country

is taxed at the same rate regardless of th e

residence of the investor." U.S .Taxation

of CFCs, supra note 244, at 37 .

Businessmen argue that the tax

system should be neutral as between U .S .

foreign investors and their competitors

abroad. PEGGY MUSGRAVE, UNITED STATES

TAXATION OF FOREIGN INVESTMENT INCOME. ISSUE S

AND ARGUMENTS 119 (1969) ; see also

President's 1961 Tax Recommendations :

Hearings before the Comm. on Ways and

Means House of Representatives, 87th

Cong ., 1st Sess . 2618, 2622 (statement o f

Fred W. Peel, Acting Chairman of th e

Committee on Taxation, U .S . Council of

the International Chamber of Com-

merce) . The "territorial" or "exemption "

system of international taxation in whic h

each residence country exempts incom e

earned from foreign jurisdictions achieve s

capital import neutrality. U.S.Taxation o f

CFCs, supra note 244, at 37-38 .

Arguments for capital import neutral-

ity may be found in RICIIMAN, supra note

247, at 8-9 ; Mitsuo Sato and Richard M .

Bird, International Aspects of the Taxa-
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tion of Corporation and Shareholders, 22

INT 'L MONETARY FUND STAFF PAPERS 384, 407

(1975) .

24' S. Rep . No. 1881, 87th Cong ., 2d

Sess ., 3381-3382 (1962) . "Your

committee's bill does not go as far as th e

President [sic] recommendations . It does

not eliminate tax deferral in the case of

operating in the economically develope d

countries of the world . Testimony in

hearings before your committee suggeste d

that the location of investments in thes e

countries is an important factor in stimu-

lating American exports to the same areas .

Moreover, it appeared that to impose the

U.S . tax currently on the U .S . shareholder s

of American-owned businesses operatin g

abroad would place such firms at a disad-

vantage with other firms located in the

same areas not subject to U .S . tax ." H.R .

Rep. No. 1447, supra note 243, at 57-58 .
25° LR.C . § 951(b) (CCH 1993) .

251 Id.
252 I .R .C . § 957(a) (CCH 1993) .

' 5i Id. Such a corporation is com-

monly referred to as a CFC .
251 I .R .C . § 956(a) (CCH 1993) .

Section 956(b) defines such U .S . property

as "any property acquired after Decembe r

31, 1962, which is (a) tangible propert y

located in the U .S., (b) stock of a domesti c

corporation, (c) an obligation of a U .S .

person, or (d) any right to the use in th e

U.S. of - (i) a patent or copyright ; (ii) an

invention, model, or design (whether or

not patented) ; (iii) a secret formula or

process, or ; (iv) any other similar property

right which is acquired or developed b y

the controlled foreign corporation for use

in the U .S" I .R.C . § 956(b) (CCH 1993) .
255 I .R .C. § 952(a) (CCH 1993) .

Subpart F income also includes certai n

insurance income, international boycott

income, foreign bribe income, and un-

friendly country income . Id.
256 I .R.C. § 954 (d)(1) (CCH 1993) .

25' S. Rep. No . 1881, supra note 249 ,

at 3387 .
258 I .R .C. § 954(e)(1) (CCH 1993) .

Such services include technical, manage -

rial, engineering, or similar services . Id.
259 S . Rep . No . 1881, supra note 249 ,

at 3387 .
260 The term tax haven is subject to

varying interpretations . See U.S. Taxation

of CFCs, supra note 244, at 9-10. Rela-

tively low rates of tax; high levels of bank

secrecy ; no tax treaties or treaties that

provide for no, or very limited, exchange s

of information ; a disproportionately large

financial sector ; and self promotion as an

offshore financial center are some of the

generally accepted characteristics of ta x

havens . RICHARD GORDON, U .S . DEPARTMENT

OF THETREASURY,TAX HAVENS ANDT HEIR USE B Y

UNITED STATES TAXPAYERS - AN OVERVIEW 14-2 0

(January 12, 1981) .

261 I .R .C . § 954(b)(4) (CCH 1962) .

262 Pub . L . No. 91-172, 83 Stat . 487

(1969) .
263 I .R .C . § 954(b)(4) (CCH 1969) as

amended by §909(a) of the Tax Reform Ac t

of 1969 .
264 Treas . Reg . § 1 .954-1(b)(3) &

(4)(iii)(a) (1972) .
265 Id. ; see also Treas . Reg. § 1 .954 -

1(b)(4)(iii)(b) (1972) .
266 Pub . L . No. 99-514, 100 Stat . 2085

(1986) .

267 § 954(b)(4), as amended by th e

Tax Reform Act of 1986, § 1221(d) .

Currently, the highest corporate rate

pursuant to § 11 is 35% so the exclusio n

applies whenever foreign countries tax a n

item at an effective rate exceeding 31 .5 %

(for taxable years prior to 1993, 90% of

34%, or 30 .6%) . See BORIS I . BITTKER AN D

LAWRENCE LOKKEN, FUNDAMENTALS OF INTERNA -

TIONALTAXATION 56-68 (2d ed. 1991) .
268 JOINT COMM . ON TAXATION, 99th

Cong ., 2d Sess ., GENERAL EXPLANATION OF TH E

TAX REFORM AcT OF 1986 983 (Comm. Prin t
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1987) [hereinafter BLUEBOOK] .

2" ALI - I, supra note 248, at 289 .

The House Ways and Means Committee's

explanation is as follows :

"The committee's judgment is that

because movable income could often be

as easily earned through a U .S . corpora-

tion as a foreign corporation, a U .S .

taxpayer's use of a foreign corporation to

earn that income may be motivated

primarily by tax considerations ." H.R .

Rep. No. 3838, 99th Cong ., 1st Sess . 40

(1986) .

270 Id. ; see Treas . Reg. § 1 .954-

3(a)(3)(iv) example 2 (as amended i n

1983) .

271 ALI-I, supra note 248, at 260 .
272 Id. at 291 .
273 Id. at 290 ." . . .it is unclear what

policy goal is served by requiring taxpay-

ers to proliferate foreign tax entities t o

achieve a tax result when the same resul t

could be more efficiently achieve d

through a single entity." Id. at 291 .
274 EC Member States impose corpo-

rate tax rates that range from 33% in

Luxembourg and the UK to 45% in Ger-

many (as of January 1994) . The rate

quoted for Germany applies to retained

profits . ERNST &YOUNG, supra note 148 .

Ireland, however, has a 10% tax rate fo r

manufacturing and certain internationall y

traded services income . Ruding Report ,

supra note 1, at 50 and 64 . Luxembourg ,

Netherlands, and Ireland do not fit th e

classic definition of tax havens but d o

offer tax incentives to attract the mobil e

aspects of multinational corporations .

DANIEL SANDLER, PUSHING THE BOUNDARIES : TI lE

INTERACTION BETWEEN TAX TREATIES AND CON -

TROLLED FOREIGN COMPANY LEGISLATION 6-7

(1994) ; see also supra note 260 .

175 See SEMINAR PROCEEDINGS, supra note

195, at 8 . Mr. Michael Smart of Ran k

Xerox also complained that the curren t

Subpart F rules encourage the manufac -

ture of goods in Europe in order to avoid

the application of the rules . Id.

276 Miscellaneous Revenue Issues:

Hearings before the Subcomm. on Selec t

Revenue Measures of the Committee o n

Ways and Means House of Representa-

tives, 103rd Cong., 1st Sess. 631 (state-

ment of J. Michael Farren, Vice Presiden t

of External Affairs Xerox Corporation) .

27 Similar legislation was introduce d

by Senators Roth and Moynihan in th e

102nd Congress . Senator Roth's bil l

would have treated the EC as a single

country for Subpart F purposes an d

would have adjusted the effective tax rat e

for the high-tax exception to 80% . S .

1733, 102nd Cong ., 1st Sess . (1991) .

Senator Moynihan's bill solely adjusted

the high tax exception. S. 1653, 102nd

Cong., 1st Sess. (1991) .

27" H.R. 1401, 103rd Cong ., 1st Sess .

(1993) .
27 Miscellaneous Revenue Issues:

Hearings Before the Subcomm. on Selec t

Revenue Measures of the Committee on

Ways and Means House of Representa-

tives, 103rd Cong ., 1st Sess . 299 (state-

ment of Leslie B . Samuels, Assistan t

Secretary of Department ofTreasury) .

2" Letter from Asst . Sec . of Treasury

Gideon to Chairman Rostenkowski (Mar.

15, 1990) [hereinafter Gideon letter] .

Id. at 3 .
Id. at 4 .

See supra note 274 .

Ruding Report, supra note 1, a t

53 Some examples are the Shannon Fre e

Airport Development Zone in Ireland, the

special enterprise zones located nea r

Dunkirk, Aubagne-La-Ciotat, and Toulon

La Seyne in France, the enterprise zones

in the UK, the reconversion zones and T-

zones in Belgium, the free zones o f

Madeira and Santa Maria Islands in Portu-

gal, and the Canary Islands of Spain . Id.
2"5 Id Some examples are the

2" 1

28 2

28 3

28 4
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Belgium Coordination Centers, the Dublin

International Financial Services Centre ,

and the Luxembourg Societe de Participa-

tions Financieres (SOPARFI) . Id.

286 Id. at 143 .
2"' Id. at 165 .

2H" Id. at 200-20 1

Id. at 160 .
290

SEMINAR PROCEEDINGS, supra note

195, at 19 .
291 MESSERE, supra note 91, at 327 .
292 Ruding Report, supra note 1, at

166. Average EC corporate tax revenue s

accounted for 3% of GDP in 1989 a s
compared with 2 .5% in 1980, and 7 .5% of
total revenues in 1989 as compared with

6.6% in 1980 . Id. at 154 . Average EC

corporate tax revenues accounted for 3 %

of GDP in 1991 and 7 .2% of total rev-

enues . OECD, REVENUE STATISTICS OF OEC D

MEMBER COUNTRIES 1965-1992 80 (1993 )

[hereinafter OECD Table] .

Ruding Report, supra note 1, a t

Daly, supra note 15, at 444 .

Ruding Report, supra note l , a t

Id.

OECD Table, supra note 292, a t

74 .

Daly, supra note 15, at 442 .

Ruding Report, supra note 1, at

Daly, supra note 15, at 447 .
Ruding Report, supra note 1, at

Daly, supra note 15, at 447 .

Id. at 448. The tax rates depend

on the return on equity of the corpora-

tion . Peter Dieben, Eurocompatability of

the Swiss Tax System, 6-7 INTERTAx 313 ,
316 (July 1993) .

304 ERNST & YOUNG, supra note 148 .

Daly, supra note 15, at 448 .
Id. at 449 .

Id. at 445 .

30" Oster, supra note 28, at h01 . The

proposed regulation on the Europea n

Company statute and the accompanying
directive on workers representation ar e

designed to allow freedom of establish-
ment in the single market . Amelia Torres ,
Belgium Tries to Get Qualified Majority

on European Company, THE REUTER

EUROPEAN COMMUNITY REPORT, available in

LEXIS, WORLD Library, REUEC File . The

Statute provides four ways of forming a

European Company: merger, formation o f

a holding company, formation of a joint

subsidiary, or conversion of a public

limited company. Amended Proposal for a

Council Regulation on the Statute for a

European Company, 1991 O.J . (C 176) .

309 The regulation is based on Articl e

100a and therefore only requires a quali-

fied majority in the Council for adoption .

;10 The UK and Ireland are strongly

opposed to a mandatory model for worker

participation while Germany does no t

believe the Commission has gone fa r

enough. Torres, supra note 308 .

311 John Robinson, Tax and the Single

European Company, EC TAx NOTES, Oct .

1993-Apr. 1994, at 3 . When Austria ,

Finland, and Sweden join the EU, the

qualified majority blocking vote wil l

increase . This will dilute the UK, Ireland ,

and Germany "veto" on this issue. See Id.
3'2 SEMINAR PROCEEDINGS, supra note

195, at 5 . The Tenth Company Law

Directive, which would enable cross-

border legal mergers and divisions to the

extent not provided for by domestic

company law, has not yet been adopted .

Cussons, supra note 108, at 111 .

i13 See supra note 122 and accompa-

nying text .

314 Robinson, supra note 311, at 2 .

Oster, supra note 28, at h03 .

Albert J . Radler, Where Does Tax
Harmonization Stand Today?, 4 EC TAx

REV . 198, 199 (1993) .

293

154 .
294

29 5
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29 6
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299

401 .
300

30 1

408 .
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317 Id. at 2 .
318 H . Onno Ruding, U.S. Tax Policy Is

Hurting U.S. Multinationals Operating in

the EC, 5 J . INT'L TAX'N 4 (Jan . 1994) . Gain

recognition or a potentially punitive gain

recognition agreement with the IRS i s

required when a U .S. parent company

transfers ownership of a foreign subsid-
iary to a foreign holding company . Temp .

Reg. §1 .367(a) -3T(g) .

319 Dividends between related compa-
nies organized in different countries ar e

treated as Subpart F income .

§ 954(c)(3) ; see Ruding, supra note 1 .
320 Dieben, supra note 303, at 313 ;

see also supra notes 113-115 and accom -

panying text .
321 See SEMINAR PROCEEDINGS, supra note

195, at 8 . Mr. Michael Smart of Rank

Xerox complained that the curren t

Subpart F rules encourage the manufac-

ture of goods in Europe in order to avoi d

the application of the rules . Id.
322 Gideon letter, supra note 280, a t

4 .
'23 Taxpayers recordkeeping burden

would be reduced for purposes of ta x

return filing, the tracking of previously

taxed income, and determining th e

credibility of foreign taxes under §960 . If

a taxpayer is not in an excess foreign tax

credit position, there is also a reduce d

need for tax planning either to avoid the

foreign base company sales and service s

income provisions or to arrange for th e

cross-crediting of high foreign taxes pai d

on other foreign earnings against the

residual U.S. tax on this income . U.S .

DEPARTMENT OF THE TREASURY, INTERNATIONA L

TAX REFORM : AN INTERIM REPORT 10 (Jan .

1993) .
324 See Kingson, supra note 192, a t

1153 .
325 See Frans Vanistendael, Additional

Note to Ruding Committee Report: Some

Basic Problems on the Road to Tax

Harmonization (on file with author) .
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