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he Single European Act defines the internal market as ‘an area without
internal frontiers in which the free movement of goods, persons, services
and capital is ensured’.

There are at present 12 tax territories in the Community, each with its own tax
system. In the nature of things the national rules take a unilateral approach to the
tax treatment of business activity. This frequently leaves cross-border activity
worse off than domestic activity, and often leads to double taxation which is an
added burden on the firms involved. Examples:

B Example 1

A company wishing to operate in another Member State may set up a
subsidiary there. It naturally plans to recover its investment in the form of
dividends paid by the foreign subsidiary to the parent. This is where the tax
problems begin. In extreme cases the profits of a foreign subsidiary may be
subject to a threefold taxation:

O to corporation tax charged on the subsidiary’s profits in the subsidiary’s
country;

O to withholding tax charged on distributed profits in the subsidiary’s
country; and

O to corporation fax on the parent company’s profits, which incorporate the
profits distributed by the subsidiary.

Bilateral or unilateral measures have been taken to minimize such extreme
forms of multiple taxation, but companies operating internationally are still at a
clear disadvantage as compared with their competitors who are taxed only in
their own country. Obviously such a situation can discourage firms from
operating in another Member State, and thus seriously hamper the emergence
of a single market.

M Example 2

Rather than setting up a subsidiary a company may choose to commence
operations in another Member State by means of a merger with a local
company, or another similar link-up such as a transfer of assets or exchange of
shares. The commercial advantages are self-evident:

O the two sides can each make use of the other’s distribution system, which is
at home with the special features of the market to be developed;

O transport and storage costs can be lowered by relocating sections of
production activity whose output was in any case intended for export;

O large areas of research and development can be coordinated, so as to
secure a division of labour and savings in costs.

As the laws of the individual Member States stand at present, a cross-border
merger will as a rule expose a transferring company’s hidden reserves to tax —
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a disadvantage which is enough to deter interested companies from this form
of cooperation at European level. Mergers inside a single Member State, on
the other hand, are usually covered by special rules which allow tax to be
deferred.

R Example 3

Where different national tax authorities assessing a company with international
operations disagree about the size and justification of transfer prices within the
group, it can happen in extreme cases that the tax authorities in State A refuse
to accept a price paid by the subsidiary in that country to its parent in State B,
and consequently reassess the subsidiary’s profits upwards, while the tax
authorities in State B do not make the corresponding downward adjustment in

~ the parent company’s case. This means that even though the subsidiary cannot
offset the full price paid to the parent so as to reduce its own tax liability, the
parent must enter the entire amount in its balance sheet, without taking
account of the adjustment made on the subsidiary’s side, and pay tax
accordingly.

The solution currently incorporated into double taxation conventions, in line
with Article 25 of the OECD Model Convention, is a procedure for reaching
mutual agreement between States; it has the serious drawback that if
agreement is not reached the amount of the adjustment continues to be taxed
twice. And mutual agreement proceedings frequently last several years, which
can cause liquidity problems particularly for smaller businesses.

Three new tax measures adopted by the Council

On 23 July 1990 the Council of the European Communities adopted three
measures in the field of direct company taxation which had been proposed by the
Commission with a view to solving these problems on a Community-wide basis.
The measures are:

M aDirective on the common system of taxation applicable to mergers, divisions,
transfers of assets and exchanges of shares concerning companies of different
Member States (the ‘Mergers Directive’);?

B a Directive on the common system of taxation applicable in the case of parent
companies and subsidiaries of different Member States (the ‘Parent/subsidiary
Directive’);?

B a Convention on the elimination of double taxation in connection with the
adjustment of profits of associated enterprises (the ‘Arbitration Convention’).3

The Council discussed the three measures as a package; the Commission had
given them priority in its White Paper on completihg the internal market, and

" Directive 90/434/EEC: Of L 225, 20.8.71990, p. 1.
2 Directive 90/435/EEC: O] L 225, 20.8.1990, p. 6.
3 Convention 90/436/EEC: OJ L 225, 20.8.1990, p. 10.

Documents



http://www.avadocuments.com/doc/euro-1991-1-2-1989
http://www.avadocuments.com/doc/euro-1991-1-2-1989

EURC 1991-1-2 mm 1767043 0013564 3 M

repeatedly drawn attention to their urgency. One of the main objectives of the
single market is to enable firms to operate throughout the Community without
hindrance from tax borders or tax rules. The economic advantages to be secured
from the single market rest primarily on an expansion of cross-border business
activity within the Community. The Council’s adoption of the Commission
proposals is an important step towards the achievement of this goal.

A brief look at the new legislation

B The Mergers Directive. The Mergers Directive was originally proposed by the .
Commission in 1969." As its full title says, it aims at a ‘common system of
taxation applicable to mergers, divisions, transfers of assets and exchanges of
shares concerning companies of different Member States’.

In the event of a cross-border merger — and the same applies to the other
transactions covered — the Directive ensures tax neutrality in three ways.

O A merger must not give rise to ‘any taxation of capital gains calculated by
reference to the difference between the real values of the assets and
liabilities transferred and their values for tax purposes’, that is to say on the
hidden reserves. To prevent this happening, while at the same time
protecting the tax interests of the State of the transferring company, the
Directive adopts the approach that the receiving company will continue to
have a permanent establishment in the State of the transferring company
whose own balance sheet will continue to show the transferred assets at
their original book values.

O Any gains accruing to the receiving company from the cancellation of a
holding in the transferring company is not to be liable to any taxation.

O The allotment of securities representing the capital of the receiving com-
pany to the shareholders of the transferring company is not of itself to give
rise to any taxation on the gain. It is of course stipulated that a shareholder
in the transferring company is to declare the new shares in his tax returns at
the same value as the holding cancelled in the course of the merger.

W The Parent/subsidiary Directive. This Directive, whose full title is ‘Council
Directive on the common system of taxation applicable in the case of parent
companies and subsidiaries of different Member States’, was likewise first put
forward in its original form in 1969.2 '

Its purpose is to prevent the triple taxation of the profits of foreign subsidiaries
in the Community which was described at the beginning of this paper, It does
50 by requiring the State of the parent company either to refrain from taxing
profits distributed by the foreign subsidiary or to deduct tax already paid

1 0J €39, 22.3.1969, p. 1. N '
2 Of C 39, 22.3.1969, p. 7.
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abroad up to the limit of the amount of the corresponding domestic tax;
neither the State of the subsidiary nor the State of the parent is to levy
withholding tax.

B The Arbitration Convention, The third measure adopted by the Council on 23
July provides for the introduction of an arbitration procedure to resolve the
differences of opinion of the kind described above that may arise between the
tax authorities of different Member States when they reassess transfer prices
between associated enterprises for tax purposes.

It was in fact already possible to avoid double taxation here by following a
mutual agreement procedure laid down in Article 25 of the OECD Model
Convention. But the bilateral conventions do not require the tax authorities
involved to eliminate double taxation, but only discuss the matter between
them; and, as has already been said, mutual agreement proceedings can often
last for years. The Community arbitration procedure on the other hand
requires that the double taxation be finally eliminated within not more than
three years of the initiation of proceedings.

Application of the new measures in the Member States

The two Directives must under Article 189 be transposed into national law, which
will require appropriate legislation in all 12 Member States, and the Convention
has to be ratified by the legislatures of the individual States.

M Article 8 of the Parent/subsidiary Directive requires Member States to bring
into force the laws, regulations and administrative provisions necessary to
transpose the Directive into domestic law before 1 January 1992; there are
temporary exceptions for Greece, Germany and Portugal.

B Like the Parent/subsidiary Directive, the Mergers Directive is to be transposed
into the domestic law of all the Member States before 1 January 1992. The only
exception is Portugal, which is allowed one extra year to implement the
provisions concerning transfers of assets and exchanges of shares.

M The Community arbitration procedure was originally proposed as a directive,

~ like the other two measures.’ In the course of discussion the Member States

agreed to embody the arbitration procedure in a multilateral convention under
Article 220 of the EEC Treaty.

The Convention requires ratification by the legislatures of the individual
Member States, so that there is no fixed date for its entry into force. Obviously
it is desirable that it should be applied from 1 January 1992 onward like the two
Directives.

1 0J C 301, 21.12.1976, p. 4.
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