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Chapter 11 
 

Corporate Tax Treatment of Interest: 
EU State aid and the EU Code of Conduct 

Combating Harmful Tax Competition

Vinod Kalloe*

11.1. EU harmful tax competition and the corporate tax 
treatment of interest

11.1.1. EU Code of Conduct for business taxation

In the mid-nineties of the previous century most Member States felt the 
need for coordinated action at the European level to reduce and avoid tax 
distortions in the EU internal market. Following a Commission-initiated 
discussion in the Taxation Policy Group, the Member States started dis-
cussions in the Council to tackle harmful tax competition in the Euro-
pean Union.1 These distortions were identified as excessive losses of tax 
revenue in the field of business taxation, the taxation of savings income 
and the existence of withholding taxes on cross-border interest and royalty 
payments between companies. Since unanimity on any one of the given 
subjects separately would be almost impossible to achieve, the European 
Commission suggested forming a “tax package” for the three subjects 
where for all Member States there would be sticks and carrots to accept. 
These negotiations led to the ground-breaking result on 1 December 1997 
at the ECOFIN Council where the Member States adopted the Code of 
Conduct for business taxation by resolution and the Commission was in-
vited to submit proposals for directives for savings income and interest and 
royalty payments.2 In 1998, the ECOFIN Council set up a special Council 
Working Group (the Code of Conduct Group) to assess tax measures that 
fall within the scope of the Code of Conduct. The aim of the Code of 
Conduct Group was and is to eliminate harmful tax competition in the EU 

* Tax lawyer with KPMG Meijburg & Co in Amsterdam.
1. The Taxation Policy Group is an ad-hoc Commission High Level Group chaired 
by the European Commissioner for Taxation for political discussions with Member 
States.
2. Conclusions of the ECOFIN Council meeting on 1 December 1997 containing 
the EU Code of Conduct, OJ 98C 2/01.

Sample chapter
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(and dependent and overseas territories) by identifying, describing, dis-
cussing, evaluating and monitoring potential harmful tax measures. The 
political link of the Code of Conduct for business taxation with a direc-
tive on savings and a directive for interest and royalty payments between 
associated companies has played an important role in reaching results of 
the Code of Conduct Group as agreed on adoption of the tax package on 3 
June 2003.3 4 The results included the identification and commitments to 
rollback of 66 tax measures which were considered harmful by the Code 
of Conduct Group.5 This was the first result for a full exercise from inves-
tigating, discussing, and evaluating and accepting rollback commitments 
for harmful tax regimes where all EU-15 Member States committed to the 
work and results of the Code of Conduct Group. After this result in 2003, 
the Member States continued the work to monitor harmful measures and 
develop new strategies to further enhance the effectiveness of the Code 
of Conduct, notably by exporting the Code of Conduct principles towards 
third countries. Due to the sensitive nature of discussing Member States’ 
tax measures in the Council, the Member States agreed that the work of 
the Group should be confidential, which means that for the public most of 
the work done and results achieved in the Code of Conduct Group has been 
clouded by a veil of secrecy.6

The EU Code of Conduct contains provisions which, in very general terms, 
identify harmful tax measures and also highlight related areas such as anti-
abuse, State aid and geographical extension. The tools in the Code of Con-
duct provide nothing more than a general indication and certainly do not 
provide clear-cut answers on the complex issues that the Group has faced in 
the past and will face in the future. The Code of Conduct includes a variety 
of criteria which should be used to determine whether or not a tax measure 
can be considered harmful. The first condition is whether a tax measures 
in the area of business taxation affects, or may affect, in a significant way 
the location of businesses. Furthermore, the measure must provide for a 
significantly lower effective level of taxation than those levels which gener-
ally apply in the state concerned. Such a lower level of taxation may be the 

3. Council Directive 2003/48/EC of 3 June 2003 on taxation of savings income in 
the form of interest payments.
4. Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation 
applicable to interest and royalty payments made between associated companies of dif-
ferent Member States.
5. “Rollback” in this context means the effective removal of harmful features of 
identified tax measures.
6.  Council Conclusions 9 March 1998, concerning the establishment of the Code 
of Conduct Group for business taxation, Council document 98/C 99/01.
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result of the nominal tax rate, the tax base or any other relevant factor. If a 
measure is caught by these two conditions it is “potentially harmful” and 
covered by the Code of Conduct. The next step in the evaluation process of 
the Code of Conduct Group is the assessment of a tax measure according 
to paragraph B of the Code of Conduct listing further conditions to assist 
in the assessment whether a measure is actually harmful or not. This non-
exhaustive list has, in the vast majority of cases, been used to determine 
whether or not a measure is harmful. It should also be noted that the Group 
discussed and agreed on the practical applications of these conditions.7

The conditions listed in paragraph B are:

– Criterion 1: Whether advantages are accorded only to non-residents 
or in respect of transactions carried out with non-residents (ring-fenc-
ing I)

According to the practice of the Code of Conduct Group, this criterion 
contains two elements: the first is whether the measure is only open for (de 
jure) or in a majority of cases used by (de facto) non-residents. Non-resi-
dents in practice mainly meant permanent establishments of non-resident 
head offices or resident companies owned by non-resident corporate share-
holders. This means that this criterion considers the legal interpretation of 
the rules in question and the actual use of the measure.

– Criterion 2: Whether advantages are ring-fenced from the domestic 
market, so they do not affect the national tax base (ring-fencing II) 

In the Code of Conduct practice this criterion focused on the question 
whether the measure is clearly limited in its effect on the national tax base. 
The Code of Conduct Group also applied the de jure and de facto dis-
tinction as mentioned for ring-fencing I. Furthermore, the application of 
criterion 2 has led to the interpretation that, in case all or a majority of 
beneficiaries is non-residents, the domestic tax base is deemed to be (com-
pletely or partially) ring-fenced from the effects of the regime. Therefore, 
in principle, the evaluation against criterion 2 follows closely the evalua-
tion of criterion 1.

7. ECOFIN Council of 26/27 November 2000, Progress report including guidance 
on rollback and standstill, Council document 13563/00.
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– Criterion 3: Whether advantages are granted even without any real 
economic activity and substantial economic presence within the Mem-
ber State offering such tax advantages. 

In the Code of Conduct practice, this criterion takes account of the nature 
and the scope of the activities in relation to the capital invested in, and the 
income derived from, these activities. In practice, this criterion was only 
marginally tested.

– Criterion 4: Whether the rules for profit determination in respect of 
activities within a multinational group of companies depart from in-
ternationally accepted principles, notably the rules agreed upon with-
in the OECD.

In the Code of Conduct practice, this criterion was used especially to tar-
get rulings and advance pricing agreements on intercompany transactions 
where, contrary to the principles agreed in the OECD Transfer Pricing 
Guidelines, certain elements were not included in the transfer price in or-
der to reduce the effective tax rate on a certain type of activity.

– Criterion 5: Whether the tax measures lack transparency, including 
where legal provisions are relaxed at administrative level in a non-
transparent way. 

In the Code of Conduct practice three tests have been applied relating to 
this criterion. If a tax measure is (1) fully set out in the legislation, or (2) is 
fully explained in the form of regulations or guidelines, and (3) is not sub-
ject to any administrative discretion by individual tax inspectors, it should 
be treated as transparent and therefore as not harmful.

In practice, once a tax measure has been notified or identified as potentially 
harmful, the Commission provides a formal description of the measure for 
further discussion in the Council Group. The Group will discuss the full 
detail of the measure where the Member State concerned is obliged to co-
operate as transparently as possible. If the Group decides that, after the ex-
planation of the Member State concerned, the measure could have harmful 
effects, the Group will ask the Commission to provide a draft evaluation 
(the grid) of a measure where a cross (X) indicates that the measure is not 
contrary to that principle of paragraph B of the Code and a tick (√) indi-
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cates that the measure is contrary to that principle.8 A question mark (?) in 
the grid indicates that there is no or not sufficient evidence to substantiate a 
tick or a cross. The Group will subsequently discuss the draft grid and will 
provide an overall assessment. The criteria 1 to 5 only provide indications 
of harmfulness and there is no real formula or mix of ticks that leads to an 
overall assessment of harmfulness. All factors are being used as mere indi-
cators. The results of the Code of Conduct Group are then being forwarded 
to the ECOFIN Council of Ministers that will have to adopt the final results 
of the Code of Conduct Group.

11.1.2. EU State aid provisions 

When drafting the EU Code of Conduct the Member States and the Eu-
ropean Commission recognized that most of the tax measures covered by 
the Code of Conduct may also constitute EU State aid according to the EU 
Treaty.9 The Code of Conduct itself states that the Commission “intends 
to examine or re-examine existing tax arrangements and proposed new 
legislation by Member States case by case, thus ensuring that the rules and 
objectives of the Treaty are applied consistently and equally to all.”10

Up to establishment of the EU Code of Conduct Group, the European 
Commission did not consider the application of EU State aid provisions 
towards tax measures being a priority. However, when EU Commissioner 
Monti, one of the founding fathers of the harmful tax competition initia-
tive, changed his position from Internal Market Commissioner to Competi-
tion Commissioner in 1999, his services (DG Competition) became an ac-
tive member in the tax competition arena. After the publication of the 1999 
Code of Conduct listing 66 harmful tax measures, many Member States in 
the Code of Conduct Group remained reluctant in accepting the results and 
in taking steps towards offering rollback commitments and even actually 
implementing an effective rollback. Due to this lack of cooperation from 
1999 onwards, Commissioner Monti started opening State aid proceedings 
on tax measures that were included in the list of 66 harmful measures. In 
2001, the European Commission opened 15 direct tax cases against tax 
measures in 12 Member States and 13 of these measures were also found 

8. Example grid:

Code of Conduct criterion 1a 1b 2a 2b 3 4 5

Tax measure A X ? X ? √ X X

9. Art. 107 et seq. TFEU.
10. Para. J EU Code of Conduct 
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harmful by the Code of Conduct Group in the 1999 report. The EU State 
aid provisions provided the European Commission with actual legal pow-
ers in a time when the EU Code of Conduct Group, being a consensus 
Council Group, did not deliver results. This State aid prioritization from 
the European Commission certainly helped the progress in the EU Code of 
Conduct Group and was instrumental to the final adoption of the tax pack-
age in 2003, where for all 66 harmful tax measures, Member States had 
offered a rollback commitment that was considered adequate by all. The 
European Commission also provided more guidance on the application of 
the State aid rules to direct business taxation in a Commission Notice.11 
The Commission’s aim was to use the State aid provisions to support the 
harmful tax agenda of the European Commission and the EU Member 
States.12

The EU State aid provisions state that “any aid granted by a Member State 
or through State resources in any form whatsoever which distorts or threat-
ens to distort competition by favouring certain undertakings or the produc-
tion of certain goods shall, in so far as it affects trade between Member 
States, be incompatible with the common market.”13

The Commission Notice provided guidance on the application of this gen-
erally formulated article specifically for tax measures. Furthermore, in 
2004, the European Commission published the Report on the implementa-
tion of the Commission notice on the application of the state aid rules to 
measures relating to direct business taxation.14 The guidance explains that 
a set of cumulative criteria should be met: 

– Firstly, the measure must confer on recipients “an advantage” provided 
through a reduction in the firm’s tax burden in various ways, including 
a reduction in the tax base (such as special deductions, special or ac-
celerated depreciation arrangements or the entering of reserves on the 
balance sheet), a total or partial reduction in the amount of tax (such as 
exemption or a tax credit), or a deferment, cancellation or even special 
rescheduling of tax debt. An advantage in this sense can be identified 
in case, for example, a Member State allows using a cost-plus method 
for profit determination and excludes certain costs from the taxable 
base, using a fixed markup irrespective of the actual facts of the trans-
actions or economic reality.

11. European Commission Notice OJ C38, 10/12/1998 P. 0003 – 0009.
12. European Commission COM(97) 495.
13. Art. 107(1) TFEU.
14. European Commission C(2004)434.



175

 EU harmful tax competition and the corporate tax treatment of interest

– Secondly, the advantage must be granted by the State or “through State 
resources”. A loss of tax revenue is considered equivalent to consump-
tion of State resources in the form of fiscal expenditure. 

– Thirdly, the measure must “affect competition and trade between 
Member States”. This criterion has usually only been marginally test-
ed. The mere fact that the aid strengthens the firm’s position compared 
with that of other firms which are competitors in intra-Community 
trade is enough to allow the conclusion to be drawn that intra-Commu-
nity trade is affected. 

– Lastly, the measure must be “specific or selective”, favouring certain 
undertakings or the production of certain goods. The selective advan-
tage may result from an exception to the tax provisions of a legislative, 
regulatory or administrative nature or from a discretionary practice of 
the tax authorities. 

The above presupposes that tax measures which are open to all economic 
agents operating within a Member State are in principle general measures 
and therefore not State aid. These general measures must be effectively 
open to all firms on an equal access basis.15 Furthermore, the European 
Commission notes in the guidance that the qualification of a tax meas-
ure as harmful under the EU Code of Conduct does not affect its possible 
qualification as a State aid.

11.1.3. Interaction of EU Code of Conduct and EU State aid 
proceedings

The starting point is that, although the two procedures pursue, to a certain 
extent, the same goal of reducing distortions of competition within the in-
ternal market, they are not identical. The key element for the EU Code of 
Conduct evaluation is to (inter alia) prevent tax base erosion between EU 
Member States. Therefore, ring-fencing I and II are considered to be the 
most important criteria of the Code Group. However, the purpose of State 
aid is to prevent situations where competition and trade between compa-
nies in the EU internal market are affected. The two procedures consist of 
different criteria and it is therefore quite possible for a measure to be found 

15. However, this condition does not restrict the power of Member States to decide 
on the economic policy which they consider most appropriate and, in particular, to 
spread the tax burden as they see fit across the different factors of production.
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harmful under the EU Code of Conduct which does not constitute State aid 
and vice versa. 

Paragraph J of the EU Code of Conduct states that some of the tax measures 
covered by the Code may fall within the scope of the provisions on State 
aid. However, the paragraph does not provide any procedure for the fact 
that both State aid proceedings and Code of Conduct discussions can take 
place in parallel. The practice of the Group has been that, in cases where a 
measure is part of an ongoing State aid procedure (after the formal opening 
of the State aid procedure), the Group will suspend the Code of Conduct 
discussion until the State aid procedure has taken its course (including any 
eventual Court proceeding). This procedure has been formalized by the 
ECOFIN Council agreement on the future work package 2008.16 

11.2. Case law on corporate tax treatment of interest 

Having explained the interaction of the EU Code of Conduct Council pro-
ceedings and the EU State aid procedure this section will highlight some 
of the more interesting cases that have been dealt with focusing (wholly or 
partly) on the corporate tax treatment of interest. The case law mentioned 
below provides for a mix of Code of Conduct and State aid assessments, 
all leading to further guidance on the EU boundaries for the corporate tax 
treatment of (group)interest. 

16. Council document 16084/08, p.9:
“Situations where measures are affected by State aid proceedings
Paragraph J of the Code states that some of the tax measures covered by this code may 
fall within the scope of the provisions on State aid. However, the paragraph does not 
provide any procedure for the fact that both State aid proceedings and Code of Conduct 
discussions can take place in ‘parallel’.
– In cases where a measure is part of an ongoing State aid procedure (after the formal 

opening of the State aid procedure), the Group will suspend the Code of Conduct 
discussion until the Commission’s State aid procedure has taken its course. A pre-
liminary description of the measure, drafted by the Commission in close consulta-
tion with the MS concerned, can already be provided to the Group. A final (possibly 
revised) version of a description should be provided immediately after the end of the 
State aid procedure, if need be.

–  The Group should be reminded that a Code of Conduct evaluation is not necessarily 
the same as a Commission State aid decision (or vice versa). The two procedures are 
separate and follow their own set of rules and criteria. MSs should therefore explic-
itly recognize that a COM State aid decision does not affect the outcome of a Code 
of Conduct evaluation (and vice versa).”
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11.2.1. Generic corporate tax measures

The EU Code of Conduct Group and the European Commission reviewed 
several cases where the design of the tax measure had a general character 
but where, due to its design, interest income was effectively taxed at a level 
that was considered lower than the general applicable corporate tax rate.

Table 11.1.: Generic corporate tax measures

No. Country and case EU Code of Conduct EC State aid

1 Malta
Advance corporate 
income tax with re-
fund 

Not harmful 
Council 15472/06

No State aid
EC IP/06/363 appro-
priate measures
NN 35/2005 
E 11/2005 

2 Isle of Man, Jersey, 
Guernsey
0-10% tax regimes

Harmful effects, 
pending
Council 9633/08
Council 6054/11

Not applicable

3 Gibraltar 
Payroll taxes

Not harmful
Council 14812/02 

State aid decision 
2005/261/EC OJ 2005 
L 85
challenged before the 
Court
CFI T211/04 and 
T215/04 

4 Belgium 
notional interest de-
duction17

Not potentially harm-
ful

Not notified

17

After EU accession in 2004, Malta aimed at rolling back several corpo-
rate tax measures that were considered harmful tax competition by the 
Code of Conduct Group and State aid by the European Commission.18 In 
this process, Malta proposed a new general income tax system where all 
companies resident in Malta are subject to income tax at a rate of 35%. 
Under this general system, an Advance Company Income Tax (ACIT) was 
proposed. ACIT will be payable upon distributions, by all companies, of all 

17. Not including the possible EU infringement of the freedom of establishment and 
the free movement of capital (for the exclusion of assets allocated to foreign permanent 
establishments and real estate in EEA countries.
18. Council document 15472/06, EU Code of Conduct ML4 (International Trad-
ing Companies) and ML5 (Dividends from (other) Maltese Companies with Foreign 
Income)).
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profits which are not derived from immovable property situated in Malta. 
The ACIT paid may be set off by the distributing company against its com-
pany income tax. Once ACIT has been paid by the distributing company, 
all shareholders, whether resident in Malta or not, may claim tax refunds at 
6/7ths of the ACIT and for dividends arising from passive income consist-
ing of interest and royalties (whether locally sourced or foreign sourced) 
5/7ths. For certain participating holdings, the ACIT paid by the distribut-
ing company is wholly refunded to the shareholder, in principle, resulting 
in an effective 0% tax rate and thus in practice leads to a similar result as a 
participation exemption (holding regime).

Table 11.2. shows the way the EU Code of Conduct Group assesses the 
final effective tax rates depending on the type of income and on the type 
of shareholder in order to determine any harmful effects in the sense of the 
EU Code of Conduct.

Table 11.2.: Malta – Code of Conduct19

Tax treatment at company level

Maltese company

Total company profits 1,000

Income tax payable (rate 
35%) normal tax or ACIT

(350)

Profits available for distri-
bution

650

Tax treatment at shareholder level

Source Dividends from participating 
holdings

Other Income

Shareholder of Maltese 
company

Resident
indi-

vidual

Resident
com-
pany

Non-
resident
person

Resident
indi-

vidual

Resident
com-
pany

Non-
resident
person

Net dividend received 650 650 650 650 650 650

ACIT Refund (100% or 6/7; 
or 5/7 for passive
income) of the ACIT paid by 
the company on
the profits

350 350 350 300 300 300

250** 250** 250** 250* 250* 250*

19. Council document 15472/06.
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Tax treatment at company level

Taxable income in Malta for 
shareholder
(at rate of maximum 35%)

1000 0 0 950 0 0

900** 900*

Imputation credit to share-
holder

Tax payable by shareholder 350 0 0 332.5 0 0

315** 315*

Total tax on profits payable 
in Malta
(on company and share-
holder level)

350 0 0 382.5 50 50

415** 100** 100** 415* *100 100*

Effective combined level 
of taxation of corporate 
profits in Malta

35% 0% 0% 38.25% 5% 5%

 41.5%** 10%** 10%** 41.5%* 10%* 10%*

* In the case of passive income (interest and royalties) the refund becomes 5/7, instead of 6/7.
** In the case the anti-abuse provision for participating shareholdings applies, a 5/7 tax refund 

will be applied upon the distribution of dividends

The Code of Conduct Group approved this regime which was already ap-
proved by the European Commission as being an appropriate measure in 
replacing the former tax regimes. The conclusion is that the Maltese sys-
tem allows an effective rate of 10% for interest income (as opposed to 
the general effective rate of 5% for other income for non-residents). The 
5/7ths refund resulted after extensive Code of Conduct discussions where 
the European Commission already seemed to have allowed a 6/7ths refund 
for passive income in its appropriate measure decision in 2006. One could 
argue that the Council herewith set a form of minimum taxation on passive 
income, notably interest income. 

In the framework of rolling back several harmful tax measures, the United 
Kingdom territories, Jersey, Guernsey and Isle of Man introduced a tax 
system with a differentiated rate ranging from 0% to 10% (or 20%) for 
corporate income tax combined with an additional provision at shareholder 
level to avoid domestic tax deferral through incorporation. These tax meas-
ures are currently still under discussion in the Code of Conduct Group. 
Since the measures share a similar design, the Isle of Man regime serves as 
an example which covers all these regimes.
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Rolling back the Isle of Man’s harmful tax measures, a new tax system was 
introduced in 2006. The standard rate of income tax for all Isle of Man 
resident companies and branches of non-resident companies is set at 0%. 
A higher rate of 10% is charged on income of licensed banks derived from 
banking business and on income from land and property situated in the 
Isle of Man. Combined with these general systems, a Distributable Profits 
Charge (DPC) was introduced to combat deferral of personal taxation by 
individuals transferring sources of income into companies taxed at 0%. 
The DPC is payable by companies, on behalf of their Isle of Man resident 
shareholders, which do not distribute some or all of their income. 

The DPC is charged at 18% on 55% of the profits of a “trading corporate 
taxpayer” (defined as a company whose business consists wholly or mainly 
of the carrying on of an active trade or trades) distributable to Isle of Man 
resident shareholders, unless at least this proportion of profits is distribut-
ed, or 18% on all of the profits of a company that is not a “trading corporate 
taxpayer” (a passive investment company) distributable to Isle of Man resi-
dent shareholders, unless 100% of this income is distributed. Upon distri-
butions, Isle of Man resident shareholders receive a tax credit equal to the 
full amount of any DPC paid on their behalf by the company. This credit is 
repayable to the extent that it exceeds the individual’s personal tax liabil-
ity. The DPC of the Isle of Man was found harmful by the Group in 2007 
under standstill.20 An Isle of Man company would be taxed, e.g. on interest 
income, at an effective tax rate of 0% in the case the receiving company 
would have non-resident shareholders; however, in case the same company 
would have been a resident shareholder, the effective tax rate on interest 
would be 18%. Therefore, the Isle of Man decided to abolish the DPC and 
introduced a new system (Attribution Regime for Individuals) to safeguard 
the tax revenue at the level of the resident individual shareholder.21 The 
Attribution Regime for Individuals is a new charge on individuals who are 
shareholders in a company. They will be treated as if they had received a 
dividend irrespective of whether they have received a distribution from the 
company or not.

The EU Member States concluded that personal income taxation falls, as 
a general rule, outside the scope of the Code. However, the EU Member 
States also concluded that certain aspects of such taxation may fall under 
the scope in specific circumstances, such as the regime of the Isle of Man 

20. Council document:15545/07.
21. Isle of Man government website: www.gov.im/lib/docs/treasury/incometax/
pdfs/gn41.pdf.
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and Jersey.22 The background is that shareholders are not taxed exclusively 
on actual distributions, but also on deemed distributions. This element en-
sures current taxation of business profits at shareholder level. One could 
argue that this protection of the domestic tax base forms a sort of tax base 
protection covered by the ring-fencing II criterion in the Code of Conduct. 
Furthermore, the EU Member States concluded that these regimes give rise 
to harmful effects. A final Code of Conduct assessment has to be awaited.

In any event, it seems clear that for interest income, a 0% effective cor-
porate tax rate is not available in case by any way or form the domestic 
tax base is protected by taxing deemed profit distributions to the resident 
shareholders. 

Gibraltar introduced a general system of payroll taxes in 2006 as a mat-
ter of rollback for certain harmful tax regimes.23 This tax was applied to 
in respect of employees in Gibraltar and charged as a sum per annum per 
employee. The regime was deemed illegal State aid by the European Com-
mission, which was overturned by the European Court of First Instance.24 
Although the UK is representative of Gibraltar, Gibraltar does, however, 
have fiscal autonomy from the UK and can therefore introduce its own in-
dividual tax system. Since then, Gibraltar introduced a new corporate tax 
system with a start-up rate of 10% that will apply to all businesses estab-
lished in Gibraltar after 1 July 2009. Irrespective of the State aid proceed-
ings, the UK and Gibraltar claimed that with the adoption on the tax pack-
age, the Gibraltar reform to payroll taxes had been approved by the EU 
Member States. If this is the case, one could argue that effectively a payroll 
tax, from the Code of Conduct perspective in any event, is not harmful and 
therefore an effective tax rate of 0% on interest income, assuming that the 
receiving company has no employees, could be acceptable.

In 2006, Belgium presented the so-called notional interest deduction re-
gime as a replacement measure for the Belgian coordination centres which 
were considered harmful from a Code of Conduct perspective and State 
aid by the European Commission. Belgium considered the law to be a gen-
eral measure and accordingly did not notify the measure to the European 
Commission pursuant to article 107(3) of the TFEU. The notional interest 
deduction is presented as a deduction for risk capital and aims at reducing 
the tax discrimination between financing through debt (interest being tax 

22. Council document 16766/10, para. 12.
23. Council document 14812/02 Gibraltar – B012 Exempt (offshore) Companies and 
Captive Insurance.
24. OJ 2005 C228/9 Gibraltar exempt companies and CFI T211/04 and T215/04.
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deductible) and financing through equity or shareholders’ funds. The no-
tional interest deduction is calculated as a percentage applied to the total of 
the shareholders’ funds of a company (capital, reserves). This percentage 
corresponds to the rate applicable to the 10-year term OLO bonds (obliga-
tions linéaires) issued by the Belgian State. The measure is applicable to 
all companies established in Belgium, both on existing and new equity 
either injected into the company by the shareholders or generated by the 
activities of the company. Since Belgium considered the notional interest 
deduction to be a general tax measure for State aid purposes and the fact 
that the European Commission did not formally react upon the introduc-
tion, it is safe to assume that the European Commission does not consider 
this measure to be contrary to State aid principles (general measure). A 
reasoning could be that, even though the deduction for risk capital clearly 
constitutes an economic advantage for companies, the scheme in principle 
applies to all companies operating in Belgium without any restriction in 
terms of region, sector, legal status or size. There does not seem to be a de 
jure selectivity. As regards de facto selectivity one could argue that highly 
capitalized companies in general will benefit from a higher “deduction for 
risk capital” compared to other Belgian companies. However, companies 
with a high level of capitalization are not necessarily limited to the for-
mer Belgian coordination centres. Also, State aid Notice 1998 states that 
a Member State can choose to tax one factor of production (the capital 
factor) less or to reduce certain production costs (costs of equity financing) 
without this being automatically regarded as State aid even if certain com-
panies – more capital intensive – will benefit more from the measure. The 
EU Code of Conduct Group did not consider this measure to be potentially 
harmful since the measure does not appear to be ring-fenced, protecting 
the Belgian tax base or limiting the potential beneficiaries (companies) 
from the scheme. The actual effective rate will depend on the capitalization 
of the company; however, from documentation of the Belgian government, 
it seems that an effective tax rate between 3% and 4% can be achieved for 
group financing income in Belgium. 

11.2.2. Group coordination or holding regimes 

Another category of tax regimes evaluated under Code of Conduct princi-
ples and EU State aid provisions is the regimes which offer a specific tax 
treatment for group coordination or holding activities. The key element in 
all these cases is a beneficial tax base determination where a reduced tax-
able base was available for group interest income, amongst other income 
categories.
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Table 11.3.: Group coordination or holding regimes

No. Country and case EU Code of Conduct EC State aid

5 Switzerland
Cantonal tax regimes, 
management, holding
and mixed companies 

Pending “dialogue” 
Council 10595/10

State aid EC 
C2007/411 
FTA 1972

6 Belgium 
coordination centres

Harmful 
A001 Council 
7018/1/03

State aid
decision OJ 2003 
L282/25

7 Luxembourg
1929 Holding com-
panies

Harmful 
A013 Council 
7018/1/03

State aid 
decision OJ 2006 
L366

8 Spain
Basque coordination 
centres

Harmful 
A004/A005 Council
l 7018/1/03

State aid 
C48 / 2001

The fact that Switzerland appears in this list might be a surprise, since the 
harmful tax competition initiative has usually only been focused on EU 
Member States and their dependent and associated territories. However, in 
2007, after numerous complaints from members of the European Parlia-
ment, the European Commission, supported by the EU Member States in 
the EFTA Council, took a State aid decision on the incompatibility of cer-
tain Swiss corporate tax regimes with the Agreement between the Europe-
an Economic Community and the Swiss Confederation of 22 July 1972.25 
Already in drafting paragraph M of the EU Code of Conduct in 1997 it was 
recognized that in order for the fight against harmful tax competition to be 
effective, it has to apply on as broad a geographical basis as possible. The 
EU Member States recognized that they should avoid that the results of the 
Code only leads to companies establishing themselves outside the EU. In 
2008, the European Commission managed to put the principles of “good 
governance” in the tax area on the agenda of the Council, leading to Coun-
cil Conclusions in which the Council considered that recent events involv-
ing tax fraud and evasion have proven the need to tackle this throughout 
the world and to reinforce efforts to combat cross-border tax fraud and 
evasion in the area of taxation.26 The aim of the Commission is to imple-
ment on as broad a geographical basis as possible, the principles of good 
governance in the tax area, i.e. the principles of transparency, exchange 

25. European Commission C2007/411 based on article 23(1)(III) of the Free Trade 
Agreement between the European Economic Community and the Swiss Confederation 
of 1972. 
26. ECOFIN Council Conclusions 14 May 2008.
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of information and fair tax competition (i.e. adhering to the EU Code of 
Conduct principles and to the EU State aid provisions), as subscribed to by 
Member States at Community level. This EU Council commitment led to 
the European Commission Communication on EU good governance in the 
tax area in 2009.27 This Communication outlines the need to include in rel-
evant agreements to be concluded with third countries by the Community 
and its Member States, a specific provision on good governance in the tax 
area. The European Commission furthermore stated that in the EEA area 
(Liechtenstein, Iceland and Norway) State aid rules from the EEA Agree-
ment should be enforced by the EFTA Surveillance Authority. Specific 
cases against Liechtenstein (captive insurance and holding companies) 
have been opened. Apart from the State aid case against Switzerland, the 
EU Member States concluded in 2010 that the application of the EU Code 
of Conduct should be brought forward towards third countries and identi-
fied Switzerland and Liechtenstein as the first countries that a “dialogue” 
should be started with.28 

The scrutinized Swiss cantonal corporate tax regimes (notably in the can-
tons Zug and Schwyz) provide for beneficial tax treatment for certain types 
of companies. In principle, all companies are obliged to pay corporate in-
come tax at federal level. However, on a cantonal level the taxation might 
vary leading to a beneficial tax treatment for non-resident investors in Swit-
zerland. Three specific regimes were included in the State aid decision: the 
holding companies, management companies and mixed companies. The 
key element of the regimes is that they are wholly or partly exempt from 
cantonal tax on foreign-source income combined with a requirement that 
the company is not (or limited) engaged in any other business activity in 
Switzerland. It seems clear that the tax incentive is focused on attracting 
foreign investors and providing for offshore opportunities for non-resident 
multinationals to allocate some of their mobile activities in Switzerland. 
This case is still pending; however, from an EU perspective, one could 
argue that the interest income excluding (all or part) of foreign-source in-
terest income from the taxable base is considered a harmful feature from 
a Code perspective and can lead to a selective advantage for State aid pur-
poses.

The Belgium coordination centres were considered harmful tax competi-
tion and State aid. The coordination centres carried on financial and ad-

27. European Commission COM(2009)201Promoting Good Governance in Tax 
Matters.
28. Council document 17380/10, 10595/10 and ECOFIN conclusions 7 Dec. 
ECOFIN 2010
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ministrative coordination activities of multinational businesses. The co-
ordination centres could conduct only a number of authorized activities, 
which should be limited to intra-group transactions (including insurance 
and reinsurance, the centralizing of financial operations). Belgian coor-
dination centres were liable to corporate income tax at the normal rate (at 
that time 40.17%), but (instead of the actual profits as shown in its financial 
statements) only a notional taxable base was determined as a percentage of 
certain operating costs incurred. Certain items such as personnel costs and 
financing costs were excluded from this base. The percentage depended 
on the markup charged to the affiliated group companies and on the type 
and nature of the coordination centre’s activities. In the absence of objec-
tive criteria, the markup percentage was fixed at 8%. For this measure, the 
Code of Conduct Group concluded that the measure should be considered 
harmful in the context of the Code of Conduct since it provided for a sub-
stantially reduced tax base with a fixed markup, excluding income on ac-
tivities going beyond the preparatory and auxiliary nature, combined with 
a requirement to be part of an international group. 

Based on the Code of Conduct Group results it seems that for group coordi-
nation and conduit services providing auxiliary and preparatory (limited) 
functions for the a multinational group the Group will not accept a lower 
effective tax rate compared to the normal tax rate applicable by means of 
a reduced taxable base combined with a fixed margin. All income related 
to non-preparatory or non-auxiliary income (including interest income) 
should be taxed normally and cannot be included in the “cost-plus” method. 
The Group based its work on the OECD Transfer Pricing Guidelines and 
concluded that a case-by-case approach should be introduced (no standard 
rulings or standard spreads allowed), and full (legal and practical) com-
mitment to the OECD Transfer Pricing Guidelines, meaning that where a 
comparable uncontrolled price might reasonably be obtained a cost-plus 
or resale minus method cannot be used. Furthermore, no reduction in the 
expense base should be taken into account for the purposes of determin-
ing taxable income. And, finally, the Group agreed that effective exchange 
of information should be provided for (upon request and individual APA 
notifications). In this context, the ECOFIN Council agreed the notification 
procedure for unilateral APAs in 2003.29

Also for the Luxembourg 1929 Holding companies, both procedures (EU 
Code of Conduct A13) and EC State aid came to a conclusion that the re-
gime was contrary to EU law. The tax-exempt 1929 holding companies are 

29. Council document 11077/02.
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