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The Nordic Council 
for Tax Research 

20 Years

Twenty years have passed since the governments of Denmark, Fin­
land, Norway and Sweden undertook to establish a common organi­
zation to promote research in the field of taxation - the Nordic 
Council for Tax Research. The publication of this book commemo­
rates this anniversary by presenting Nordic tax research and tax 
reforms to the outside world.

The destiny of institutions is determined by individuals and the 
Council certainly would not have been created, and attained the 
preeminent academic status that it enjoys today, without the efforts 
and visionary guidance of enthusiastic supporters in all the Nordic 
countries. We are grateful among others to the following founding 
members: Professor Edward Anderson of Finland (the Council’s 
first president), docent Mogens Eggert Møller of Denmark (the 
Council’s first vice president), general director Gösta Ekman of 
Sweden (the Council’s second president), Professor Sven-Olof 
Lodin of Sweden, Professor Thøger Nielsen of Denmark and Profes­
sor Magnus Aarbacke of Norway. I am pleased to report that they 
are all with us today.

The function of the Council is not simply to distribute grants to 
promote research. It also was conceived to further the expression of 
ideas with a definite cultural dimension in mind. This is reflected in 
the unique features of the Council.

The first feature is the Council’s Nordic character. According to 
its charter the purpose of the Council is to promote Nordic coopera-

* I am indebted to David A. Burman, attorney, for a revision of my text from a 
linguistic point of view.
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tion in the field of tax research, with special regard to issues of 
common Nordic interest. The meaning of the term common Nordic 
interest has from time to time been subject to differing interpre­
tations. There is no doubt, however, that the Council is endowed 
with a deep common spirit and has strived in all its activities to 
develop and preserve Nordic legal traditions and cultural heritage. 
For example, only the Nordic languages are used at its meetings and 
seminars, with this book being one of the few exceptions to that rule.

The Council’s second feature is the interdisciplinary nature of its 
projects. Taxation is a complex and multi-dimensional phenome­
non and therefore should be studied from the perspective of several 
disciplines. For this reason the Council seeks to promote coopera­
tion among tax lawyers and economists. Another ambition of the 
Council is to provide a forum for the interaction of theoretical 
analysis and the issues associated with the practical application of 
tax legislation and administration. Recognition of the benefits of 
such interaction is reflected in the composition of the Council. Each 
Nordic country appoints three members and three deputy members, 
and typically each country has selected a professor of tax law, a 
professor of economics and a high level tax official.

The third feature is the Council’s wide range of activities. Its 
budget is only a small fraction of the funds allocated to other 
research foundations in the Nordic countries. Despite that fact, or 
perhaps because of it, coupled with its high ambitions at an early 
stage the Council expanded its range of activities to include semi­
nars and the publishing of books and papers. The principal activi­
ties of the Council today are:

Distribution of Grants. Twice a year the Council announces to 
academic institutions the availability of research grants. Each 
application is reviewed by a member for preparation in advance of 
the Council’s plenary meeting to decide the distribution of grants. 
In addition to other criteria, grants are awarded on the basis of the 
quality of the application and topical significance to Nordic interest. 
Notwithstanding the importance of the Council’s other activities, 
the majority of its budget is allocated to the distribution of research 
grants.

Seminars. Seminars have become an increasingly important 
activity of the Council. Each autumn, in connection with its meet­
ing, the Council sponsors a major seminar in one of the Nordic 
countries. Attendance has remained very selective, with 12 to 15 
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participants invited from each Nordic country at its respective 
members’ suggestion. The members are always invited in the first 
instance and the other participants are selected among recognized 
specialists in the topic to be discussed at the seminar. Consistent 
with its interdisciplinary feature, the Council always seeks balanced 
participation by tax lawyers, economists and high level officials.

In addition to the major autumn seminar, the Council generally 
organizes smaller seminars in conjunction with its spring meetings. 
These are principally for its members and the usual topic of discus­
sion at these seminars is pending legislation in the Nordic countries.

The seminars have been important in several ways. The national 
and general reports are generally published by the Council follow­
ing the major autumn seminar and thereby the topics discussed are 
made available for study to a broader audience. I also believe it fair 
to say that the issues and ideas discussed at the seminars have pro­
vided an impetus for the introduction of new tax legislation. In this 
connection, we would like to think that it is more than mere coinci­
dence on the occasions when new tax legislation has been enacted in 
one of the Nordic countries not too shortly after a Council seminar.

Publications. The Council has a series of publications, to which 
this book will be included. In addition to the national and general 
reports of the seminars, it also publishes certain of the works of 
research projects supported by the Council. Only a few of these 
papers are published by the Council in book form, however, and the 
majority are often published in academic journals. The Council also 
publishes a newsletter, Nordiska Skattenyheter [Nordic Tax News], 
intended for tax specialists, that provides summary information 
about new legislation, cases and articles from the Nordic countries.

The interests of the Nordic Council for Tax Research thus extend 
not only to the academic study of taxation, but also to tax policy and 
legislation - with particular attention to tax reform. In fact, almost 
all Council members have played an exceptionally active role in the 
radical tax reform legislation that has been enacted in all the Nordic 
countries. To a great extent these reforms follow a common pattern, 
characterized by rate reductions and a broadening of the tax base. 
There also is a unique Nordic feature to the reforms: capital (or un­
earned) income is taxed separately at a flat rate, while other income 
is taxed at progressive rates. By reference in this book, we have 
christened this new system of taxation as the Nordic Dual Income 
Tax System.
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Contributions to this book are from the members and deputy 
members of the Council. Its central theme is the new tax reforms in 
the Nordic Countries and particularity the novel Nordic tax inven­
tion, the Nordic Dual Income Tax System. It is our hope that it pro­
vides a fairly accurate description and objective appraisal of tax 
reform in the Nordic countries.

GustafLindencrona
Professor
President of the Nordic Council for Tax Research 
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Denmark





The Danish Tax Reform 1987

by Kaj Lotz

I Tax Reforms in the Late 1980’s
The end of the eighties is characterised, as far as income tax is con­
cerned, in that all of the 24 OECD member states - apart from Tur­
key and Switzerland - started the working out of tax reforms which 
they have introduced later. The aim of the reforms was a more 
structural policy and they were part of the structural reforms which 
in the eighties plaied a still more important part in the overall eco­
nomic policy. Characteristic elements of the tax reforms were:

- Reduced marginal tax rates, substantial reliefs especially for 
medium and high income groups.

- A broader tax base obtained through a readjustment of allow­
ances, tax on incomes which were tax-free up till now, and the 
change of the tax system into a gross system.

- Reliefs of the personal income tax financed eventually by an in­
crease of duties, etc.

The tax systems were focused by this process in most OECD-coun- 
tries. The tax systems were criticised as unduly complicated and 
unfair, and were claimed to be distorting the supply of work and the 
economic growth. Also the low structural saving in a number of 
countries was caused by the tax systems to a great extent.

This is the reason why all 24 OECD-countries apart from Turkey 
and Switzerland have introduced tax reforms since the eighties. See 
table I.
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Table I. Reforms on income tax systems since 1986

Country Broader 
tax basis 
tax

Reduction 
of marginal 
1986

Highest mar­
ginal tax to the 
State 1992

Reduction

p.c. p.c. p.c.point
Austria 1989 1989

1991 1991 62 50 +12
Australia 1989 1987

1989
1990 57 48 +9

Belgium 1989 1988
1990 1990 72 55 + 17

Canada 1988 1988 34 29 +5
Denmark 1987 1987 45 40 +5
Finland 1989 1989

1990 1990
1991 51 39 + 12

France 1987
1988
1989 65 57 +8

Germany 1990 56 53 +3
Greece 1988 1988 63 50 + 13
Iceland 1988 1988 38 1/2 33 +5 1/2
Ireland 1989 1989

1990
1991 58 52 +6

Italy 1989 1989 62 50 + 12
Japan 1988

1989 70 50 + 20
Netherlands 1989

1990 1990 72 60 + 12
New Zealand 1987 1987

1988 1988
1989 1989 57 33 + 24

Norway 1987 1987
1992 1988

1989
1991
1992 40 14 + 26

Portugal 1989
Spain 1989 66 56 + 10
Sweden 1987

1988
1989

1990 1990
1991 1991 50 25 + 25

UK 1988 60 40 + 20
USA 1987 1987 50 31 + 19
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Up to the middle of the eighties most of the OECD-countries tax 
systems had built-in incentives for preferential treatment of real in­
vestments, i.g. in the shape of specially favorable rules for depre­
ciation, individual possibilities for deduction, rules for investment 
funds, etc. On the other hand, the corporate income tax rates were 
high. Thus, the tax rules were not neutral within the meaning of the 
traditional theory on taxation, but had a distorting effect on the 
decisions on investment.

With United Kingdom as the leading country (in 1984) a number 
of countries have introduced reforms on the business taxation. The 
model was that known from the personal income tax, i.e. an en­
larged base of taxation which in return was offset by reduced rates.

2 The Danish Reform
Viewing the change in the income tax in Denmark during the eight­
ies it can be established that

- Denmark took part in the process at an early date,
- Denmark has carried through a considerable enlargement of the 

basis of taxation by introducing tax on real rate of return in pen­
sion schemes, capital gains tax, adjustment of deductions, and by 
readjusting the tax value of the deductions into a gross value,

- the reliefs connected with the marginal taxes in 1987 were small 
and ambiguous, charging several persons with a higher marginal 
tax as a consequence of the adjustment of the tax value of the de­
ductions,

- the reduced tax on income from capital has strengthened the in­
citaments for saving considerably, but has resulted in a fall in 
prices on the market for owner-occupied houses.

2.1 The Background
By the mid 1980’s the Danish system was characterised by
- very high marginal tax rates for persons (i.e. up to 73 p.c. includ­

ing the average local-authority flat-tax rate of 28 p.c.) and a flat­
tax rate on companies of 50 p.c.,

- interest payments were fully deductible whether on business 
loans or private loans,

- capital gains on bonds and other instruments of debt were nor­
mally not taxable even if bonds were issued below par,
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- capital gains on shares are fully taxable within the first 3 years of 
acquisition, but for minority shareholders not taxable after 3 
years.

Furthermore, it must be noted as part of the background that more 
than half of the dwellings are owner occupied houses and these are 
for a large majority financed by long-term (15-30 years or more) 
mortgage loans raised from mortgage societies by issuing of bonds 
with a fixed rate of interest.

This system creates a situation where, on the one hand it is rather 
easy to raise long-term loans for the owners of real estate and on the 
other hand a large selection of bonds issued and sold even far below 
par due to low nominal rates on the bonds. Short-term treasury 
bonds are available in large quantities, and short-term loans are no 
problem as long as there is sufficient guarantees for repayment.

The situation before the tax reform was - as it can be seen - an 
ideal playfield for one of the national sports: Tax avoidance.

2.2 The Political Agreement of 1985
On the 19th June 1985 an agreement was made between 6 political 
parties:

2.2.1 Introduction
“Agreement between the parties in power (the Conservative, the Lib­
erals, the Centre Democrats and the Christian People’s Party), the 
Social Democrats and the Radical Liberal Party, on a Tax Reform.

With the object 
of opposing tax speculation, 
of promoting private saving, 
o/lowering the marginal rate of taxation, 
o/improving the conditions of families with children, and 
of providing a more fair distribution of the tax burden by making 
allowance for persons with poor taxable capacity,

the parties to the Agreement have concurred in implementing a Tax 
Reform based on the following principles:

Personal Income Tax
The flat-tax rate is to be extended to the effect that taxable subjects 
having a personal income of up to kr 200,000 will be paying appr.
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50 pct. in tax (in an average municipality, the percentage depending 
on the rate of taxation fixed by the primary municipalities and the 
county boroughs). Personal income over kr 200,000 will be taxed at 
the rate of appr. 62 pct.

The taxable income will be broken down into personal income 
(wages/salaries, other income from work, pensions, etc.), this being 
subject to progressive taxation, and income from capital (interest 
eamed/paid, dividends and rental value, etc.), the latter being taxed 
at a flat rate.

Income from capital will be taxed at a rate of appr. 50 pct. (in an 
average municipality).

Interest expenditure and other capital expenditure are deductible 
from the income from capital. If such expenditure exceeds the in­
come, the income tax will be reduced by appr. 50 pct. of the deficit.”

2.2.2 The Dual Income Tax System
“The personal taxable income is to be broken down to the effect that 
personal income and income from capital are taxed separately.

Income from capital includes interest earned, surplus of freehold 
residence, dividend, taxable gains on securities and estimated return 
on net capital of independent business. Interest expenditure and 
other capital expenditure are deductible from the statement of in­
come from capital.

Income from capital will be taxed at a rate of appr. 50 pct. The 
taxable value of interest expenditure will likewise be appr. 50 pct. 
The exact percentage depends on the rate of taxation applying in 
each municipality.

Personal income includes income not being income from capital. 
Hence, personal income comprises inter alias wages/salaries, pen­
sion and the share of profit on business activity not deemed to be 
return on net capital and which is withdrawn from the business.

In designing the rules it must be ensured that there is no possibil­
ity of avoiding or reducing taxation of wages/salaries by camouflag­
ing payments from the employer as interest or other income from 
capital.”

This separation between personal income and capital income, i.e. 
“the dual income tax system” required a method for separating in­
terest paid by the business from interest paid privately:
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2.2.3 Special Business Arrangement
“There will be introduced a special arrangement applying to private 
entrepreneurs.

The income is to be made up in accordance with the general rules 
of fiscal legislation, except that the interest earned and paid by busi­
ness is to be included in the statement.

If the business shows a profit, this has to be broken down into a 
return on capital and a personal income. The return on capital shall 
be computed as a percentage of the positive fiscal net capital of the 
business. This assessed return on capital is to be included in the 
owner’s income from capital, whereas the profit remaining and any 
deficit are to be included in the personal income.

The basis for assessing the fiscal net capital is the value of the 
assets liable to capital tax, e.g. in respect of inventory the depreci­
ated value. In the case of real property the purchase price or the 
latest official valuation figure prior to commencement of the Tax 
Reform is used. As regards working plant, the depreciated value is 
taken as basis.

From such assessed return on capital is to be deducted the index 
adjustment for the year of the depreciated balance with respect to 
working plant.

The rate of capital return is to be fixed on the basis of the market 
rate of interest.

The share of the profit being personal income may be saved up in 
the business against payment of provisional trade tax of 50 pct. If at 
a later date withdrawals are made from the saved-up profit, the trade 
tax paid will be set off against the personal tax on the profit.

Any return on capital not drawn by the owner will be regarded as 
investment.

There will be introduced a rule of priority applying to transfer of 
amounts from business to owner. The profit for the year comes first, 
then any saved-up profit and lastly withdrawal from the investment 
capital. The business may not grant loans to the owner.

When the business closes down, any saved-up profit must be 
drawn and will thus be taxed as personal income. Such amount is to 
be entered as income in the year following the close-down of the 
business at the latest.”
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2.2.4 Gains on Securities
“There is to be implemented a system with reference to gains on 
securities providing an incentive to issue in future bonds, mort­
gages, instruments of debt and other types of commitments with 
nominal rate interest generally corresponding to an average market 
rate of interest with due regard to the practical circumstances in­
volved in the issue of and dealing with instruments of debt. This will 
be achieved by stipulating a minimum requirement as to nominal 
rate of interest. With respect to index-regulated bonds the minimum 
rate of interest shall be a minimum rate of interest in real terms. 
Should the instrument of debt fail to meet the minimum requirement 
as to nominal rate of interest, any gains thereon will be taxed.

Any gains on instruments of debt issued after the date of imple­
menting the law on nominal minimum rate of interest and which 
meet the minimum requirement are not - and will not at a later date 
in hands of new holders - be liable to taxation.

Gains on instruments of debt issued after the date of implement­
ing the new regulations and which fail to meet the minimum re­
quirement will be liable to tax in future regardless of the trend of the 
rate of interest. This also applies to gains on instruments of debt is­
sued earlier but acquired after tabling the Bill on the new require­
ment as to minimum rate of interest.”

2.3 Legislation
In consequences of this agreement 16 Bills were tabled and passed 
in the Danish parliament from autumn 1985 to the spring 1986, 
introducing the dual income tax system from the beginning of 1987. 
Among these 16 Acts were:

2.3.1 The Personal Tax Act
The Personal Tax Act containing provisions on the assessment of 
taxable ordinary income and the taxation of private individuals. 
Furthermore, the Act contains special provisions on taxation during 
a transitional period.

The income included in the taxable income is further divided into 
two basic taxations, viz. personal income and capital income. The 
expenses deductible from the taxable income can only be deducted 
from personal income or capital income as expressly provided.

Ordinary income tax to the Government and local authority in­
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come tax are assessed on the taxable income. On the part of the per­
sonal income exceeding Dkr. 200,000 an additional income tax of 
12 p.c. is charged by the Government. On the sum of personal in­
come and positive net capital income another 6 p.c. is charged as 
Government income tax after deduction of a basic allowance of 
Dkr. 130,000 (Dkr. 260,000 for husband and wife).

2.3. i. I The Taxable Income
The taxable income is assessed, by and large, on the same principles 
as before. It is used for assessment of the ordinary income tax to the 
Government and local authority income tax. All taxable income and 
deductible expenses are thus included in the taxable income. All 
income is taxed proportionately at the rate of appr. 50 p.c. irrespec­
tive of the size of the taxable income (22 p.c. Government income 
tax and appr. 28 p.c. to primary and county authorities as well as 
church tax (in an average local authority district)). If not otherwise 
provided, the deductible expenses will thus have a tax value of appr. 
50 p.c. irrespective of the size of the taxable income.

This applies to wage-earner expenses (e.g. contributions to un­
employment funds and labour unions), maintenance payments, etc. 
Similarly, interest payments will, as a main rule, have a tax value of 
appr. 50 p.c.

2.3.i.2 Personal Income
Personal income includes all taxable income which is not classified 
expressly as capital income, i.e. wages, salaries, pensions, mainten­
ance payments, etc. Income from independent business activities is 
included in the personal income. Contributions to pension schemes 
and the operating expenses of persons engaged in business activi­
ties, apart from interest payments, etc., are deductible from the per­
sonal income. If the taxpayer elects the business arrangement, pay­
ment of interest can, however, be deducted from the income of his 
business.

Personal income is taxed by another 12 p.c. to the Government on 
the amount which exceed Dkr. 200,000. This limit is adjusted annu­
ally.

2.3.1.3 Capital Income
Capital income includes specially calculated income and expenditu­
re, such as interest receipts and payments, rental value of own dwel­
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ling, share dividends and interest deducted for pensioner’s among 
others. The capital income is calculated as a net amount, i.e. interest 
payments, etc., are offset against interest receipts, rental value, etc.

The positive net capital income with addition of personal income 
forms the basis of the additional 6 p.c. tax to the Government on the 
part of the amount which exceeds a basic allowance of Dkr. 130,000 
(Dkr. 260,000 for husband and wife). This limit is adjusted annu­
ally.

2.3.2 The Business Tax Act
The Business Tax Act introducing a special business arrangement for 
self-employed persons.

The business arrangement is voluntary and may be used by all 
self-employed persons as from the income year 1987. However, in­
come from independent shipping activities cannot be included in the 
business if it constitutes a side-line.

So a wage-earner with a few shipping shares cannot normally ap­
ply this arrangement to such shares.

The background for introducing the business arrangement is that 
in pursuance of the Personal Tax Act the deductible value of interest 
payments is limited to appr. 50 p.c. In principle, this also applies to 
commercial interest payments. However, the business arrangement 
maintains the full tax value of commercial interest payments.

Tax on proceeds from investment in one’s own business is then 
given the same status as tax on proceeds from alternative investment 
e.g. in bonds. This is done by part of the profit of the business corre­
sponding to a computed capital yield being taxed as capital income.

It is also possible to even out the taxation of fluctuating incomes 
because only a provisional business tax of 50 p.c. corresponding to 
the tax rate for companies will be imposed on a profit bound in the 
business. This also permits consolidation of the business at a rela­
tively low tax rate.

If the taxpayer elects to use the business arrangement, his business 
economy and his private economy must be separated into two diffe­
rent accounts. The business income must be assessed according to 
current rules, i.e. with deduction of interest paid by the business.

If the business shows a profit, it must be divided into a capital 
yield - provided that the capital conditions of the business make it 
possible to calculate a capital yield - and a residual profit.

Capital yield is capital income which is taxed at appr. 50 p.c., 
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while the residual profit is personal income when drawn.
If the taxpayer prefers to let the total residual profit or part of it 

remain in the business, only a provisional business tax of 50 p.c. 
will be imposed on it. Only when the accumulated profit is drawn 
later, will it be taxed finally as personal income.

The capital yield which, in principle, corresponds to a computed 
interest on the capital invested by the owner in his business, is com­
puted as a percentage on the capital investment. An average market 
rate of interest is used for computation purposes. If the computation 
results in a negative capital yield, the capital yield is disregarded. 
Besides, the capital yield cannot exceed the profit of the year.

A rule of priority applies to transfer of cash amounts or other 
assets from the business to the taxpayer. The profit of the year is 
transferred first, then any accumulated profit and finally the original 
investment is drawn.

If money is drawn from the business in excess of the capital 
investment, it will correspond to the taxpayer borrowing from the 
business. This is permissible, but in order to prevent the taxpayer 
from thus obtaining full tax value of private interest payments, 
interest will be computed on the “loan” at the rate of the capital 
yield percentage for the entire income year. The taxpayer will then 
be situated as if the loan had been raised privately, i.e. the interest 
allowance is reduced to a tax value of appr. 50 p.c. Besides, a corre­
sponding rate of interest is computed in some situations in order to 
prevent the taxpayer from tax speculation in borrowing from his 
business within one income year and repaying the loan shortly 
before the end of the income year.

If the business shows a deficit, it is set off against any accuumu- 
lated profit. A residual deficit is deducted from the taxpayer’s other 
income. The deficit must first be deducted from the positive capital 
income before it can be deducted from personal income. If a deficit 
still remains, it can be deducted from the income of the next follow­
ing five years.

When the taxpayer ceases to use the business arrangement, an 
accumulated profit is included in the personal income of the follow­
ing income year. If the taxpayer has taken over another business 
enterprise before the end of this income year and also wishes to use 
the business arrangement in the new business enterprise, it will be 
possible to transfer an accumulated profit to the new enterprise 
without taxation.
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It will be possible for the taxpayer to decide every year whether 
he/she wishes to use the special business tax arrangement or not. 
The choice will not have to be made until the tax return is submitted, 
but the accounting must be arranged so as to meet the demands of 
the business arrangement if it is decided to use the arrangement.

If the taxpayer owns several business enterprises, the arrange­
ment must be used for all of these. This also applies to business 
enterprises owned by the taxpayer and a cohabintant spouse.

2.3.3 The Capital Gain Act

2.3.3.i Field of Application
The Capital Gain Act provides for the fiscal assessment of profits 
and losses on bonds, mortgages, instruments of debt and other 
money claims due to appreciation and depreciation respectively.

The Act does not apply to premium bonds, shares in jointstock 
companies and private companies, co-operative shares and invest­
ment certificates. Special rules apply to convertible bonds.

The Act is effective as from the income year 1986.

2.3.3.2 Profit on Appreciation (Minimun Interest)
The most important innovation in the Capital Gain Act is the 
requirement that the nominal interest on bonds and other money 
claims issued on October 2, 1985, or later must satisfy a specific 
minimum interest requirement as a condition that the profit on 
appreciation may be tax-free.

Profits on appreiciation on claims which have satisfied this 
minimun interest requirement at the time of issue are always tax- 
free, irrespective of the development of the interest level. Profits on 
appreciation of claims which have not satisfied the minimum inter­
est requirement at the time of issue are always taxable, irrespective 
of the development of the interest level. Any losses on depreciation 
are not deductible.

The minimum interest is fixed as basis for a 6-month period, viz. 
for the periods from January to June and from July to December. If 
the market rate of interest changes considerably during this period, a 
new minimum rate of interest can be fixed. For the period to Janu­
ary 1,1986, the minimum rate of interest has been fixed at 9 p.c. per 
year in the Act.
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The requirement for a minimum rate of interest also applies to 
claims issued before October 2, 1985, but acquired later. In these 
cases the minimum interest requirement has been fixed at 9 p.c. per 
year. However, this special rule lapsed - as far as claims in Danish 
kroner are concerned - with effect as from January 1,1987.

2.3.3.3 Business Tax on Companies and Private Individuals
The Capital Gain Act preserves current provisions on business tax 
on profits and losses on money claims with finance houses, stock­
brokers and others conducting real commercial activities within 
claims or financing.

Rules have also been laid down which correspond to the current 
practice of taxation of profits and losses on claims which have been 
received as a taxable remuneration. That is cases where the claim 
has been received as a taxable payment for a commercial service.

2.3.34 Money Claims on Foreign Currency
The existing rules for taxation of profits and losses on claims and 
debts in foreing currency have been included in an amended and 
updated form.

Generally, companies, etc., must thus include profits and losses 
on claims and debts in foreing currency. This also applies to private 
individuals if it can be proved that the claim or debt in foreign cur­
rency is of a commercial nature. A profit on claims in foreign cur­
rency is incidentally only included in the assessment of the taxable 
income if the nominal rate of interest is lower than the minimum 
rate of interest at the time of the acquisition.

2.3.3.5 Profit and Loss on the Debit Side
The Capital Gain Act defines the existing rules for taxation of profit 
and loss on the debit side. However, a new special rule has been laid 
down according to which the debtor is taxed on profits on loan 
raised above par, at the same time as debtor is entitled to redeem the 
loan at par.

2.4 Results of the Tax Reform
The dual income tax system has been in force in Denmark since 
1987. It has been functioning rather well, but especially the Busi­
ness Tax Act and the Capital Gains Act have been amended several 
times in recent years.
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The reform has been critizised for making the tax system too 
complicated and for not reducing the tax-rate sufficiently (from 
73 p.c. to 68 p.c.). One of the most serious effects of the reform has 
been, however, that the reduction of the tax-value of interest paid on 
mortgage loans in owner-dwellings has caused a serious fall (up to 
20-30 p.c.) in the value of owner-dwellings, and quite a few fami­
lies, who have been forced to sell in the low market, have faced 
bankruptcy.

3 A New Danish Tax Reform
A new tax reform has been tabled 19th May 1993. 24 bills regarding 
this reform is now under hearing in the Danish parliament and they 
are expected to be passed before the end of June 1993.

The main feature is a reduction of the marginal tax rate for per­
sons from 68 p.c. to 59 p.c. (Previously the tax rate for companies is 
reduced from 50 p.c. to 34 p.c.).

This reform is still based on the dual income tax system, i.e. the 
separation of the income into personal income and capital income, 
but now in a form where positive net capital income is taxed 
(almost) parallel to personal income whereas negative net capital 
income only has effect for taxes up to a value of 44 p.c.

The tax reform is financed by a new social security (gross) tax on 
salaries etc. of 5 p.c. (rising to 8 p.c. in 1998) and by ecological 
duties. Furthermore, gains on shares will be fully taxed (together 
with dividends at a rate of up to 40 p.c.) for all persons whose net 
value of shares exceeds 100,000 Dkr. regardless of the duration of 
ownership.

Similarly gains on real estate property (other than owner-dwell­
ings) will be fully taxed regardless of length of ownership.

The new reform contains some provisions to prevent negative 
reactions on the market for owner-dwellings.

This reform is expected to have effect from 1994 - 7 years since 
the introduction of the dual income tax system.

Were they the “seven years served for Leah” or were they the 
“seven years of great plenty” to be followed by “seven years of 
famine”?
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Some Observations on Payroll 
Taxes, the Overall Marginal Tax Rate, 

Shifting and Work Efforts

by Lars O. Matthiessen

I Introduction
I. When viewed in an EC-perspective the Danish public sector is 
peculiar, first by being larger than in any other EC-country and sec­
ondly, by being financed differently. The public sector in Denmark 
is to a much larger extent than in other EC-countries financed by 
income and commodity taxes whereas payroll taxes play an al­
together insignificant role despite the extensive use of that revenue 
source in most other Western European countries. The high com­
modity and income tax rates in Denmark and the establishment of 
the single European market have of course created a certain pressure 
for harmonization of the Danish and foreign tax rates and has also 
resulted in reductions of a number of excise taxes and the corporate 
tax rate. In addition a special gross income tax of 30 per cent has 
been introduced in 1992 to encourage foreign specialists to work in 
Denmark. Quite naturally it has also been suggested that ordinary 
income taxes to some extent should be replaced by payroll taxes. 
Needless to say harmonization of the Danish tax structure is not an 
easy task since it will have to be carried out without jeopardizing 
current stabilization, distribution, and allocation policies. These 
policies are, among other things constrained by a majority wish to 
maintain a public sector of about the present size and the desire to 
reduce the high unemployment and the budget deficit.

2. The aim of this paper is to discuss some implications of intro­
ducing a payroll tax in order to ease progressive income taxation. 
The discussion will be based on the Fisherian two-period life-cycle 
model for the representative wage earner. From this model, based 
on utility-maximizing behaviour, is deduced the overall marginal 
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tax rate which, depending on the shifting of tax rate changes to 
wages and prices, will determine the marginal balancing of con­
sumption and leisure. This deduction of the overall marginal tax 
rate is in fact the basic idea of the paper. At the end of the paper the 
model is used to evaluate the likely substitution effects of a 1989 
Danish tax reform plan implying an introduction of a payroll tax in 
order to reduce the marginal rates of income taxation.

2 The Two-period Life-cycle Model
3. The model used in this paper will be the traditional two-period 
life-cycle model for a representative wage earner. In the first period 
the wage earner is supplying her labour at a given nominal wage 
rate. The labour income earned is used for consumption and saving 
in the same period and savings are invested in the capital market at 
the given rate of interest. In period 2 the wage earner is retired from 
the labour market and is using savings and interest earned to finance 
consumption. As usual absence of uncertainty concerning the 
length of the working and retirement period, future tax rules etc. is 
assumed. The properties of the two-period life-cycle model has of 
course been discussed at length in the literature, see e.g. Chris­
tiansen and Sandmo (1981), Sandmo (1985) and Atkinson and 
Stiglitz (1980) Lecture 3.

The task of the representative wage earner is to decide on her 
labour supply and level of consumption and saving in period 1 (and 
thus also consumption in period 2) so that she maximizes life-time 
utility as determined by her utility function

U=U(c„c2,F) (I)

Here q and c2 denote real consumption at factor cost in period 1 
and 2 (evaluated at the prices of period 1) whereas F indicates the 
amount of leisure in period 1. Labour supply L in period 1 is of 
course that part of available time, H which is not leisure (L = H - F).

4. Disregarding the possibility of initial wealth through heritage 
or gifts and final bequests, consumption and saving cannot exceed 
disposable income. Measured in nominal terms the budget con­
straints facing the wage earner in period 1 and 2 are thus

C"+Si=Dl (2)

C”=St(l+Rd) (3)
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where
Cm = nominal consumption at market prices
S = nominal saving
D = nominal disposable income
Rd = the nominal after-tax rate of interest and Rd = (1 - tK)R 

where R and tK denote the pre-tax nominal rate of interest, 
respectively the tax rate on capital income.

Through elimination of S, expression (2) and (3) may be combined 
to give the nominal intertemporal budget constraint:

/-im
C^+-^ = D{ (4)

' \+Rd '

Expression (4) shows that the present discounted value of con­
sumption in period 1 and 2 must equal the present discounted value 
of disposable incomes. Since it is real consumption at factor cost in 
period 1 and 2 which appears as arguments in the utility function 
(1), it is necessary to express the intertemporal budget constraint in 
(equivalent) real terms. We thus get

^+-^7 = 4 (5)
1+r

where small letters indicate real magnitudes. The real after-tax rate 
of interest r1 is determined as

1 + P

where a dot indicates the relative change of a variable so that P = the 
given rate of inflation. We assume unchanged indirect tax rates be­
tween period 1 and 2 and the rate of inflation is thus the same whet­
her the price index reflects market prices or factor costs. As appears 
from expression (6) the after-tax rate of return is the difference be­
tween the real value of the direct after-tax return Rd/(1 + P) and the 
change in the real value of an invested currency unit P/(l + P).

3 Disposable Income and Taxation
5. We next have to determine real disposable income db We first 
consider nominal disposable income D! or taxable incomes minus 
taxes plus transfer payments. The income tax assumed here is not a 
comprehensive tax. Instead personal income Yp and capital income 
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YK are taxed at different rates tp and tK as they are these years in the 
Scandinavian countries. Taxable personal income is gross personal 
income YGP less deductible expenses Ei or

Y^Y^-E, (7)
Nominal disposable income is thus calculated as

Di = Yp-Tp + YlK-TlK + TRl (8)

where

Tlp = tp(Yp-Bp) (9)

TlK = tKYlK (io)

TRt = TRA + (77?max - tnYp) (II)

Here T and TR as usual denote tax and transfer payments respec­
tively whereas Bp = a basic statutory deduction, TRA = autonomous 
transfer payments, TRmax = maximal income-related transfer pay­
ments and tTO = phasing-out rate as far as transfer payments are 
concerned.

One example of a transfer payment in Denmark which is not 
related to income is the child allowance. The most important 
income-related transfer payments in Denmark are housing allow­
ances and public support to child care. As appears from the tax 
function (9), taxation of personal income is progressive in the sense 
that the average tax rate is increasing with income.

The income-related component of transfer payments is positive if 
Yp < TR1™1’'/!™ and otherwise zero. Assuming that this inequality is 
fulfilled and combining expressions (8)—(11) we see that nominal 
disposable income in period 1 is determined as

D, = (l-rp-r™)y/’+(l-''W+^ (12)

where

A = TRa + TR™ + tpBp (13)

6. In the presence of indirect taxation the purchasing power of dis­
posable income in terms of consumption at factor cost is of course 
obtained by deflating Dt by the market price index. Real disposable 
income di (evaluated at factor cost) is thus

d, = — (14)I pm v
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Whether or not indirect taxes are assumed to be fully shifted for­
ward to prices we have

^=7/(1 + ?) (15)

The indirect tax rate t* should here be seen as a weighted average of 
the value added tax rate and all excise taxes on private consumption 
net of subsidies.

7. Since the wage earner’s optimization of utility is made with 
regard to all arguments in the utility function, including leisure F, it 
is, finally, convenient to express real disposable income in terms of 
leisure. Taking it for granted that all personal income is labour 
income we have

YGP = W?(H-F} (16)

where is the nominal wage rate net of payroll taxes. The wage 
rate WjG, reflecting the total wage cost of the employer, does of 
course include the payroll tax. We thus see that

iv'(I7)

where tw is the payroll tax rate (with W^ as tax base). Payroll taxes 
are here defined as pure taxes excluding such taxes where a well- 
defined benefit is directly related to the taxes paid. Combining 
expressions (7) and (i2)-(i7) our expression for real disposable 
income is seen to be

_ (1-^-tTR)[(1-^)WG(H-F)-E,} + + A
d'= ( *

Assuming that deductible expenses E] amount to a certain share a of 
gross personal income Y;GP we get the alternative expression for di

(\-tp-tTR\\-tw^^^
CL —----------------------- -------- :---------------------------  11ÖAI

4 First-order Conditions and the Overall Marginal Tax 
Rate

8. Let us’ now proceed to the wage earner’s optimization. The wage 
earner wants to maximize her subjective utility function subject to 
the intertemporal budget constraint (5) with real disposable income 
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dj given by expression (18) or (18A). We thus form the Lagrange 
function G:

G = U^,c2,F) + X(c, + - 4) (19)
1 + r

This Lagrange function is now differentiated with regard to each of 
the variables of the optimization problem cb c2, F and X and the 
derivatives are set equal to zero. Assuming proportionality between 
Ej and YiGPthis gives us the following first-order conditions:

U2 1 1 + P
If ~ l + rd ~ l + (l-tK)R

U^= (1- -/^(l-^) Wf
If ~ 1 + ? P/

(20)

(21)

Here Ub U2 and UF are the marginal utilities of consumption in 
period 1 and 2, respectively of leisure F.

9. A number of comments on the first-order conditions offer 
themselves.

First expression (20) shows that the possibilities of the consumer 
of reallocating consumption between period 1 and 2 clearly depends 
upon the real after-tax rate of interest. An optimal allocation be­
tween the two periods would presume that the marginal rate of sub­
stitution in consumption U2/Uj and the marginal rate of transforma­
tion in production both equal 1/(1 + r), where r is the real pre-tax rate 
of interest. With corporate taxation, investment in period 1 will be 
carried to a point where the marginal return on capital net of depre­
ciation will depend on the cost of finance, the rate of depreciation 
and the corporate tax parameters. An implication of this is in gene­
ral that the marginal rate of transformation will not equal 1/(1 + r). 
The present analysis thus confirms the well-known result that the 
optimal choice of consumption, saving, investment and thus pro­
duction in the two periods is prevented by corporate and capital 
income taxation. Taxation has thus imposed a distorting wedge be­
tween the cost of finance to the firm and the after-tax return received 
by households on their savings.

10. In a similar way first-order condition (21) makes it clear that 
the marginal rate of substitution between consumption and leisure in 
period 1 optimum depends not only on the two direct tax rates tp and 
tTR but also on the payroll tax rate tw and the indirect tax rate t‘.
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What condition (21) actually says is that in optimum the marginal 
rate of substitution Up/Uj equals the price of leisure or the real 
after-tax wage rate. According to welfare theory a Pareto-optimal 
resource allocation implies that the marginal rate of transformation 
in production between income and leisure - that is the marginal 
product of labour - must equal the wage earner’s/consumer’s mar­
ginal rate of substitution between consumption and leisure. We thus 
see (as usual) that taxation prevents the fulfilment of the Pareto 
optimum condition. The optimum position of the profit-maximiz­
ing firm, selling at given product prices, which implies a marginal 
product of labour equal to the pre-tax wage rate is not compatible 
with the consumer’s optimum, where the marginal rate of substitu­
tion equals the after-tax wage rate. The levying of each of the four 
taxes thus contribute to a tax wedge which prevents a Pareto-opti­
mal solution.

ii. Since the right-hand side of first-order condition (21) is the 
real disposable wage rate, the overall marginal tax rate t can be 
determined. Considering a a behavioral parameter (and not a de 
facto tax parameter) it is seen that an implication of the assumed 
proportionality between deductible expenses E! and gross personal 
income is that the pre-tax wage concept relevant in first-order 
condition (21) is the after-expenses wage rate. The overall marginal 
tax rate is thus

, (\-tp-tTR\\-tw) ( ,t = 1 - --------------4s------- - (22)
1 + Z'

Obviously the overall marginal tax rate depends on the four tax rates 
tp, tTR, tw and t1 and is higher the larger each of these four tax rates 
are.1 Denoting the total real wage bill of the employer WiG(H- 
FyP/by wb, it is seen from expression (18) that ddi/3wb = 1 -1.

1 It should be noted that indirect taxes and payroll taxes may be calculated by 
applying a tax rate to a tax base which includes or excludes the tax revenue. The 
purely formal consequence of this choice is in the former (latter) case that one 
minus (plus) the tax rate appear as a factor in the numerator (denominator) of the 
ratio in expression (22).

In general discussions of taxation and the impact of marginal tax 
rates on labour supply it has been quite common, at least in Den­
mark, to consider personal income taxation in isolation. An impli­
cation of the marginal condition (21) and expression (22) is evi­
dently that the relevant marginal tax rate as far as work efforts are 
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concerned, is the overall marginal tax rate t. It is thus clear that 
international comparisons of marginal tax rates may be strongly 
misleading if for instance payroll taxes and indirect taxation are 
excluded. It should be added that discussions and international 
comparisons of marginal tax rates in some cases are based on vari­
ous ad hoc versions of what here has been called the overall mar­
ginal tax rate, see e.g. Blomquist (1989) and The Ministry of Taxa­
tion (1991).

5 The Impact of Tax Reforms
12. In order to discuss the importance of alternative tax structures 
for labour supply and consumption demand (and thus saving) it 
would of course be convenient to have the corresponding supply 
and demand functions specified. Taking e.g. labour supply we 
would thus get a specified version of the general function

L = L(WG,E,YK,A,t,tK,R,h (23)

In the consumption and saving functions the same arguments would 
in general be expected to appear.2 In the absence of a specification 
of the properties of the utility function for the representative wage 
earner it is, however, not possible to present specified labour supply 
and consumption demand functions. This limitation restricts of 
course the possibilities of analyzing the impact of alternative tax 
structures but some observations may still be made.

2 It may be noted that if we use a Cobb-Douglas specification of the utility 
function as an illustration, the rate of interest will not appear as an argument in 
the saving function. In that case the interest elasticity of saving is, in other 
words, zero. This fact may be seen as an indication of the very special 
implications of the widely used Cobb-Douglas function.

13. Absence of substitution effects of a tax reform implies ob­
viously that the real after-tax wage rate is kept constant. In terms of 
finite changes this means that

(1_J_/)(1 + ^) = 1 (24)

where w^ = W^/P/ is the real gross wage rate. (24) is of course 
satisfied if both the overall marginal tax rate, the nominal pre-tax 
wage rate and factor prices are unchanged (t = W1G = P1F = 0). In 
that case the tax reform does not lead to any net shifting at all as far 
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as the wage rate WjG and factor prices P/ are concerned. At the 
same time changes of the tax rates tp, t™, tw and t1 are carried out in 
a way which secures an unchanged level of the overall marginal tax 
rate.

Condition (24) is more generally satisfied if the change of the 
overall marginal tax rate (t < 1), following from the tax reform, 
leads to a shifting which causes the real gross wage rate WjG to 
change in the same direction in such a way that

,G Wf-P' ti åt (W, = -J----rj- =------------  =----------- (24A)1 1 + />Z 1-?(1+/) 1-r-Ar 7

If e.g. a reduction of the overall marginal tax rate from 60 to 50 
percent results in a 20 percent decline in the gross wage rate WjG 
and unchanged factor prices, expression (24A) is satisfied and 
absence of a substitution effect on labour supply is secured.

It is thus obvious that the shifting process following a major 
change of the tax structures has important implications for the 
effects on work efforts. That it is very difficult to obtain precise 
empirical knowledge about how and to what extent tax changes are 
shifted is natural since such insights ultimately must be based on an 
analysis on the interaction between all markets in the economy. In 
addition markets change over time. This being so it is not at all sur­
prising that the conclusions of the theory of shifting and incidence 
are somewhat vague and less than unanimous.

Regarding individual taxes discussed in this paper it seems in 
general to be assumed in the literature that consumption taxes 
(whether general sales taxes or excise taxes) are shifted to consum­
ers. Concerning personal income taxes the prevalent assumption 
seems to be, on the other hand, that they are not shifted but borne by 
the individual income earners. When it comes to payroll taxes the 
views have differed somewhat more due to the legal distinction 
between payroll taxes to be paid by the employer, respectively by 
the employee. It is generally agreed that the employee share is 
borne by the wage earner. Concerning the employers’ share of pay­
roll taxes, some writers (Gillespie 1965 as presented by Boadway 
and Wildasin (1984) p. 384)) assume that half of it is borne by wage 
earners and the other half is shifted to consumers. Other writers (see 
e.g. Brittain (1972) p. 21, Pechman and Okner (1974) p. 33 and 
Musgrave and Musgrave (1976) p. 410-13) argue that all payroll 
taxes are borne by wage earners.
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14- Let us now be somewhat more specific. A partial shift from 
ordinary income taxation to payroll taxation was proposed by the 
Socialdemocratic Party in Denmark in 1989 as an important element 
in a more general tax reform plan (which has not reached the agenda 
of the Danish Parliament Folketinget). According to the plan a pay­
roll tax of 25 percent is introduced covering all wages, salaries, 
pension contributions and fringe benefits. It is taken for granted that 
the tax will reduce the wage earners’ take-home-pay (before ordi­
nary income taxes) by 25 percent. It is thus, in other words, 
assumed that the payroll tax is fully shifted to and borne by wage 
earners. The income base of ordinary income taxation is thus 
reduced by 25 percent. At the same time it is proposed that the pro­
portional tax rate in the lowest income bracket is reduced from 52 
percent to 36 percent. Moreover the lower bracket borders of the 6 
percent and 12 percent gross surtaxes are reduced by 25 percent 
according to the plan.

The S-plan contains a number of other provisions but for our pur­
poses it is not necessary to present all details. It should be pointed 
out, however, that the plan by and large is designed to be revenue 
neutral. On the average this would imply absence of income effects.

The plan does not seem to foresee any specific effect on the rate 
of interest and with an unchanged price of future in terms of present 
consumption no intertemporal substitution effects are likely to 
occur.

15. What about the substitution effects regarding present con­
sumption and work efforts? Here first-order condition (21) is rele­
vant. Let us assume that

a) the gross wage rate WtG and factor prices P/ are not changed by 
the tax reform since both the payroll tax and the income tax 
changes are borne by wage earners

b) the share of deductible expenses is constant
c) the (average) indirect tax rate is constant
d) the representative wage earner is not subject to a marginal trans­

fer rate (tTR = 0).

With these assumption the value of the right-hand side of first-order 
condition (21) would be unaffected by the proposed tax reform if 
(1 - tp)(l - tw) is constant. For low-income earners the constancy of 
this product is in fact implied by the tax reform plan since initially 
we have tp = 0.52 and tw = 0 whereas according to the plan we have 
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tp = 0.36 and tw = 0.25. We have thus seen that the proposed reduc­
tion of marginal income tax rates, made possible by the introduction 
of the payroll tax, has not created incentives for further work efforts 
for wage earners in the lowest income bracket. The reason is the 
very simple that the combined tax reform has not reduced the 
overall marginal tax rate for these income earners.

In the higher income brackets it is easily seen that substitution 
effects in favour of more work and less leisure will occur under the 
given conditions. For a wage earner paying the 6 percent tax the 
marginal income tax rate is initially 58 percent and after the tax 
reform 42 percent. The value of (1 - tp)(l - tw) is thus initially 0.42 
and after the tax reform 0.435. If the wage earner in addition is 
subject to the 12 percent tax, the initial marginal income tax rate 
will be 68 percent (52 + 6 + 12 - a reduction of 2 points because of 
the marginal tax ceiling of 68 percent) against 54 percent after the 
reform. In that case the value of (1 - tp)(l - tw) would be 0.32 
initially and 0.345 after the reform. Since the after-tax wage rate 
increases in optimum for wage earners in the higher income brack­
ets, leisure becomes more expensive and more working hours are 
preferred for a given level of utility. The greater the elasticity of 
substitution (as reflected in the bending of each indifference curve), 
the larger the positive effect on labour supply.

6 Concluding Remarks
16. In this paper an overall marginal tax rate, accounting for income 
taxes, payroll taxes, commodity taxation and transfer payments, has 
been deduced from individual utility maximization in a two-period 
life-cycle model. Being part of the marginal conditions for the 
optimal allocation of present and future consumption and leisure the 
overall marginal tax rate is a determinant of work efforts. The likely 
effects on labour supply of changes in the tax structure may thus be 
evaluated by calculating their effects on the overall marginal tax 
rate. The effects of a changed tax structure clearly also depend upon 
whether and how tax changes are shifted to wages and prices. 
Unfortunately our empirical knowledge of the extent of shifting is 
limited.

An implication of the analysis is that the ordinary marginal 
income tax rates are not more important as far as work incentives 
are concerned, than the payroll tax rate or the indirect tax rates.
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What matters is how the overall marginal tax rate is influenced and 
it is obvious that a large number of combinations of tax rate changes 
will not change the overall marginal tax rate in any significant way. 
This is demonstrated by analysing a Danish tax reform plan foresee­
ing an introduction of a payroll tax and a reduction of income taxa­
tion.

A special feature of the payroll tax is that the tax base is broader 
than for taxes on labour income since deductions are allowed in the 
latter but not the former case. Some implications of this aspect is 
brought out in the analysis.

A final remark is concerned with the notion of “tax illusion”. It 
seems to be a well-established historical fact that political resistence 
to increasing taxation has been much stiffer regarding progressive 
income taxes than in the case of proportional or even regressive 
payroll taxes (for an American reference see Brittain (1972) Chapter 
I). This might indicate the presence of a “tax illusion” which would 
be inconsistent with the assumptions of rational behavior assumed 
in traditional utility maximizing economic theory. Whether or not 
the representative wage earner is subject to a “tax illusion” and 
unable/unwilling to take account of the whole tax system in (what is 
called) a rational way is clearly an empirical question. The matter 
will not be pursued any further here.
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The Implementation of EC Direct 
Investment Tax Directives in 

Danish Tax Law

by Aage Michelsen

I Introduction
Already in 1969 the European Commission prepared the first pro­
posals for directives concerning the harmonization of the direct 
taxes in the EC Member States: the Mergers Directive and the 
Parent/Subsidiary Directive.

In 1977 the European Council adopted a Directive on mutual 
assistance within the field of direct taxes. This Directive was 
implemented in Danish law by Act No. 635 of 13 December 1978.

With the adoption by the Member States in 1986 of the European 
Act for the implementation of the Single Market, a demand was 
created for an implementation of a harmonization of the direct taxes 
in the Member States to the extent that differences in the direct 
taxation could impede the free movement of capital across national 
frontiers. On 23 July 1990 the European Council adopted the Merg­
ers Directive (90/434 EEC) and the Parent/Subsidiary Directive 
(90/435/EEC). At the same time the proposal for an EC directive on 
arbitration in connection with the correction of transfer prices be­
tween allied companies was adopted in the form of a convention 
which, being a multilateral agreement between the Member States, 
will take effect when it has been ratified by all 12 Member States.

The Mergers Directive and the Parent/Subsidiary Directive have 
been implemented in Danish law by Act No. 219 of 3 April 1992 
with retrospective application as from 1 January 1992. By Act 
No. 763 of 27 November 1991 it was made possible for Denmark to 
ratify the EC Arbitration Convention. With this Act the Danish 
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Minister of Taxes was authorized to specify the further rules with a 
view to fulfilling the Convention, etc. Such rules have not yet been 
specified. Denmark ratified the EC Arbitration Convention on 3 
December 1992.

However, the influence of Community law on the rules of direct 
taxation in Denmark is not only a consequence of the Directives 
adopted. In the implementation of law reforms or amendments 
which may violate one of the basic principles in the EC-Treaty, such 
as the prohibition of discrimination of foreign companies and citi­
zens, the rules are normally adapted in such a way that there will be 
no discussion about agreement with Community law.

The below account, which cannot go into detail, will mainly deal 
with the implementation of the Parent/Subsidiary Directive, the 
Mergers Directive and to a smaller extent with the Arbitration Con­
vention in Danish law.

2 Company of a Member State
The Parent/Subsidiary Directive and the Mergers Directive are 
applicable to a company which is a “company of a Member State”. 
The Parent/Subsidiary Directive describes this concept in Article 2 
and the Mergers Directive describes it in Article 3.

Article 2 of the Parent/Subsidiary Directive reads as follows:
“For the purpose of this Directive “company of a Member State” 

shall mean any company which:

a) takes one of the forms listed in the Annex hereto;
b) according to the tax laws of a Member State is considered to be 

resident in that State for tax purposes and, under the terms of a 
double taxation agreement concluded with a third state is not 
considered to be resident for tax purposes outside the Commu­
nity;

c) moreover, is subject to one of the following taxes, without the 
possibility of an option or of being exempt: ... (then follows a 
list of Member States’ equivalent of corporation tax)”

As far as Danish law is concerned, the Directives are only applicable 
to limited companies (aktieselskaber) and private companies (an­
partsselskaber).

It has been a much-debated question to which Member State a 
company belongs. In Danish law a Danish limited company is con- 
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sidered to be resident in Denmark according to the corporation 
criterion for the purposes of the tax law. If, for example, the com­
pany has its place of management in Belgium, the company will be 
considered to be resident in Belgium according to the tax law of 
Belgium. It cannot be deduced from the Directive which criterion is 
decisive in the determination of the company’s State of residence. 
If only one of the criteria, the corporation criterion (part a) or the 
fiscal criterion (part b) have been fulfilled, the company must be 
considered to be a “company of a Member State”.

Another much-debated point is whether a company incorporated 
in an EC Member State, but with its place of management in a 
country outside the Community can invoke a relief according to the 
Directives. Part b of Article 2 of the Parent/Subsidiary Directive 
excludes only companies which are, under the terms of a double 
taxation agreement concluded with a third state, considered to be 
resident for tax purposes outside the Community. Companies which 
are resident both in the Community and outside the Community are 
companies of a Member State.

Thus it cannot be excluded that a company incorporated in an EC 
Member State, but with its place of management in a state outside 
the Community, will be able to invoke a relief according to the 
Directives.

At the implementation of the Directives in Danish law the legis­
lator seems not to have been aware of the problem. This involves 
that it cannot be excluded that a Danish limited company having its 
place of management in a state outside the Community can invoke a 
relief according to the Directives even though for tax purposes the 
company is considered to be resident in this other state pursuant to 
the dual-residence clause in Article 4.3 of the double taxation agree­
ments, cf. Aage Michelsen, International skatteret, 1991 p. 122 ff.

3 The Parent/Subsidiary Directive

3.1 In general
The object of the Parent/Subsidiary Directive is to harmonize the tax 
rules of the Member States to prevent a double taxation on the share 
of a subsidiary’s profits which is distributed as dividend to its parent 
company in another Member State. The basic principle of the 
Directive is that the profit in a subsidiary shall solely be taxed in the 
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subsidiary and in the Member State in which the subsidiary is resi­
dent. The state in which the subsidiary is resident thus may not 
withhold dividend tax on the profit. And the state in which the 
parent company is resident must not tax the dividend from the sub­
sidiary. The state in which the parent company is resident may 
choose to neutralize the double taxation according to the exemption 
method or according to the credit method (ordinary credit), cf. Arti­
cle 4.1 of the Directive.

3.2 The rules concerning tax relief in the parent company
As far as concerns the part of the Directive stipulating that subsidi­
ary dividend from one Member State cannot be taxed in the parent 
company in another state, Danish tax law needed only few adjust­
ments as according to the rules already applying no tax should be 
withheld on dividend from a foreign subsidiary to a Danish parent 
company if the parent company was able to demonstrate that the 
dividend originated from one or more subsidiaries in which the 
profit on which the dividend received was based was taxed accord­
ing to rules which do not deviate significantly from the Danish 
rules, cf. section 13.3 of the Corporate Tax Act (selskabsskatte­
loven) compared with section 13.1(2) of the Corporate Tax Act, 
according to which dividend from a Danish subsidiary to a Danish 
parent company is unconditionally exempted from tax.

According to the new rules this exemption method is maintained, 
but it should be mentioned that these rules do not only apply to divi­
dend from subsidiaries resident in EC Member States. With effect 
not only on dividend from subsidiaries in EC Member States, but 
also from Danish subsidiaries and from subsidiaries in other coun­
tries than EC Member States, an amendment has however, been 
made of the rules concerning the period in which the parent com­
pany shall have owned the shares in the subsidiary in order that a tax 
exemption can be obtained. In section 13.1(2), to which section 
13.3 refers, the requirement has now been formulated as follows:

“This shall however only apply if the dividend-receiving com­
pany - the parent company - owned minimum 25% of the share 
capital in the dividend-distributing company - the subsidiary - 
either in the entire income year in which the dividend distribution 
was received or in a continuous period of minimum two years to the 
time when the dividend distribution was received”. Earlier, the 
rules only applied if the parent company had owned the shares in the 
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subsidiary in the entire income year in which the dividend distribu­
tion was received.

As appears from the above, Danish law requires that in one of the 
alternatives the shares in the subsidiary shall have been owned in a 
continuous period of minimum two years to the time when the divi­
dend distribution is received. This is in agreement with the Danish 
translation of Article 3.2(2) of the Directive which reads “har besid­
det en kapitalandel”. In the French original version and for example 
in the English and German translations hereof it suffices that the pa­
rent company owns the qualifying share percentage for a continuous 
period of minimum two years without having to fulfil the 2-year 
requirement at the time the dividend is distributed. As all the ling­
uistic variants of the EC acts have formally the same validity, we are 
here faced with a per se insoluble problem. It is the general opinion 
that the Danish provisions conflict with the intention of the Direc­
tive. But owing to the linguistic formulation of the Danish trans­
lation of the Directive, the Danish provisions cannot be ignored.

If the dividend from the foreign subsidiary did not qualify for an 
exemption relief according to section 13.3 of the Corporate Tax Act, 
the parent company could ask for a credit according to section 17.3, 
now 4, of the Corporate Tax Act. A credit according to this provi­
sion was however conditional upon a permission from the tax autho­
rities, and the credit granted could not exceed the tax withheld in the 
subsidiary on the dividend to the parent company. At 2 points the 
provision does not comply with Article 4.1 of the Directive. First, 
according to the Directive no requirement can be made about ob­
taining permission. Second, it is not in agreement with Article 4.1 
of the Directive that in the calculation of the share of the tax payable 
by the subsidiary which shall be referred to the dividend to the 
parent company only the tax on the subsidiary’s income in the in­
come year for which the dividend was declared is taken into con­
sideration.

To bring the rules of the credit method in agreement with Article 
4.1 of the Directive a special provision has been inserted in section 
17.3 of the Corporate Tax Act concerning tax relief on subsidiary 
dividends from other EC Member States and so that the rules hith­
erto applying are being maintained in section 17.4 as far as concerns 
subsidiary dividends from countries outside the Community.

The rules of section 17.3 apply solely if both the parent company 
and the subsidiary are covered by the term company in a Member 
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State as defined in Article 2 of the Directive. In Danish law the 
rules apply only to limited companies and private companies.

According to section 17.3 the tax payable by the parent company 
is reduced by the share of the total taxes which corresponds to the 
ratio between the dividend received and the taxable income. How­
ever, the reduction cannot exceed the amount which the subsidiary 
paid in tax on the share of the income on which the dividend to the 
parent company is based. The relief is not conditional upon a per­
mission from the tax authorities.

3.3 Prohibition of taxation in the country of source
It is a general rule in Danish law that dividend paid by a company 
resident in Denmark to a company resident abroad shall be taxed at 
a rate of 30%, cf. section 2.1(c) of the Corporate Tax Act. And by 
virtue of section 65 of the Tax at Source Act (kildeskatteloven) it is 
a general rule that a dividend tax of 30% shall be withheld.

These rules are incompatible with Article 5 of the Directive.
To bring Danish law in agreement with the Directive a new pro­

vision has been inserted in section 2.5 of the Corporate Tax Act 
according to which the general tax liability does not apply to divi­
dend distributed to a company resident in another EC Member State. 
It is a condition that the parent company owned minimum 25% of 
the share capital in the subsidiary in either the entire income year in 
which the dividend distribtuion was received or in a continuous 
period of minimum 2 years up to the time when the dividend dis- 
tribtion was received. It is moreover a condition that both the parent 
company and the subsidiary are comprised by the term company as 
defined in Article 2 of the Directive.

In section 65.5 of the Tax at Source Act a new provision has been 
inserted according to which and under the same conditions as the 
exemption of the limited tax liability on dividend no dividend tax 
shall be withheld on dividend to companies resident in other EC 
Member States.

3.4 Some interpretation problems
The implementation of the Parent/Subsidiary Directive gives rise to 
a number of interpretation problems to which it is difficult to find a 
solution. Other EC Member States also acknowledge this, cf. for 
example Nick Raby in EC Tax Review 1992/4 p. 224 ff. A few of 
these interpretation problems are described below.
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3-4-1 The term “dividend”
Pursuant to Article i.i of the Directive, this shall apply to profit 
which companies in a Member State receive as dividend from their 
subsidiaries in other Member States and on profit which companies 
in this Member State distribute to companies in other Member 
States of which they are subsidiaries. The Directive gives no further 
definition of the term dividend. It appears, however, from Article 
4.1 that the Directive does not apply to dividends in connection with 
liquidation.

The limitation of the term dividend as opposed to other flows of 
income originating in shares in a company will hardly attract very 
much attention in Danish law, and no problems are expected to arise 
as to whether the Danish rules are in conformity with the Directive. 
The reason for this is that not only dividend, but also dividends in 
liquidation and capital gains on shares are tax-exempted in the par­
ent company and that capital gains on shares are not taxable accord­
ing to the rules about limited tax liability, cf. the section 13 of the 
Special Income Tax Act (lov om særlig indkomstskat) e contrario.

As far as regards on account distributions of dividend in liquida­
tion in the calendar year in which the company is finally dissolved, 
these dividend distributions are exempted from tax according to the 
same rules as those applying to ordinary dividend, as in tax law on 
account distributions of dividend in liquidation are considered divi­
dend, cf. section 16A.1 of the Tax Assessment Act (ligningsloven).

As far as regards capital gains on shares, these are exempted from 
tax in the parent company, cf. section 4.5 of the Share Capital Gains 
Tax Act, if the parent company has owned the shares for more than 
3 years. Exemptions from this rule are, however, negotiable shares, 
cf. section 3 of the Share Capital Gains Tax Act, and shares in cer­
tain foreign investment companies resident in countries with low 
company tax rates, cf. section 2a of the Share Capital Gains Tax 
Act. There is some uncertainty as regards the scope of section 2a of 
the Share Capital Gains Tax Act, which has also in administrative 
practice been applied to holding companies.

According to Danish law it therefore in general serves no purpose 
to try to obtain the tax exemption applying to dividend, when divi­
dends in liquidation and capital gains on shares are also as a main 
rule exempted from tax.

If the parent company is resident in another Member State, divi­
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dends in liquidation and capital gains on shares will, as far as shares 
in Danish subsidiaries are concerned, as a main rule not be taxable 
in Denmark, cf. section 13 of the Special Income Tax Act e con- 
trario. Dividend from Danish subsidiaries and dividends in liquid­
ation and capital gains on shares will thus as far as shares in Danish 
subsidiaries are concerned not be taxable in Denmark according to 
the Danish provisions about limited tax liability.

3.4.2 Anti-abuse provisions
Pursuant to Artticle 1.2 of the Directive, the Directive does not pre­
clude the application of domestic or agreement-based provisions 
required for the prevention of fraud or abuse.

Under this provision of the Directive a provision has been 
inserted in Danish law in section 166.5(3) of the Tax Assessment 
Act according to which some special rules in Danish law for the 
prevention of dividend tax evasion in connection with the sale of 
shares to holding companies shall apply, irrespective of the provi­
sions of section 2.5 of the Corporate Tax Act according to which no 
tax shall be withheld on dividend to parent companies in other EC 
Member States and irrespective of the provisions of section 13.1(2) 
+ 3 of the Corporate Tax Act according to which dividend to parent 
companies in Denmark are in general exempted from tax.

Beyond these rules Danish law contains no special anti-abuse 
rules following the implementation of the Directive in Danish law.

The reference to anti-abuse articles in tax treaties means that 
existing “treaty shopping” prohibitions will continue to apply. The 
tax treaties with England and Luxembourg contain such articles, 
which may involve that the benefits of the Directive may be denied.

If such a reservation had not been made in the Directive, it must 
be assumed that Community law takes precedence over internatio­
nal agreements between Member States, even if the agreements 
were concluded before the EC-treaty came into force. This view has 
support in Article 5 of the EC-Treaty, which explicitly provides that 
Member States must take all appropriate measures, whether general 
or specific, to ensure fulfilment of their Treaty obligations, cf. B.H. 
terKuile, European Taxation 1992/12 p. 492 ff.

It is obvious that the exemption from tax on dividend from sub­
sidiaries in an EC Member State to parent companies in another EC 
Member State will have the effect that companies in countries out­
side the EC will consider which way will be the cheapest in respect 
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of withdrawing dividend from companies within the EC. One way 
is to place a holding company in the EC Member State with which 
the country in which the receiving company is resident has a double 
taxation agreement allowing the lowest possible taxation on divi­
dend in the country of source. This form of “directive shopping” 
has been designated the “holy grail” of EC tax planning.

Danish law has no general rules to prevent treaty shopping.
In the same way Danish law has no general rules to prevent the 

above form of “directive shopping”.

4 The Mergers Directive

4.1 In general
The Mergers Directive stipulates provisions for 4 types of trans­
actions: mergers, divisions, transfers of assets and exchanges of 
shares. The object of the Directive is to ensure that the above types 
of transaction are not hampered by restrictions, disadvantages or 
distortions arising from the tax provisions of the Member States. 
The only way in which this can be ensured is a common tax system, 
cf. the preamble of the Directive.

It is of essential importance to the implementation of the Mergers 
Directive in domestic law that the preamble emphasizes that the 
common tax system should ensure that a merger, division, transfer 
of assets or an exchange of shares is not taxed and that it moreover 
emphasizes that the common tax system shall at the same time safe­
guard the financial interests of the state of the transferring or 
acquired company.

International mergers are not yet recognized by Danish company 
law. If the Danish company is the transferring company, the merger 
is considered a liquidation with the consequence that tax will be 
withheld according to the tax rules in connection with liquidations 
and not according to the rules about tax-free mergers.

Danish domestic law does not provide for cross-border divisions 
of limilited companies either. The European Commission’s pro­
posal for the 6th Company Directive (82/891) concerning the divi­
sion of limited companies does not deal with cross-border divisions. 
By Act No. 1060 of 23/12 1992 divisions have been allowed in 
Danish domestic law and the 6th Directive thereby implemented. 
Like the Directive, the Act does not allow cross-border divisions.
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Danish company law provides the legal basis for the transfer of 
assets and the exchange of shares.

Prior to the implementation of the Directive it was possible 
according to Danish tax law to make a cross-border tax-free merger 
if the receving company was resident in Denmark.

As far as concerns cross-border transactions the implementation 
of the Mergers Directive in Danish law is thus so far only of practi­
cal importance to the transfer of assets and the exchange of shares as 
the provisions of Danish company law hinder any cross-border 
mergers and divisions.

It should, however, be emphasized that at several essential points 
the amendments of the Danish tax rules, as a consequence of the 
Mergers Directive, apply also to transactions within Danish terri­
tory.

A significant question is whether the Mergers Directive obliges the 
Member States to change their civil law. The European Commission 
seems to take the position that such an obligation does not exist.

Belgium, Germany and the UK have taken the position that, 
owing to the lack of EC company law on cross-border mergers and 
divisions, these transactions need not be implemented into the 
domestic tax law. Therefore, the afore-mentioned three Member 
States have only implemented the transactions of a transfer of assets 
and of an exchange of shares. It may also be queried whether this is 
in compliance with the Directive, cf. Otmar Thömmes, EC Tax 
review 1992/4 p. 232 f.

4.2 Anti-abuse provisions
Pursuant to Article 11 of the Mergers Directive a Member State may 
refuse to apply or withdraw the benefit of the provisions of the 
Directive if a cross-border transaction covered by the Mergers 
Directive has as one of its principal objectives tax evasion or tax 
avoidance. The delimitation of the terms tax evasion and tax avoid­
ance gives rise to uncertainty in the interpretation as in Danish law 
both terms express punishable offences. In the hearing of the Bill 
for the implentation of the Mergers Directive the Danish Minister of 
Taxes expressed that a better translation into Danish of “tax evasion 
or tax avoidance” and of the French original text “la fraude ou 
l’évasion fiscales” would be the terms “skatteunddragelse”, which is 
an offence, and “skatteundgåelse” which is legal.

In Danish law the provision has been implemented in the way that 
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the Central Assessment Board shall give its permission to cross-bor­
der mergers, divisions and tranfers of assets. Cross-border exchang­
es of shares require no permission from the Central Assessment 
Board.

The Central Assessment Board has only made few decisions con­
cerning the transfer of assets, and it is therefore not possible at pre­
sent to say anything for certain as to how the possibility of refusing 
to apply the provisions will be employed by the Central Assessment 
Board. In one of the published decisions concerning the transfer of 
assets the Central Assessment Board claimed that the transferring 
company should keep the shares in the receiving company for 
minimum 3 years.

In connection with cross-border transactions it will eventually be 
the European Court which will come to decide when you can refuse 
to apply the provisions. As the European Court in its interpretation 
attaches great weight to the objective and to European integration, it 
will hardly make any expansive interpretation of Article 11. It 
therefore seems that the Member States must have really good 
arguments in favour of refusing to apply the provisions to cross- 
border transactions.

4.3 Limitation in the access to carry pre-merger tax losses 
forward

When considering whether to take advantage of Directive benefits, 
attention must be paid to a significant restriction in that all pre­
merger tax losses will be cancelled. This applies to domestic as well 
as cross-border mergers and regardless of whether such losses are 
suffered by the transferring or the receiving company or by both. 
Only in the exceptional case where a vertical merger takes place 
between two companies which have been filing Danish group tax 
returns for the preceding five years can a tax loss be carried forward 
after the merger.

By comparison, if the merger is carried out as a taxable merger, 
no restrictions would apply to tax losses of the receiving company. 
As regards the transferring company, a tax loss would not carry over 
to the receiving company, but it could offset any capital gains trig­
gered upon the merger, thereby resulting in a tax-free step-up of the 
base. Consequently, if the receiving company is carrying forward a 
significant tax loss, it may be worthwhile considering a taxable 
merger rather than a merger using Directive benefits.
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The limitation in the access to carry losses forward applies when 
using the provisions of the Directive also to divisions and transfers 
of assets.

4.4 Mergers
Section 15 of the Mergers Act (fusionsskatteloven) contains provi­
sions concerning mergers with foreign companies.

The provisions apply to horizontal mergers as well as vertical 
mergers.

As mentioned above, the objective of the Mergers Directive is 
partly to provide the possiblity of tax-free cross-border mergers and 
partly to safeguard the financial interests of the state of the trans­
ferring company. The tax exemption or postponement of taxes, 
which is the consequence of a cross-border merger, shall therefore 
apply only to the assets and liabilities which are actually connected 
to a permanent establishment in the Member State of the transfer­
ring company.

If the transferring company is resident in Denmark, assets and 
liabilities which are not connected to a permanent establishment in 
Denmark will be subjected to taxation according to the provisions 
about liquidation in section 5 of the Corporate Tax Act. This means 
that in this case there will be no postponement of taxes.

As far as concerns assets and liabilities connected to a permanent 
establishment, taxes will be postponed according to the succession 
principle. If the assets or liabilities are transferred at any later point 
of time, tax will be assessed, cf. section 2.1(c) of the Corporate Tax 
Act and section 13 of the Special Income Tax Act.

According to Article 4.1 of the Directive two conditions shall be 
fulfilled to provide a tax-free merger. First, the assets and liabilities 
shall be connected with a permanent establishment, and second, the 
assets and liabilities shall play a part in generating the profits or 
losses taken into account for tax purposes. The second condition is 
not expressly emphasized in the Danish laws, which is probably due 
to the fact that the legislator has been of the opinion that this condi­
tion will always be fulfilled if the assets and liabilities are effec­
tively connected with a permanent establishment.

The concept “permanent establishment” plays thus a central part 
in the determination to which extent a tax-free merger can take 
place. It is therefore noticeable that the Directive does not provide a 
definition of this concept.
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The lacking definition raises the question whether the concept 
shall be deduced from domestic law, from the double taxation 
agreement between the two States or whether an independent con­
cept shall be developed in EC tax law. There is no clear answer to 
this question, cf. Barry Larking, European Taxation 1992/9 
p. 304 ff-

As far as Danish law is concerned, the problem is not very impor­
tant as in Domestic Danish law the concept is interpreted in agree­
ment with the concept in Article 5 of the OECD Model Tax Con­
vention. With an amendment towards the end of 1992 an exemption 
has, however, been made from this, as it has now been decided that 
building and construction activities in Denmark involve limited tax 
liability irrespective of the duration of the activity, whereas accord­
ing to Article 5.3 of the OECD Model Tax Convention a permanent 
establishment is only constituted if the building and construction 
activity has lasted more than 12 months.

It would have been more expedient if the Directive had provided 
that a succession to assets and liabilities could only be effected as 
far as concerns assets and liabilities which were actually taxed in the 
Member State of the transferring company.

The financial interests of the Danish State are moreover safe­
guarded by the provision in section 5A of the Special Income Tax 
Act stipulating that the transfer of assets to another country is 
equalled to a sale. It is, however, assumed that section 5A shall not 
apply to vessels connected to a permanent establishment. Nor does 
the provision apply when companies with unlimited tax liability 
transfer assets from Denmark to another country. The idea is that in 
this situation the principle of global income shall safeguard the 
Danish financial interests, which principle however does not apply 
if a relief according to the double taxation agreement with this 
country is granted according to the exemption method.

In such cases the Danish tax rules will, however, result in double 
taxation as the realized profits will also in general be taxed in the 
receiving company which is resident in another EC Member State. 
To prevent this double taxation and to conform with Article 10.1 of 
the Directive stipulating that the state of the transferring company 
shall renounce any right to tax the permanent establishement, a pro­
vision has been inserted in section 33.4 of the Danish Tax Assess­
ment Act pursuant to which the tax in Denmark shall be reduced by 
the tax which the other Member State could have assessed on profits 
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or capital gains in the permanent establishment in connection with 
the merger if this was not covered by the Mergers Directive 
(matching credit). This ensures that the right to taxation is allotted 
to the state in which the permanent establishment is situated.

If the transferring company is resident in another EC Member 
State and if this ceases its operations at the merger with a company 
resident in Denmark, the provisions about a tax-free merger shall 
apply to the assets and liabilities of the transferring company which 
are - as a consequence of the merger - attached to a company resi­
dent in Denmark. The profit and loss on other assets and liabilities 
are taxed according to the rules about liquidation of companies 
which have limited tax liability in Denmark pursuant to section 7 of 
the Danish Corporate Tax Act. Unless the transferring company and 
the receiving company were taxed according to the special Danish 
group tax provisions, the assets and liabilities of the transferring 
company shall, as a consequence of the receiving company’s per­
manent establishment in another country, be regarded as having 
been acquired to the market value on the date of the merger at the 
assessment of the taxable income of the receiving company in Den­
mark.

If both the merging companies are resident abroad, the succession 
provisions shall also apply to the assets and liabilities of the trans­
ferring company which is as a consequence of the merger connected 
with the foreign receiving company’s permanent establishment in 
Denmark.

If at a later point of time the receiving company which is resident 
in Denmark tranfers such assets which are considered acquired to 
the market value, Denmark shall solely grant a relief for the share of 
the tax assessed by the foreign state in connection with the transfer 
on profit concerning the period after the merger. This ensures that 
Denmark does not grant a relief for foreign tax on profit made 
before the merger as this profit is not taxed in Denmark if the market 
value on the date of the merger is considered the purchase price 
when the company becomes tax liable in Denmark, cf. section 33.3 
of the Tax Assessment Act.

It is a condition for being taxed pursuant to the provisions of tax- 
free mergers that the shareholders of the transferring company are 
being paid solely with shares in the receiving company and perhaps 
a cash settlement amount of maximum 10% of the face value of 
these assets or, when there is no face value, of their book value, cf. 
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section 2.1 of the Mergers Act. The cash settlement amount shall be 
distributed proportionately on all shareholders in the transferring 
company. Thus the Mergers Directive does not allow that the cash 
amount is distributed on a few shareholders.

For the shareholders the legal effect is that they succeed to the 
fiscal situation applying to their shares in the transferring company, 
cf. section 11 of the Mergers Act and section 13.1 of the Share Capi­
tal Gains Tax Act.

4.5 Division
The provisions of the Mergers Directive concerning divisions have 
been inserted in section 15a of the Mergers Act. The provisions are 
built up in the same way as the provisions about mergers in section 
15 of the Mergers Act.

Neither the Mergers Directive nor Danish law specifies which 
requirements shall be made to the groups of assets and liabilities 
which are transferred to the receiving companies, such as for exam­
ple that they shall constitute one branch of the company, as is the 
case in connection with the transfer of assets.

During the hearing in the Folketing (the Danish legislator) of the 
Bill for the implementation of the Mergers Directive in Danish law 
the Danish Minister of Taxes commented on this issue. He said that 
the group of assets which is transferred to a receiving company shall 
be of such a type that the conditions for constituting a permanent 
establishment in Denmark in respect of the receiving company shall 
have been fulfilled. This means also that the company which has 
been divided at its transfer to an already existing receiving company 
together with its assets and liabilities shall fulfil the conditions for 
constituting such a permanent establishment.

4.6 Transfers of assets
In Danish law it was earlier possible to transfer assets to a subsidiary 
resident in Denmark without this being connected with conse­
quences in terms of capital gains tax, as the subsidiary succeeded to 
the parent company’s fiscal situation as regards the assets trans­
ferred. A transfer could also be made to an already existing com­
pany, but then it was a condition that there had been no commercial 
activities in the subsidiary beforehand.

At the implementation of the Mergers Directive, which has been 
effected by the insertion of section 15c in the Mergers Act, assets 
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may now also be transferred to companies resident in other EC 
Member States. And it is no longer a condition that the transfer is 
made to a company with no earlier commercial activities. The Cen­
tral Assessment Board shall grant its permission and can fix special 
terms for this permission.

The provisions shall only apply if a branch of a company is trans­
ferred. This means all assets and liabilities in a department of a 
company which from an organizational point of view constitutes an 
independent enterprise, i.e. a separate unit, which can function by its 
own means, cf. section 15C.2 of the Mergers Act.

Otherwise, the provisions follow the same principles as the pro­
visions about mergers in section 15.

It should be particularly emphasized that it must be assumed to be 
a consequence of Article 10.2 of the Mergers Directive that a per­
manent establishment in one State belonging to a company in for 
example Denmark can be transferred to a company in the same 
Member State in which the permanent establishment is situated or to 
a company in another EC Member State according to the provisions 
on the transfer of assets.

As, as mentioned above, there are no hindrances in company law 
to the transfer of assets, this possibility of changing the organiza­
tional structure has already become of practical relevance.

4.7 Exchanges of shares
Prior to the implementation of the Mergers Directive it was possible 
to effect an exchange of shares according to rules assembling the 
rules applying to mergers. An exchange of shares will require the 
permission from the Central Assessment Board. These rules have 
been maintained in the Share Capital Gains Tax Act parallel with 
the rules which were inserted in section 13.2 + 3 of the Share Capi­
tal Gains Tax Act at the implementation of the Mergers Directive.

An exchange of shares is understood as the transaction by which a 
company acquires part of the share capital of another company giv­
ing it the majority of the votes in this company by in return for 
securities owned by the shareholders in the other company giving 
them shares in the first company and perhaps a cash settlement 
amount of maximum 10 % of the face value or, if there is no face 
value, of the book value of the assets given in return herefor, cf. 
section 13.3 of the Shares Capital Gains Tax Act.

Danish company law contains no provisions which hinder an 
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exchange of shares. And an exchange of shares between companies 
resident within the Community requires no permission from the 
Central Assessment Board.

It is natural to assume that the new provisions concerning 
exchanges of shares will become of considerable importance in 
practice. This must also be assumed if it is made possible in com­
pany law to carry through cross-border mergers and divisions as an 
exchange of shares does not, as does a merger, involve that the 
activities of the transferring company shall be operated in the form 
of a branch. For many reasons a number of companies will prefer to 
operate as limited companies. An exchange of shares does not 
involve any changes in the organizational structure of the company.

5 The Arbitration Convention
Originally, it was suggested to implement the arbitration rules in the 
form of a directive.

This was however given up as the European Council found that 
the proposal should be carried through as a convention pursuant to 
Article 220 of the EC-Treaty.

By a decision of the European Council of 23 July 1990 agreement 
was reached on the Convention with various amendments as com­
pared with the draft Directive. The proposal shall be ratified by all 
EC Member States.

The legal effect of carrying through the proposal as a convention 
and not as a directive is among other things that the interpretation 
and application of the Convention is not within the jurisdiction of 
the European Commission and the European Court.

The Convention contains rules on the setting up of an advisory 
commission if the competent authorities fail to reach an agreement 
that eliminates a double taxation, cf. Article 7.

As opposed to the draft directive the Convention does not use the 
term court of arbitration, but the term advisory commission. The 
reason for this is that the competent authorities are not obliged to 
follow the opinion of the advisory commission if they can agree on a 
solution to the problem, cf. Article 12.1.

If the competent authorities fail to reach agreement, they shall be 
obliged to act in accordance with the advisory commission’s opin­
ion, cf. Article 12.1.

However, as far as Danish law is concerned it cannot be assumed 
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that Denmark can be forced to change a Danish judgment by an 
arbitrational procedure. Several other States are of a similar opin­
ion, cf. Skat/Udland 1990 nr. 150 Min og Kurt Gimsing, SR-Skat 
1990 p. 320. Isi Foighel reaches a little more doubtful the same 
result in Juristen 1982 p. 23.

The problem is attempted solved by Article 7.3 of the Arbitration 
Convention, according to which a case, if the domestic law of a 
Member State does not permit the competent authorities of that 
State to derogate from the decisions of their judicial bodies, can 
only be submitted to the advisory commission if the associated 
enterprise of that State has allowed the time provided for appeal to 
expire or has withdrawn any such appeal before a decision has been 
delivered.

The advisory commission consists in addition to the chairman of 
two representatives of each of the competent authorities concerned - 
the number may upon agreement between the competent authories 
be reduced to 1 - and of an even number of independent persons 
appointed by mutual agreement or in the absence of agreement by 
the drawing of lots by one of the competent authorities concerned 
from a special list made according to Article 9.4, cf. Article 9.

The Arbitration Convention has not yet been ratified by all EC 
Member States.

The Convention is concluded for a period of five years, cf. Article 
20. It becomes totally inadequate if this Article would be inter­
preted to the effect that its five year term commenced to run on the 
date of the signature of the Convention (i.e. on 23 July 1990). Such 
interpretation may be supported by a literal reading of the text. But 
is is a question whether it is justified in the light of other interna­
tional principles of treaty interpretation, viz. the context and the 
principle that the interpretation is determined by the Convention as 
a whole and not upon mere phrases, cf. Luc Hinnekens, EC Tax 
Review 1992/12 p. 85 f.

6 Conclusion
The work with the harmonization of corporate tax within the EC has 
been continued with the Report of the Ruding Committee, which 
was made public on 18 March 1992. On 24 June 1992 the EC 
Commission offered its guidelines on company taxation in the 
context of the further development of the internal market.
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One of the greatest problems in creating the ideal EC corporate 
tax system is the division of revenue between Member States. The 
Ruding Committee has not tried to give precise guidelines on how 
the total revenue should be divided between state of source and state 
of residence, cf. Rijkele Betten, European Taxation 1992/9 p. 314 ff. 
The problem is the same as in the double taxation agreement in 
which the distribution of the right to taxation between the state of 
source and the state of residence is also a main problem.
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