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EXPLANATORY MEMORANDUM

General- | , 4 : o S -

In its Communication of 5 November 1997 entitled “A package to tackle harmful

~ tax competition in the European Union™!, the Commission stressed the need for

coordinated action at European level to tackle harmful tax competition in order to
help achieve certain objectives such as reducing the continuing distortions in the
Single Market, preventing excessive losses of tax revenue and encouraging tax
structures to develop in a more employment-fnendly way. The ECOFIN Council of
1 December 1997 held a wide- -ranging debate on the basis of that Communication,

‘hlghhghtmg three areas in particular: business taxation, taxation of savings income
-and the issué of withholding taxes on cross-botder interest and royalty payments

between companies?. Following the debate on this taxation package, the Council
and the Representatives of the Governments of the Member States, meeting within
the Council, agreed to a Resolution on a code of conduct for business taxation. The .
Council also approved a text on taxation of savings, considered that. the
Commission should submit a proposal . for a Directive on interest and royalty °

' payments between companies and took note of the Commission’s intention to -
_submit rapidly two proposals for Directives on these subjects This Memorandum -
~ deals with the proposal for a Directive. to eliminate taxation in the country where

they arise of payments of interest and royalties between associated companies in

- different Member States. The Commission will shortly present a proposal for a

Directive to ensure minimum effective taxation of income from savings; in order to
facrllt_ate parallel progress on-all the elements of the taxation package.

In its Communication of 20 Aprill 1990 setting out guidelines on company
taxation?, the Commission pointed ‘out that one of the aims of the Single Market
was to remove tax obstacles ‘impeding - cross-border . busmess act1v1ty in

. the-Community.

One of the measures the adoption of which was considered to be necessary to that -

- end was the proposal presented by the Commission at the end of 1990 to abolish

withholding taxes levied on interest and royalty payments, initially ‘those made
between parent companies and subsrdranes of dlfferent Member States4 '

In March 1992 the Ruding report5 1ncluded this Dlrectlve among its pnontles for .

the estabhshment of the Singlé Market

As, however it was not possible to find an unanimous resolution to some problems
that arose in the course of the negotiations in the Council, the Commission decided, . -
after several compromises, to withdraw the proposal at the end of 1994. 1t had
become clear at that stage that there was not unammous agreement in pnncrple on

5.
the desirability of such a Dn'ectlve
' COM(97) 564 final of 5.11.1997.
2 0J.C2,6.1.1998.
3 SEC(90) 601 final of 20.4.1990. -
-4 0J C 53, 28.2.1991, p. 26.
5 .

Report of the Committee of mdependent experts on company taxatlon, Commrssxon of the »
European Commumtxes, 1992 : . . :
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11.

12.

The Comrri_ission, and international business associations, have always been
convinced of the need for a Community instrument in this area, as neither unjlateral
measures taken by Member States nor the bilateral tax agreements, that have gone

‘some way towards overcoming the problems resulting from the taxes levied on

these payments in the Member State where they arise, have provided a satisfactory

solution that fully meets the requirements of the Single Market. Bilateral tax

treaties- do not cover all bilateréle relations between Member ‘States, they do
not achieve complete abolition of double taxation and, in particular, they never
provide any uniform solution for triangular and multﬂateral relations between

Member States.

Unilateral measures and bilateral agreements generally. allow withholding taxes,

often levied at reduced rates, to be set against the tax payable by the recipient
companies. However, double taxation occurs wherever it is not stipulated that
withholding taxes are deductible from the taxable profits of the recipient company
or where that company cannot use or can only partially use the tax credit because
the amount of tax payable by it is insufficient or nil. What is more, bilateral
agreements generally make the reduction or abolition of the withholding 'tax
conditional on completion of administrative formalities.

Application of withholding taxes may also give rise to cash-flow problems, since
some time will elapse between receipt of the income from which the withholding
tax has been deducted and the setting-off of the tax credit against payment of tax.

The application of a withholding tax to interest limits, for the above reasons, the

possibilities for flexible intra-group financing arrangements. In such cases

financing has to be done locally, often leading to higher costs.

Elimination of any form of possible double taxation can best be achieved.by
allocating the taxing rights to the Member State of residence of the beneficial
owner of the interest or royalties. It is important to eliminate not only the tax
collected by deduction at source in the Member State where the interest or royalties

- arise but also any tax liability that is levied by assessment in that Member State.

‘The only satisfactory way to effect_this is through a Directive which enshrines the

principle that Member States should not impose taxes on interest-and royalties
arising in their territory but beneficially owned by non-resident companies, in order
to ensure that such income is taxed only once in the Member State in which the

beneficial owner is established. This will allow compames to take better advantage :

of the opportumnes of the Single Market.

‘The discussions mltlated by the Commission at the informal meefing of

Ministers for Economic Affair§ and Finance in Verona in April 1996 and
culminating in the ECOFIN Council Meeting on 1 December 1997 have
demonstrated a new willingness among Member States to compromise in order to
tackle harmful tax competition and reduce the continuing distortions of the
Single Market. In view of this new development, the Commission is now coming

forward with a new proposal for a Directive to eliminate source country taxes .on

payments of mterest and royalties.
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Both this proposal and the text on the taxation of savings income in the Community
which was also approved at the 1 December ECOFIN Council meeting are aimed at
removmg distortions -in the Single Market. The directive in the field of savings
income will be aimed at eliminating non-taxation of i income while this proposal
concerning payments of interest and royalties payments is almed at ehmmatmg the

_distortions which arise through ‘double taxatlon

In order to alleviate the'budgetary 1mpact of the interest and royalties proposal,

~particularly for those Member States which are net importers of capital and

technology and for which these taxes on such payments represent an apprecrable_

_source of revenue, a gradual approach as far as the scope of the Directive 1s

concerned would seem to be appropriate. . , 4 .

Initially, therefore, it is only proposed that the taxes collected at source or by
assessment on interest and royalty payments made between associated companies,
including the permanent establishments of such companies, should be abolished, as

‘such taxes fall most frequently on transactions between associated companies. It

will be possible to extend the measure later, as part of the further development of "
the Single Market, to taxes of this type levied on 1nterest and royalty payments
made between compames whlch are not associated.

As well as this limitation in the scope of the Directive; a further step to help those
Member States which are net importers of capital and technology would be to
include arrangements allowing a gradual, rather than immediate, abolition of these
taxes over a transitional period.

This Directive does not preclude Member States from taking steps to combat fraud

- and abuse. In particular, it does not affect the right of tax authorities to adjust
- transfer prices, where the amount of interest or royalties or the amount of a loan

exceeds the amount which would have been agreed upon by the payer and the
beneficial owner had they stlpulated atarm’s length

The Directive allows Member States not to a‘pply ‘the exemption from source

" country taxation if the beneficial owner of the payments benefits from a special tax

rate which is lower than that generally applicable to payments of this kind received
by a company or a permanent estabhshment of - the. Member State of the -
beneficial owner. C

Furthermore the provisions of the Council Directive, of 19 December 1977
concerning mutual assistance by the competent authorities of the Member States in
the field of direct and indirect taxation® apply to interest and royalty payments. The
exchange and in particular the spontaneous exchange - of information where there

* appears to be a transfér of profits can enhance the effectlveness of measures to

prevent evasmn and av01dance in these ﬁelds

.0J L 336, 27.12.1977, amended subsequently by Drrectrves 79/1070/EEC (OJ L 331 27.12. 1979)
* . and 92/12/EEC (OJ L 76, 23 3. 1992) )
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Provision is made for the Commission to report on the operation of this Directive
on the basis of the-experience of its operation over the first three years, with a view
to an extension of its scope. It will be clearer at that stage, in particular in the light
of progress on the code of conduct for business taxation, whether it is necessary to
continue to allow' Member States the option of not applying the Directive to

payments which benefit from a spemal tax rate which is lower than the normally

applicable rate. The question of reviewing the definition of interest and royalties in
the light of the convergence of the provisions dealing with interest and royalties in
national legislation and in. bllateral double taxation treaties may also be con51dered

at that stage. - : :

»

Commentary

Article 1

1.

The purpose of this Article is to e;(empt payments of interest and rdyalties from any
taxation at source, whether collected by withholding tax or by assessment, where
such payments are made by or on behalf of a company of a Member State, or a.

‘permanent establishment situated in a Member State of a company of another

Member State, to an associated company of another Member State, or to a
permanent establishment situated in another Member State of an associated
company of a Member State, which is the beneficial owner of those payments. This

- provision requires an exemption to be granted at source (i.c. at the moment when

the interest and royaltles are paxd), the beneﬁcxal owner does not have to apply for
a refund of tax. : :

When a permanent establishment pays or receives interest or roya]tigs; it is for the
purposes of this Directive treated as the payer or the beneficial owner and not its
headquarters company, as also pro.vided for in Article 3, paragraph 3.

The Directive will not apply in- situations which do not in essence mvolve'
cross—border payments. This could arise; for example:

(@ if the beneficial owner of the interest or royalties is a“ permanent
' establishment situated in the same Member State as the paying company or
permanent establishment and the debt-claim or right or property in respect of
which the payments of interest or royalties are made is effectively connected

with such a permanent establishment, even if the interest and royalties are in

fact paid to an associated company of another Member State; V

(b) if ‘the interest and royalties are paid to a permanent establishment in another

Member State of an associated company established in the Member State

~ where the interest or royalties arise, whenever such payments made directly
between companies of the same Member State are subject to a tax collected
by deduction at source, unless thé debt-claim or right of property in respect
of which these payments are made is effectlvely connected with - the
permanent establishment.
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' .Articke 2

(2)

®

i

The term “interest” as used for the purpcses of this Directive denotes in

. “general all income from debt-claims of every kind. The definition is based on

that used in Article 11 of the 1996 OECD Model Tax Convention.on income
and on capital, with the exception of income from government securities
which is not relevant to this Directive. Penalty charges for late payment do -
not really constitute income from capital, but are rather a spemal form of

~compensation for loss suffered through the debtor’s delay in meeting his
obligations. These charges are therefore, as in Article 11 of the OECD Modél*

Tax Conventlon not regarded as interest for the purposes of thrs Directive.

‘The term “royalties” . as used for the purposes of thls Drrecm{e,denotes’ 1n

general all payments made as a consideration for the use of, or the entitlement = -

~ to use copyright, work, patents, etc. as included in Article 12 of the L996

OECD Model Tax. Convention on income and on capital, as well as
payments made in’ consideration for the use of or the right to use industrial,
commercial or scientific equipment, in order to cover all payments
con51dered by Member States to be royaltles

-

Payments made in 'con51derat10n 'for~ software may represent. royalties if

- less than the full rights in the software are .transferred (no alienation. -
- of ownership), i.e. payments made under transactions in software copyrights

that allow the transferee to commercially exploit the copyright by using it
to reproduce computer software products for sale or by sublicensing
the copyright to other parties, but which do not-constitute an alienation of
the copyright. . This - Diréctive w111 apply to payments ‘made under
such transactions. : o

AThe term ° royaltxes does not, however, include so- called * mmeral royaltles
_because such payments have rather the character of income from real estate.

The .‘_Directive_ applies not"only.to_ the payments -of -int_erest Or'royalties as
defined under paragraph 1 but also to all payments regarded by Member States

as such, either under a Double Taxation Convention in: force between the .
Member State where the interest or royalties arise and the Member State of the -

- beneficial- owner- or, in the absence of such a. Conventlon on, the basis of the
_ national tax legislation of the Member- State: where: the interest or royalties arise. -
This extends to payments-made by or to a permanent establishment which would be

considered to be interest or royalties if they had been made by ortoa: company in

the Member States concerned



Article 3

1. - (a), The term “company of a Member State” covers any company as defined in

Article 58 of the Treaty and whose activities present an effective and . .

continuous link with the economy of a Member State. The Council adopted
on 18 December 1961 (OJ 2 of 15 January 1962) a general programme for the
abolition of existing national restrictions on ‘the freedom of establishment.
- There, an economic criterion has been introduced, that tempers the liberalism
of Article 58 of the Treaty. This means that a company which has only its
registered office in the Community could only acquire the right of
establishment when its activities present an effective and continuous link
with the economy of a Member State. It remains, howéver, excluded that this
.link could depend upon the nationality of the shareholders or managers of the
‘company. Such a company has moreover to be resident in a Member State
and to be subject to tax in a Member State.

- (b) The terrn ‘associated company” covers as a minimum all companies which
are associated with each other by way of a minimum holdmg of 25% in the
capital held either dlrectly or indirectly. -

The ‘Directive covers paythents’ of interest and royalties made between a .
parent company and a subsidiary; between a parent company and a
sub-subsidiary; between fellow subsidiaries or sub-subsidiaries; and between
substdiaries and sub-subsidiaries, in so far as the company by, or on behalf of
which, the interest or royalties are paid and the company to which these
payments are made are both compames of a Member State.

However, Member States who so wish are allowed to prov1de for a lower, and
- therefore more liberal, level of holding than 25% in order to determine
~ whether a company exercises sufficient control over another. Furthermore,
they can replace the criterion of a minimum capital holdmg by the criterion of
a mmlmum ho]dmg in the voting rights. '

(c) . The notion of beneficial owner is intended to secure that the exemption
applies when an intermediary, such as an agent or nominee or trustee, is
~ interposed between the beneficiary and the payer, only if the true owner of |
the interest or royalty payments meets the requrrements of the Dlrectlve

(d) The term “permanent establlshment as -used for the purposes of this
Directive denotes in general a fixed place of business in a Member State,
through which the business of a company of another Member State is wholly -
or partly camed on, but that has no legal personality.

(¢) As, in principle, interest or royalty payments -that are made to or, by a
permanent establishment are actually made to or by the headquarters
company, the fiction that is inherent in this provision ensures that such

- payments may nonetheless benefit from the Directive, provided all other
conditions are met. -

2.  Member States may also cease (with retroactive effect) to treat a company as an
associated company, if the minimum holding requirement set out in paragraph 1(b)
is not met throughout a minimum period of up to two years. Member States may

7
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- Article 7

7. OJL225,208.1990,p.9.

not make the fg'ran‘ti:ng of the tax advantage provided for by the'Directive{subjeCt to
the condition that, at the. moment of the payment of the interest or royalties, this -
holdmg penod has already been completed so long as it is subsequently observed.

" Article 4

Member States are permitted to exclude certain paymehts which may fall under the
notion of interest but which actually have the character of distributed profits, income

“treated as a return of capital or income from hybrid financing. This could arise, for-

example, under the provisions of a Double Taxation Convention. in force between the

" Member State where the interest arises and the Member State of the beneﬁc1al owner or.

under the law of the Member State where the mterest arises.

Interest that has been re- characterlzed as distributed proﬁts ought to benefit from the -
provisions of Directive 90/435/EEC’ provided all other requlrements of that Dlrectrve are

- met, in order to avoid double taxatlon of such profits.

Article S -

When the amount of interest and royalties paid exceeds the amount which would have - -

. been agreed in the absence of a special relationship between the payer and the beneficial

owner or between both of them and another person, the Directive will .apply only to
the amount which would have been so agreed. This is'in line with the principles of
Articles 11.6 and 12.4 of the OECD Model Tax Convention on income and on capital.

Moreover, in the case of interest, when the amount of the debt-claim exceeds that which -
would have been agreed in the absence of such a special relationship, the Directive will
apply only to the mterest in respect of the amount which would have been SO agreed ’

Article 6
1. Member' States should be able to 'prevent and combat fraud or abuse in an -

" appropriate way in accordance with the principle of proportlonahty

.

2. The benefit of the Dlrectrve may be w1thdrawn in the case of a transactlon Wthh is -

: estabhshed as having as its principal or as one of its pr1nc1pa1 obJectrves tax
evasion or tax av01dance : .

[

1. . In order to ensure that the interest and royalty payments are subject at least once to-
taxation in a Member State at a level which is normally applicable to these items.of
-income in the Member State of the beneficial owner, Member States can, by way of
derogation, choose not to apply the provisions of Artlcle 1 if the beneficial owner
of these payments in respect of the interest or royalties is subject to the tax

. mentioned in Article 3, paragraph 1(a)(iii) at a rate which is lower than the rate
which is normally appllcable to such income received by a company or permanent
'establlshment of the Member State of the beneficial OWner.




Member States have the same possibility to derogate when the beneficial owner,

while being subject to the aforementioned tax, benefits from a reduction in the tax

base (e.g. by way of the creation of a tax base deductible provision or reserve
implying specially favourable rules for the calculation of taxable income on interest.

or royalty income), and which is not generally applicable in relation to interest or

royalties received by companies or permanent establishments of the State of the

beneﬁmal owner. . :

As in certain circumstances it can happen (e.g. on the basis of a ruling) that the
beneficial owner is subject to the tax mentioned in Article 3, paragraph 1(a)(iii) in

.trespect of part of the interest or royalties under the conditions as provrded for in

paragraph 1, Member States are permitted not to apply the provisions of this
Directive to that part of those items of income. Member States shall have to apply
the provisions of this Directive at least to the other part of those items of inceme.

Artlcle 8

1.

The Directive should in pnnc1p1e be apphed by all Member States without delay It _
is, however, appropriate to introduce arrangements. for the gradual abolition of the
taxes in those Member States which are large net importers of capital and
technology and for which these taxes represent an apprecxable source of revenue,
namely Greece and Portugal

Provision is made for a transitional period of five years during which the rate of tax
is to be reduced progresswely (10% during the first two years and 5% during the

) ﬁnal three years).

The Council may decide, on a proposal from the Commlssmn on a posmble

~ extension of this derogation beyond the period of five years.

In order to avoid potential double taxation, the Directive requires the Member State
of the beneficial owner to give a credit for the tax that is lewed in Greece or
Portugal on the basw of paragraph 1. .

. The deductlon need not exceed the lower of the tax levied in Greece or Portugal on.

the basis of paragraph 1, and the tax due on the mterest and royalnes in. the’
Member State of the beneﬁcral owner.

Article 9

. /

Member States are required to implement. the Directive not later than 1 January 2000.
As indicated in the Commission’s strategic programme of 19938, Member States are
required to refer in their implementing legislation to the Community Directives to which
the legislation relates, and, in addition, to provide implementation tables showing the .
correspdndence between the Community and national measures, in order to
improve transparency and to assist the Commission in its task of monitoring the quahty
of implementation. » :

Communication of 22.12.1993 “Makmg the most of the internal market: sixateglc programme”’

COM(93) 632 final, page 12:
9



Article10 -

’

It is important that, in time, not oniy associated tcorhpanie's-can benefit from the removal

_.of taxes on interest and royalty payments as provided for in the Directive. Other,
non-associated companies, are also confronted with the tax obstacles that this Directive is

intended to remove, as are non-incorporated undertakings. It is therefore foreseen that the
Commission will report on the operation of this Directive on the basis of the experience-
of'its operatlon over the first three 'years, with a view to an extension of its scope and to
assessing the application of Artlcle 7, partlcularly in the llght of progress on the code of

conduct for busmess taxatxon B v ST .

10




Proposal for a
" COUNCIL DIRECTIVE _

on a common system of taxation applicabie to interest and royalty payments
made between associated companies of different Member States.

THE COUNCIL OF THE EUROPEAN UNION,

I-Iavmg regard to the Treaty establishing the European Commumty, and in particular

" Article 100 thereof,
Having i'egard to the proposal from the Commission?,
Having regard to the opinion of the European Parliament!0, .

Having regard to the opinioln‘ of the Economic and Socidl Committee!!, -

Whereas, in a Single Market having the characteristics of a domestic market, transactions

between companies of different Member States must not be subject to less favourable tax

- conditions than those applicable to the same transactlons camed out between companies
of the same Member State; ~

Whereas this requirement is not currently met as regards interest and royalty
‘ payments; whereas national tax laws coupled, where applicable, with bilateral
agreements do not ensure ‘that double taxation is completely eliminated, and their

. -application often entails burdensome admmlstratlve formahtles and cash-ﬂow problems -

for the companies concerned;

- —.

"~ Whereas it is necessary to ensure that mterest and royalty payments are subject to tax

oncein a Member State;

T

Whereas the abolition of ,,ta‘xation on interest and royalty payments in the Member State
. where they arise, whether collected by deduction at source or by assessment, on interest

and royalty payments is the most appropriate means of eliminating the aforementioned

formalities and problems and of ensuring the equality of tax treatment as between

hational and cross-border transactions; whereas it is particularly necessary to abolish such
" taxes in respect of such payments made between associated companies of different
" Member States as well as between permanent estabhshments of such companies;

‘Whereas the arrangements should only apply to the amount of interest or roya‘ltles or to

the amount of the debt-claim which would have been. agreed by the payer and the :

beneficial owner in the absence of a special relatlonshlp, :

9. oic
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-Whereas Member States should be perm1tted not to apply the prov151ons of the Dlrectlve

if such payments are made to a beneficial owner who, in the Member State where hé is-
‘'situated, is not subject to taxation in respect of those items of income at a level which is
normally applicable to interest or royalt'ies rec‘eived by a company of that Member State;

Whereas it is moreover. necessary not to preclude Member States from takmg approprlate -
measures to- combat fraud or abuse ) : :

. Whereas Greece and Portugal should, for budgetary reasons, be allowed a transitional
period in order that they can gradually decrease the taxes, whether collected by deduction
at source or by assessment, on mterest and royalty payments until. they are able to apply :
 the provisions of Article-1; s : :

Whereas it is necessary for the Comrmssxon to report to the Counml on the operatlon of
- the Directive three years after the date by which it must be transposed, in partlcular with
a view to- extending its coverage to other companies or undertakings, to reviewing the .
application of Article 7, and to reviewing the scope of the definition of interest and
. royalties in pursuance of the necessary convergence of the provisions dealing with -

interest and royaltles in natlonal leglslatlon and in b1lateral double taxation treatles

Whereas in keepmg w1th the prmcxple of sub51d1ar1ty and the prmc1ple of proportlonallty A
as set out in Article 3b of the Treaty, the objectives of this Directive cannot be
sufficiently ‘achieved by the Member States and can therefore be better achieved by the
- Comimunity; whereas this Directive is confined to the minimum-required to achleve those -
: ‘objectlves and does not go beyond what is’ necessary to achleve that purpose

HAS ADQPTED 4THIS’DIRECTIVE: o
) Article 1

I. A Member State shall exemp’t interest and royalties from liability to any taxes
" levied on such income in that Member State, whether collected by deduction at
source or by assessment, where such interest or royalties are paid by or:on behalf of ‘
".a company of that Member State, or by a permanent establishment situated in that
Member State of a company of another Member State, to an associated company of
another Member State or to a permanent - establishment situated in another
Member State of an associated company of a Member State, where that associated "
" company or- that permanent establishment of the associated company is’ the :
beneficial owner of those payments ' :

'2.. Paragraphl shall not apply in situations -which do not, 1n essence represent .
cross-border payments In partlcular :

(a) it shall not apply to interest and royalties pald by a company of a
’ Member State, or by a permanent establishment situated in that Member. State
“ofa company of another Member State; if the beneficial owner of the interest
or royalties is a permanent estabhshment situated in the first-mentioned .
Member State and the debt-claim or the right or property in respect of which -
- the interest or royalties are paid xs effectxvely connected - w1th such a-
permanent estabhshment : :

\
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"(b) it shall not apply to interest and royalties paid by a company of a.
- - Member State to a permanent establishment situated in another Member State

of an associated company of the first Member State, where the payment of

such interest or royalties to the associated company otherwise than to a

permanent establishment of it situated outside the first Member State
would be subject to a tax collected by deduction at source in that

Member State, unless the debt-claim or the right or property in respect of
which the interest or royalties are paid is effectively connected with the

permanent estabhshment

Article 2
- For the purposes of this Dlrectlve

(a) "interest" means income from debt-claims of every kind, whether or not . .
secured by mortgage and whether or not carrying a right to participate in the
debtor's proﬁts, and in particular, income from bonds or debentures,
including premiums and prizes attaching to such bonds or debentures. Penalty
charges for late payment shall not be regarded as interest;

(b) "royalties" means payments’ of any kind received as a consideration for the

' use of, or the right to use, any copyright of literary, artistic, scientific work or
software, including cinematograph films, any patent, trade mark, design or
model, plan, secret formula or process, or for the use of or the right to use -
industrial, commercial or scientific equipment, or for information concerning
industrial, commercial or scientific experience. Variable or fixed payments as
consideration for the working of, or the right to work, mineral deposits,
sources and other natural resources shall be excluded, as well as payments for
the use of; or the right to use, software when dwnership is transferred.

In addition to the income and payments referred to in paragraph 1, any income or
payments which are considered to be interest or royalties, or which would, but for -
the nature of the payer or the beneficial ownér, be considered to be interest or
royalties either by virtue of a Double Taxation Convention in force between the
Member State where the interest or royalties arise and the Member State of the
beneficial owner or, in the absence of a Convention, by virtue of the tax legislation
of the Member State where the interest or royalties arise, shall be treated as 1nterest
or royalties for the purposes of this Directive. :

Amcle 3
For the purposes of this Directive: -
(@) "company of a Member State” means: -
(i) any company formed in accordance with the law of a Member State and
having its registered office, central administration or principal place of -
_ business "within the Community and whose activities present an .

. effective and contmuous link with the economy of that Member State,
- and .

13
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(i)

(iii)

S zmpuesto sobre\socredades in Spam,_ :

One company i's an “associated company” ofa Seco'nd‘mrnpany if, at least;

(i

(i) -

which according to the tax laws of that Member"Stale is considered to
be resident in that Member State and is not, within the meaning of a -

~Double Taxation Convention concluded with a third country,
© considered to be resident for tax purposes-outside the Community; and

which moreover, is subject to one of the following taxes.without being :
exempt, or to a tax which is identical or substantially similar and which
is 1rnposed after the date of entry into force of this, Dlrectwe in addmon -
to or in place’ of those ex1stmg taxes :

-, zmpot des soczetes/vennootschapsbeldsting and" zmpot des
non reszdents/belastmg der met-verblyjhouders in Belg1um

- selskabsskat in Denmark

- Korperschaftssteuer in Germany,

- <Dépoq elooén/.laroq VO/JIK(.UV rtpoawrtwv in Greece

-

EE. tmpot sur les sociétés in France,

- corporatzon tax'in Ireland

ra
A

- ) zmposta sul reddzto delle persone gzurzdtche in Italy, e

.- impét sur le revenu des collectzvttes in Luxembourg,

-

_— vennootschapsbelastmg in the Netherlands
- Korperschaﬁsst_euer in Austna,
- im‘posto so;br"e'"o rendim‘entb da péssoas colectiyas in Portugal o

- yhtezsoyen tulovero/mkomstskatten fbr samfund inF 1nland

- 'Statlzg mkomstskatt in Sweden, :

- 'corporatior; tax in the Umted ngdomﬁ

3

_the first company has directly or mdlrectly a minimum holdmg of 25%

in the caprtal of the second company, or

the second company has. dlrectly or mdlrectly a minimum holdmg of

»25% in the caprtal of the ﬁrst company, or -

-
N
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2.

\(c‘)» B

- (i) a third company has dtrectly or indirectly a minimum holdmg of 25%

both in the capital of the ﬁrst company, and in the cap1ta1 of the‘
second company. :

However Membe'r States shall»-have'the o"ption of:

- /' _applying this Directive in crrcumstances where the level of the holdmg B

concerned is less than 25%,

. ] replacmg the criterion of a2 minimum holdmg in caprtal wrth that of a
' minimum holdmg of votmg rights. - ' :

the “beneﬁcral owner” of payments of mterest or royalties is a company ofa
" Member State or a permanent establishment Wthh holds those payments for =
Cits own benefit and not as an agent, trustee or nominee for some other person.

v‘(d)_ 5

- Member State' through which the busmess of a. company of anotherv

“permanent establishment” means a"ﬂxe-d" place of ‘business situated in 2
Member State is wholly or partly camed on.

A ‘permanent establishment shall be treated as paying interest or royalties in
so far as such payments represent a tax-deductible expense: for - that
‘establishment i in the Member State in which it is situated; it shall be treated as
the beneficial owner of interest or royaltres in so far as such receipts represent .
income in respect of which it is"subject in that Member State to one of the -
taxes mentroned in paragraph l(a)(nr) .

Member States may withdraw the benefit of this Dlrectlve from companies of that

. Member State in circumstances where the conditions set out in paragraph 1(byhave

~*__not been maintained for an uninterrupted period of a minimum of two yeafs.

‘ ’Article 4 o

S

By way of derogatlon from the provisions of Artlc]e 2(1)(a) and (2) the Member State

. where the interest arises may exclude from the apphcatlon of this Drrectlve payments .
e purportmg to be mterest such as any of the followmg : : ‘

®

©
@

- (d) .

mcome whrch is treated as a drstnbutlon of proﬁts-or asa repayment of capital;

income from debt-clauns whtch carry a nght to part1c1pate m the | payer s proﬁts

income from debt-claims whrch entrt]e the creditor to exchange hrs nght to mterest SRR
fora rrght to partlcrpate in the payer s profits; :

income from. debt-clarms whlch contain no prov1sxon for repayment of the
- prmcrpal amount. : .

Interest: that has been re-characterized as a distribution’ of profits shall accordmgly be
sub_;ect instead to the provisions of Council- Directive - 90/435/EEC where it is pald o
between compames to whrch the present D1rect1ve apphes :

t

S 12:0] Lizzs, 20.8.1990,p.6.
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Article 5

Where, by reason of the special relationship between the payer and the beneficial owner
of interest or royalties, or between both of them and some other person, the amount of
that income or those payments exceeds the amount which would have been agreed by the
payer and the beneficial owner in the absence of such a relationship, the pfovisions of -
~'this Directive shall apply only to the latter amount; and, in the case of interest, where by
reason of such a relationship. the amount of the debt-claim in respect of which the interest -
is paid exceeds the amount which would have been agreed'by the payer and the beneficial
owner in the absence of such a relatlonshlp, the provisions of th1s Dlrectlve shall apply '
only to interest m respect of the latter amount, if any. :

‘ Amcle 6
1. This Directive shall not preclude a Member State from takmg appropnate measures
to combat fraud or abuse :

2. A Member State may withdraw the beneﬁt of or refuse to apply this Directive in
~the case of any transaction which has as its principal ObJCCtIVC or as one.of its
principal objectwes tax evasion or tax avmdance

Article 7
1. In addition to the situations covered by Article 6, Member States shall be
authorized not to apply the provisions of Article 1 to any payments of interest or
royalties made- to an associated company of another Member State or to a
permanent establishment situated in another Member State of an associated. -
. company of a Member, State which, in respect of that income and by virtue of a =
provision made for its benefit or for the benefit of certam compames or permanent
estabhshments or certain activities: - ‘

(a). is subject to the tax mentioned in Article 3(1)(a)(iii) at a rate which is lower
-than the rate of tax which would’ otherwise normally be applicable to such’

income received by companies of, or permanent estabhshments s1tuated in,
that other State; or - '

(b) benefits from a reduction in the tax base which would not otherwise nermally o
be available to companies of, or permanent establlshments s1tuated in, that
other State ' ‘ » '

2. If the circumstances referred 4o in either of points (a) or (b) of paragraph 1 apply

only to a part of the interest of royalties referred to in paragraph 1, Membeér States-

_ shall be authorized not to apply the prov151ons of this Dlrectlve to that part of the -
interest or royalties. _ ‘

Article 8

1.  Greece and Portugal shall be authorized not to apply the provisions of Article 1
during a transitional period ending five years after the date of entry into force of -

. this Directive. In such a case the rate of tax on payments of interest or royalties
made to an associated company of another Member State or to a permanent
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establishment situated in another Member State of an associated company of a
Member State may not exceed 10% during the first two years and 5% during the
final three years. Before the end of the fifth year, the Council may decide, on a -
proposal from the Commission, to ‘extend the term of the transitional period
provided for in this paragraph.

2. Where a company of a Member State, or a permanent establishment situated in that
Member State of a company of a Member State, receives interest or royalties from
an associated company of Greece or Portugal, or from a permanent establishment
situated in Greece or Portugal of an associated company of a Member State, the
first Member State shall allow an amount equal to the tax paid in Greece or
Portugal on that income as a deduction from the tax on the income of the company
or permanent establishment which received that income in accordance with
‘paragraph 1.

3.. ' The deduction provided for in paragraph 2 need not exceed the lower of:

(a) the tax payable in ‘Greece or Portugal on such income onl,the basis of
paragraph 1; and

(b) that part of the tax on the income of the company or permanent establishment
which received the interest or royalties, as computed before the deduction is
given, which is attributable to those payments under the domestic law of the
Member State of which it is a company or.in which the permanent

establishment is situated. :

Article 9

1.  Member States shall bring into force the laws, regulations and administrative -
_provisions necessary to comply with this Directive not later than 1 January 2000.
They shall forthwith inform the Comm1ssmn thereof.

“When Member States adopt these prov151ons these shall contain a reference to this.
Directive or shall be accompanied by such reference at the time of their official

. _publicatiori. - The procedure for makmg such reference shall be adopted by -
- Member States. '

2. Member States shall communicate to the Commission the text of the main
provisions of national law which they adopt in the field covered by this Directive.
In this communication Member States shall provide a correlation table showing the - -
national provisions Wthh exist or are introduced in respect of- each Artlcle of .
thxs Directive. :

Article 10

Three years after the date referred to in Article 9(1), the Comm1ss1on shall report to the
Council on the operatlon of this Directive, in particular with a view to extending its-
coverage to companies or undertakings other than those covered by this Directive, and to
’ rev1ewmg the application of Article 7.
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S R Articlell_

This Directive shall enter into force on the twentleth day followmg that of its pubhcatlon
- inthe Oﬁ cial Journal of the European Communztzes :

Artlcle 12

Thls Dlrectxve 1S addressed to the Member States

Done at Brussels - > ' For the Council
' ' The President

¥
L
;
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Wlthholdmg tax rates on INTEREST (%)

Situation in September 1997

Residence state of | B DK D EL E F IRL | 1 L NL 1T A P FIN S UK
the debtor 1) @ 13 £6) (OREOERORBRUY) (1)
Residence state of " '
the beneficiary ¥
Country without a 15 0 45151 40 25 15 26. 30 25 0 “34 20 | 28 0 20
tax treaty A 26871 . ) 15.
B . -7 0 15/0 5. 0 15 15 I5 15 Q 15 15 10 ) 15
15/0 10 )
DK 51 -] o0ol8 o] ololis5]o]ololxx| o100
. . 0 ~ .
D 0/15 0 - 10 0 0 0 10 03 0 10 15 0 0 0
EL 10 0 10 |- XXX 10 XXX 10 0 0 34 XXX 10 0 0
' 10 0
E 15 0 0 XXX - 10 0 12 10 0 5 15 10 0 12
0 -
F 15 0 0 10 (U - 0110 | 10 0 0 12 10 0 ¢}
. 0 ’ :
IRL 15 0 0 XXX ] 0 - 10 0 0 "0 15 0 0 0
_ 0 ] .
] 15 1.0 0 i0 0 10 10 - 10 - 0 10 15 15 0 10
0
L - o1s 0 0 8/10 0 o |- o 10 C - 0 XXX .0 0 0
0 e} A0 - 0 .
NL 0/10 0 .| IS5 16 0 10 0 "1 0/15 - 0. XXX 0 0 0
' 15 . : 10 2.5 ’
A 15 0 45.15) 0/10 0 0 0 10 0 0 - 10 0 | O 0
P 26.87} (5) ’ )
P | 15 xxx | 26.8/ | xxx 0 12 15 15 XXX | XXX 10 T 15 [0} 10
15 10 ’
15/10/
1 0
FIN. . 10 0o 15 10 0 10 0 15 0 [V 0 15 - 0 0
0 .
S 10 1} 0 10- 0 0 0 15 0 0 0 XXX 0 - 0
. 0 . :
UK 15 0 0 0 0 1} 0 0/10 0 0 0 . 10, 0 0 -
. - 0 . ,
(1) Nommally no withholding tax on interest paid by a Belgian bank on deposits-and reglstered bonds to non-resndent‘
company.

v

©)
@
(%)
1)
N
(8)

9

Non-residents only taxed on mterest deriving from loans secured by lmmovable property (first figure) and interest
deriving from jouissance rights and profit-sharing bonds. (second figure). Interest on over the counter banking
transactions: 35%.

Exceptions, Greek Government bonds: 7.5%, bank dcposuts in Greek currency .and bonds issued by private banks
and companies: 15%, bank deposits in foreign currencics: 0%. -

8% if paid to bank or other institution.

0% if Austrian company owns 50%+ of Greek company. :

Numerous exceptions to general rate, e.g. interest exempt when paid to non-resident on loans contracted abroad,
state bonds issued after 1/10/1984, corporate bonds issued after 1/1/1987 and certain negotiable debt mstruments
Different rates depending on source. Maximum rates shown in this table.

No withholding tax on ordinary interest. However, interest on profit-sharing bonds taxed these rates shown here.
Interest on loans secured by Luxembourg-situs immovable propeﬂy taxed by way of assessment at normal
corporate tax rate.

No withholding tax on intérest, except on interest from profi t-sharmg bonds treated in the same way as dividends.

(10) Interest derived by non-residents not taxable, except interest deriving from a loan secured by a mortgage on

Austrian-situs real estate, these rates shown here.

(11) No tax generally withheld on interest payments to non-residents. This chart shows the tax withheld in exceptxonal

cases, e.g. permanent loans in lieu of contribution of capital.
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Wnthholdmg tax rates on ROYALTIES (%)
(the possible value added tax applzed is not included in these rates)

Sltuatlon in October 1997

DK

I

NL

FIN

“Residence state | B D [EL] E | F [IRL T A S JUK
of the debtor ’ o
Residence state.
of the -
beneficiary¥ - N .
Country without | 15/ | 30 [26.87| 20 | 25 |33.3] 26 | 3¢” [10/12] 0 |20 | 15 | 28 | 28 | 23
a tax treaty 25 NS ] - : . :
B [-fofjo|s]|s|{ofo]ls]|]o]o]|,]|S[us[o]o
. R ' . 0
DK ol -lofs]e6jojo]|s5]0]|]o0 ;g |xxx|[0]O0]0O
. : . : 0 .
D oo -Jo[s|[o|ofous|[s fo]o[1wfos[o]o
“EL 515 0| - [xxx| 5 [xxx [05]57] 0 | o' [xxx[010] 5 [ 0
'E S| 6 s [xxx| - | 6 [810/]48] 10} 05| 5|5 |10]10
- \ : ) 5 .
F o[of[o[5|s6 [ -Tolus[o[o]Jof]s|[o]ofo"
IRL 0 |0 |0 |ox[810/[ 0 -10]0]0 [o0]10]0]0]0
L . 5.1, A 0 N ;
1 s s [soflosjeaf s o -Two]o],yl12los]s|s
_ L _. < ‘ 3 0. B P
L oo | s |[smf10|ofo 1] -]0];|xxxfos|]0]5.
. ) .
20 o
L . : 0. v i
NL oo Jof|s7le]|of|o]s]o] - [0]xxx[o] o] 0
. - . . v \. . - A ) ~v-0 ’ . - .
T T AL . 1 i 1
A 0 || 0[] 5] o] oo, ' o] - pf[1o]10],
> 0.1 0 0 S0 0 | . 5. 0
P S [xxx 10 [xxx [ 5 [ 5 p 10 12 xx| 0[] -10]28]5
FIN -5 1o Jsofoio] s:] oo ousjos|] o g0 -Tofo
_ 1 - : . ol .
S’ oflolojfsjtwoflofo]s]ojojp|xx|]o]-1]0
o . 1 ] ' 0| - '
UK - [ofofo]loftwf[folo]s s |[olfly|[s]ofol-

-
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If the receiving company owns more than 50% of the votmg stock of the paymg company A
If the payee is not a Luxembourg holding company.
30% generally apphed to 75% of gross payment, effectlve rate: 22 5% .




FINANCIAL STATEMENT

This propoéal for a Cbuncil‘ Directive has no financial implicatio
budget. . ’ o
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BUSINESS,IMPACT ASS‘E:SSMENT' e

The lmpact of the proposal on busmess, with. special reference
- to small and medlum snzed enterprlses (SMEs)

Title ofproposal: Proposal for a Council Directive on a common  system of taxation:

applicable to interest and royalty payments made between assoc1ated “ ,
compames of dlfferent Member States '

Busmess lmpact assessment reference number 97006

1.

" The proposal

One of the aims of the Single Market is to enable companles to operate throughout
the Commumty without frontlers or obstacles : ’ .

One obstacle is caused by the tax levied on cross-border 1nterest and royaltysg,

: payments in the Member State where they arlse

, The proposal therefore provndes for the abolmon of these taxes, initially on interest
~and royalty payments made between associated companies and thelr permanent ,

establlshments of dlfferent Member States.

This objective can be better achieved by the Community in order to meet the
requirements of a Single Market. Neither unilateral nor bilateral measures taken by

‘Member States have been able to provide a solution to the problems_of such
“cross/frontier payments 'that"fully-.r,neets the requirements of.the Single Market.

The impact"on business:

2.

The proposal is initially restricted to payments made between associated companies
and their permanent establishments that are subject to corporation tax in a
Member State. This covers parent companies and subsidiaries; parent companies

-and sub-subsidiaries; fellow subsidiaries or sub-subsidiaries; and subsidiaries -

and sub-subsidiaries. All sectors of business will be able to benefit from this

measure, whatever the sizes of the businesses or thelr geographlc location within
' the Commumty

The scope can subsequently be broadened on the basis of the expenence of the ﬁrst =

three years.

All compa'_nies falling within the scope of the Directive will benefit from it. They

* will avoid possible double taxation. Moreover, they will no longer have to comply

with burdensome administrative formalities which currently exist if they wish to
benefit from the reduction or abolition of withholding taxes foreseen in bilateral tax
treaties. No other compliance conditions are provided for. ~
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The proposal will have a positive effect on cross-border investment and improve
the competitive position of Community companies, as it will improve their
financ1a1 situation. It will therefore also have a posmve effect on emp]oyment

The proposal does not provide measures to take account of the special s1tuatlon of

“small and medium-sized enterprises, because these enterprises will be able to

benefit from the provisions of the Directive under the same conditions as other
companies, in as much as they comply with the conditions of this Directive.

Consultation: -

6.

The views of business associations on this proposal have been received. They have
all expressed strong support for the removal of source country taxes on
cross-border interest and royalty payments in order to remove obstacles to
financial flows.

UNICE;
-~ European Association of. Cooperatlve Banks;

For example:

- Association -of European Chambers of ‘Commerce.

and Industry;
- European Mortgage Federation; -
- Banking Federation of the'European Union.
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