GENERAL AGREEMENT ON L/4k2l

2 November l97§2

TARIFFS AND TRADE Limited Distribdtion

-IﬁCOME TAX PRACTICES M/IINTAINED BY BELCGIUM

Report of the Panel

1. The Panel’s terms of reference were established by the Council on 30 July 1973
(C/M/89 paragraph T):

"To examine the matter referred. by the. United States to the CONTRACTING
PARTIES pursuant to paragraph 2 of Article XXIII, relsting to inccome tax
practices maintained by Belgium and to meke such findings 2s will assist the
CONTRACTING PARTIES in making the recommendstions or rulings provideé for in
peragraph 2 of Article XXIII.-

2. The Cheirman of the Council informed the Council of the agreed composition of
the Panel on 17 February 176 (C/i/112, paragreph 17):

Chairmen: Mr. L.J. Mariadason (Counsellor, Permenent Mission of
Sri Lanka, Geneva)

Members: Mr. W. Felconer (Difector of Trade Pclicy. Department of Trazde and
Industry, Wellington)

Mr. F. Forte (Professor of Public Financc. University of Turin)

Mr. T. Gobrielsson (Counsellor of Fxbassy, Permanent Delegation of
Sweden to the Huropesn Communities, Brussels)

«r. A.R. Prest (Professor of Economics of ihe Public Sector,
London School of Economics)

3. In the course.of its work the Panel held consultaticons with the United States

and Belgium. Background crguments and rclovant informotion submitted by both parties,
their replies to questions put by the Panel os well os all relevent CATT documentsation
served ns a basis for the examination of the motter.
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Lo The Fanel met on 16 8
u

March, 28 June-l July and 26-30 July 1976 and
concluded its report thre a 1o

pestal wrocedure.

5e The United States request t
Belgium violated Article XVI:4 and
that these pracitices were null i
the General .greement.

Janel to find that the tax practices of
that there was therefore a prima focie case

Pt A sl

ifying or impairing benefits aceruing to it under

é. The United States zlso suggested t the four ccmplaints on the DISC
legislation and income tax practices i rance, Belzium and the Netherlands should

be considered together because they raised bke same principles concerning the
application cof uhe GATT.

e ln~
il
nF

factual asvects cf the vractices in guestion

7 The fcllowing is a brief factual description of the tax practices complained
of by the United States as the Panel understocd them.

8. The Belzium income tax system is based on the orinciple of world-wide
taxation cf residents znd on the source principle as far as taxation of non-
residents is concerned.

9. Therefore, ncn-residents are only taxed in Belzium on income obtained or
collected by them there. Profits cf foreign subsididries of Belgium-based
corporaticns are not taxed by Belgian authorities, but are subject to the tax
jurisciction of the foreign country in guestion,

16, In crder to avold
establishments Belzium
measure vas subseque ntl
in Belzium.

uble taxaticn of sales effecte abroad by forelizn sales
ntroduced the principle of tax relief in 1906; the
y carried intc law in 1919, vwhen income tax was established

o
i

1l. Income obtained from fore i
which has been taxed abroad is assessed af ter iaa "*1on of fo:elbn tax. Belglan
tax is then apnlled tc it at cne quarter of the ncrmal rate. Zvidence that the
profits are toth obtained and taxed abrecad must be produced. In practice, evidence
2 foreizn u&thLOﬂ is not required in respect of prcfits ooteined throuzh an
estzablishment located abroad, ii it draws up separate accounts. The fact that
certain constituent elements of income mey not be taxable or may be tax free in

the foreirm country is no>t generally sufficient justification for refusing to

~rant the benefit of Belzian tax reliefs

<o
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12. As far as sales through Iorelgn sales subsidiaries \permanent ‘equity holdings)
are concerned, Belgian texves foreign profits ithersirom only to the degree thut

hey are ecuual’" dist»ibuted to the parent corporation. However, in order to
remedy the effects of cascading taxation of '*zldenus, dividends derived from
subsidiaries which would normelly have teen taxed arc dsductad from the tax hase
cf the recipient to the extant of 95 per cent ( 01 90 per cent for certain heidiz:

9

companies) of the net amount raccived, grozsed up Ly . deened ‘movable prepayment

of 5 per cent; this system is apolﬁcable regardless of the size of the Belgian
corporation's equity holding gensrating dividends.

13. A provision in Bslgium's Income Tax Jode {Ariticie 24), which is of gereral
scope, lays down that transactions between Belgian enterprises directly or in-
directly related to an enterprise established zbroad shall be governed by the
arm's-length principle. The administration is given much latitude in its
epplication of this provision.

Mzin arcuments

L. Article WIth

14. The representative of the United States recalled that Article XVI:4 prchibited
the vse of export subsidies, that Belgium had signed the Declaration giving eifect
to that paragraph and that Belgium therefore had an obligation not to grant
subsidies which led to the "sale of such product for export ot a price lewe: than
the comparable price charged for the like product tc buyers in the domestic
market." He also recalled that the illustvative list of measures tc be ccnsidercd
as subsidies ir the sense of Article XVI:4, vhich vas pronceed by France, ineluded
the following items: (c¢) "The remiscion, calcnlated ir relation to exprits, of
direct taxes ... on indust~ial or comu.ercial cnterprisss and (d8) "The exemption,
in respzct of exported gocds, of ... taxes, other than ... iudiresct taxes lsvied
at cne or several stages on the seme goods if sold for internzl consumption ...'.

Effects of the territerialitv prinecinle as applied by Belgium for taxation of
foreign profits

15. The represcntative of the United Stotns argu~d that Belgium, at least in
practice, Jollowed the territoriality principle of taxation and, as a resuly, did
not tax the export sales income of foreign bronches cr subs Biarles of their
doniestic manufacturing firms. Taxes on such income were for the most part
permanently forgiven rather than merely deferr=d. This system of remitting cor
exempting taxation of profits from export sales by fcrelvn branches cor subsidiaries
created a distortion in conditicns of international ~cmpetition in that it afforded

l:
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remission or exemption of direct ftaxes in violation of Belgium's commitment as a
contracting party under article XVI:4., The relative tax burden on the sale of
preducts for export as azainst domestic sales was lower as a result cf the
ramission of taxes on & portion of expert szles income.

15. The representative of the United States pcinted ocut that although the net
amount c¢f foreizn income of resident corporations was included in the tax base,
Belgian tax on this portion of the income was reduced by 75 per cent if thigs
income was both generated and taxed abroad. Inccme was considered tc be gensrated
abroad if the activity which produced the income was carried cut through a
permenent establishment, and income was considered to be taxed abread if subject
to regular taxation in that ccocuntry, even if the inccme was exempted by that
country through special rules. He concluded that the application of the reduced
rate amounted to zn exemption or remission on that part of the profits wihich w
permanent znd could be freely used by the domestic manufacturing firm. In
addition, he pointed cut that renerallJ, under tax treaties, the income realized
through a permanent establishment in the other country was exempt even Ifrom the
reducea rate of Belgian tax.

17. The representative of the United States further argued that, by orgenizing a
foreign branch or subsidiary in a low-tax country, a2 Belgian manufacturing firm
-could enjoy the low-tax rate on that portion of the total export sales income
which was allccated to the forsizn branch or foreign sales subsidiary, that the
amount of export sales income allccated to foreirn sturces was generall
substantial and that under the Belpian system the rigzht ts tax foreizn income was
given up. He concluded that as a2 minimum the sales element of export earnings

was exempt from taxation and therefore subsidized in vislation of Article XVI:4.
18. In reply, the representative of Belgzium stated that Belzian law did not
contain any provisicns designed to enccurage expert kberatlrns. dxoort corpora-
tions did not receive any tax relief that was not extended to Belgian corporations
in general. The tax results of a ccroo f&tl”ﬁ exncrting goods ware not different
from the tax results c¢f a domestic sale. 1If export sales were effected from an
establishment or even a subsidiary that was Belgzian, the sales profit was treated
1ike Belzian~scurce income and was taxed at the [ull rate.

13. The representative of Belsium went on to state thati there was nc exempticn in
favour of fcreign agencies or branches of Belgian coumpanies engaged in exporting,

as the orafits were incorporated in the profits taxable in el rium. The reduCulon
to one quarter of the normal tax rite tool place only if the taxpayer produced
gvicdence that the profits had been obtained and taxed abrcad throuzh a brench or
otherwise. Morecver, because ~f the ceiling in this provisicn, 1t could never
bring complete exempticn frem Belgsicn tax., International double taxaeticn could
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therefore orly be avoided as a result of a convention. The statement that under
tax treaties the income was not taxed by Belzium at zll completely disregarded the
fact that the cobjective pursued by all States concluding such treaties was to
eliminste dcuble taxation that could ceccur in clearly defined situations; and the
statement took no account of the taxes that normally had to be »aid in the host
country. As a generzl rule, these countries made brcad use of their taxaticn
powars.

20. The representative of Belgium said that, in order to combat abusive use of
tax havens or of countries with very mcderate taxes, Belyium had very stringent
provisions as a result of which Belzian corporations tempted tc use tax havens
placed themselves in a more difficult positien than other taxpayers, in particular
as regards the burden of procf that their claims were justified. :

21, The representative of Belsium added that Belgium had intrcduced the principle
of tax relief in 1906, and that the measure had subsequently been carried inte
law in 1919. He noted that, although ite system of & flat rate reducticn in
respect of profits of branches had been kncwn for a lung time, the United States
did not challenge it in GATT until the European Communities made a complaint abecut
the DISC legislation.

22. Commenting on this reply, the representative of the United States argued that
it was the effect and not the intent of the legislation vhich was important. The
fact that the practices of Belgium had been in cperaticn for several years was
irrelevant. The language of the 1955 amendments tc the General Agreement (which,
inter alia, intrrduced parasraph 4 cof article XVI), and the 1960 Declaration
giving effect to Article XVI:4 as well as the Standstill Declaration made it
ebsolutely clear that the contracting »arties sdhering t - the 1960 Declaration

had an cbligation to cease teo grant any subsidies whether or not the subsidies
were granted pursuant to legislation existing in 1947, unliess a specific
reservation was made.

Anter-company pricine rules

—

23. The United States representative argued that where the profits of a
o

manufacture would hecome mere important. The United States maintained that tax
administrators in Belgium might be willing, in some cases, to allow favourable
pricing on export sales and that expert companies were permitted simply tc declare
z 10 per cent mark--up on production costs by way of manulacturing prefit. This
wzuld mean that the disterticns created Ly the tax system became even :rreater.



24. The reprecenta & stated t Belgian rules ¢n inter-company
pricing were anaiogous in substaince To hc aid down in Article 9 of the OECD
Draft Double Tavation Convention and mad 38ible o ensure correct invoicing.
The rules had cently ! mented cvered zisc operaticns oo tirainsace
tions betwesen Belziag S TE companies -+ whether o not linked
tc them - tabli L he couat r even in ceountries with tax systems
appreciably mors ecus for certal nme:s than the Delglian vax aystem.

The exiszting leg s1 oved th nistration considerable room for
mancauvre’ and s ely to i e coape o f2llovw sound cormercisl pracitices
end, when this waz not the case, made it to corvect the profit returns.

The 10 per cent ma»i-up had been permitt the past solely for the first two
years cf cperation but at present tie administration made a brealdovn of tectal
manufacturing and sales profits cn the basis of appropriste criteria.

t

foreign dividends
25. The representative of the United States noted that Belgiwm in fact followed
the territoriality principle since the profits of a foreign subsidiary were nct
consolidated with the profits of its EBelgian parent and no Belgian tax was
directly imposed on the subsidiary's prefit., He went on to mele the pcint that
even if the SLbald”a“y'= prcfit was repatriated in the form of a dividend,
95 per cent of 1t was deducted from the tazable income of the company. lv reality,
the dividend was not expecizd to be taxed at 211, as the remaining 5 per cent was
_nons;aerea to be cnauctnd as ordinary cvpenses ajzainst the incoine of the recipient

corporation. He arcued that this amounted to both & permanent
taxaulon cf the su051153rj’s income anc a raduction ~-f dome
parent. He noted that 3eligian corncrnticns were zlso ernitl
Geduction for dividends ficm 2 ﬂawest*n sahsidiary and tnat
give domestic and foreisn subsidizries the seme tax treatment
difference was that the fopeigsn subsidiary paid no Belgien

26. The representative of Belzium replied applicabls for
¢ividends derived Irow foreign subsidiariec i yrmelly have ﬁlready
been subjzct zbroad first ts corporate income tax ard then to withhclding tax on
dividends. Tii2 granting of ihe Jdeemed movable prepayment of 5 per cent of the
amount of foreign dividends ~fforded only very inacdequate iamedy for the effects
of a withnolding tax cullected 2broad, as this withholdins, which was citen much
higher than the 5 per cent desmec movabile prepaymevt could not bwe offset against
Lelelan tair and was therefore irrecoverable for thne corporaticn. The hypothesis
that no tax would be payable by the subsidiary sither on its profits or on profits
distributed by it wes unacccptable. In such o case the transacticn would
undoubtedly come under the provisions designed teo prevent tax fraud and evasion
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(Article 4% and 250 of the Income Tax Code); +those provisions were very effective
and would result in the Belgian corpcration beinz penalized in the determination
of its taxable profits. The representative of Delgium conclucded that in no case
could the system be deemed an expcrt subsidy since it was simply designed o
remove obstacles to investment abrecad resulting from docuble or multlple taxation
and since it was furthermore of absolutely general scope.

27. In a counter argument the representative of the United States said thzt even
if some tax was paid by a foreign subsidiary, there was still an exempti-n to the
extent that Belsian tax exceeded the tax paid by the subsi iary.

Relation to the DISC legislation

28. The representative of the United States argued in general that, if the DISC
legislation violated the General Asreement, then the tax practices of Belgium
which operated to exempt a portion of sales income of exporting firms from direct
taxes, must be found to constitute even clearer subsidies in vicleation of

Article XvI:4s Whereas the DISC legislation provided only a deferrel; the tax
practices of Eelgium amounted tc a remissicn or exemption. The United States
compared the effects of the principles behind its tex policy regarding foreizn
source inccme and the effects of the principles behind Beliium's legislation. It
did not questicn the territorialiity principle in so far a2s it represented a i
reasonable apprcach to the avoidance of double taxation, b“ut arzued that the
intent of natiocns was irrelevant and that the effect of the Belgian practices was
that foreizn income which included the sales element on axvorts was nct taxed by
the hcme country end that there was therefore.a remission cr exemption of taxes
with respect to exports., The fccus should not, according to the United States,
be on the tax rates of host countries, but on the home country and its potential
for shifting export income abrecad tkvb escaping virtually all tax., The repre-
sentative of the United States stated that the current tax effects of the twe
systems were the same except that the DISC resultad in deferral while the Belgian
system resulted in an exemption. The United States added that if it had utilized
the territoriality principle it would have collected significently less than

the $3.8 billion which, it was estimated, would. be cellected on foreizn scurce
inccme in 1976, :

29. In repnly the representative cof Belgium stated that the DISC legislation was
desizned specifically to favour expert companies, while the Selgian measures were
of a purely technical character and were designed to av~id internstional double
taxation of taxpayers in general. Concerninz branches, the Bel;ian résime did
not differ substantizlly in its effects Irom the tax credit system applicable in
the United States in a similar situation. Concerning dividends {rom subsidiaries,
the representative of Belgium arsued that the United States cchileved the same
result by zllowing its demestic corperations tc offset szainst United States tax
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not only foreign tax on dividends as such, but also foreign tex charged to the .
subsidiary in respect cf the corporate profits through which dividends had been
distributed. Morsover, in Belgium all profits attained from "direct" exports were
taxed on the entirety cf the profits, whether the sale took place at home or
abroad. ' A

Bi-level pricing

30. Referring to the provision in aArticle XVI:4 relating to the sale of products
for export "at a price lower than the comparable price charged for the like product
tc buyers in the domestic market", the representaiive of the United States argued
that, if the Panel on DISC found that when the CONTRACTING PARTIES agreed that
exemption of direct taxes in respect of exported goods was generally to be
considered a subsidy within the meaning of Article XVI:4 they intended to create

a presuription that suck tax practices resuited izn lower export prices in relation to
denestic prices, and if the DISC Panel went on to find that the deferral of taxes
on export sales income provided by DISC resulted in lower export prices, then the
Panel on Belgian Tax Practices had likewise to find that the tax prattices of
Belgium previding for the total or partial exempticn of export sales income of
exporters locauved within Belgium were more likely to result in lower export prices
and, therefore, were even more clearly prohibited by Article XVI:4.

31. The representative cf Belgium maintained that unlike the DISC régime Belgium's
tax régime did not allow szles by Belgian corporations or demestic subsidiaries

in the foreign market at prices lower than in the domestic market and strictly
conformed to Article XVI of the GATT. The tax ratc was the same whether sales
took place in the foreign or in the domestic market.

B. Article XXIII:2 nullificaticn or impeirment of benecfits

32. The representative of the United states argued that a prima facie case of
nuliification or impzirment was established where it was dztermined that the
measure complained against violated the General Agreement and that, since the tax
practices of Belgium ccnatitutzd prohibited subsidies within the meaning of
Article XVIsl, they had resulted in the prima facie nullification or impairment of
benefits accruing to the United States undsr the General Agreement.

33. The Belgian positicn was that its practices were not in contravention of the
GaIT and that there was not, therefors, a pripa facie case of nullification or
impairment.
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Conclusions

34. The Panel started by examining the effects of the income tax practices
before it in economic terms. The Panel noted that the particuwlar applicaticn o
the territoriality principle by Belgium allowed some part of expcrt activiiics;
belonging to an economlc process originating in the country, to be cutsice th:
scope of Bulgian taxes. In this way Be g*um has foregone revenue frox this cciace
and crsated a possibility of a pecuniary benefit to exports in thosc casen thore
income and corporation tax provisions were significantly more lﬂbcr al in Toreiga
countries.

35. The Panel found that however nmuch the practices may have been
consequence of Belgian taxation principles rather than a specific ooli
they nonetheless constituted a subsidy on exports becauss the above-ne
benefits to exports did not apply to domestic activities for the internal
The Panel also considered that the fact that the practices might also act as en
incentive to investment abroad was not ru;evant in this context.

J ct
- |

36. The Panel also noted that the tex treatment of dividends from azbroad ensured
that the benefits referred o above were fully preserved.

37. In circunstanccs where different tax treatment in different c untries rasulited

in a smaller totel itox bill ix aggrcgzte being p;‘d,vﬂ_axpcrt= thazn on sclss
in the home merket, the Panel concluded that there was a partial e\“"-y;c: Zoronm

direct taxes. The Panel further concluied that the practlces were covered Uy

one or both items (c¢) and (d) of the illustrative 1list of 1960 (BISD, 9 \“pplu
p. 186). _

38. The Pa.el noted that the con*r.cting parties tho: had accepted the 1060
Declaration had agreed that the practices in the illustrative list wers 7-re
to be considered as subsidies in the sense of irticle XVI:4. The Panel fusin:
noted that these contracting parties considsred that, in genera l the pract:

contained in the illustrative list cowlA be trusufbc to result in hi-lev..]

and that this presumption could therefore be applied to the bulgl - prach
The Pancl concluded, however, from the words "gsnerally to be considered®
these contracting parties did not consider that the presumption was absoluic.

39. The Panel considered that, from an economic point of view, there s =2
presumption that an export subsidy would lead to any or a combination o >
following conscquences in the export sector: (a) lowering of prices; (b} Fnoreasc
of sales effort, and (c) inerecase of profits per unit. Because Bolgium

important supplier in certain export scclors it was fo be expected that
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thess cffec f one occurraed, the other twe would not
necessarily of the subsidy benefits on prices could
lead tc sub The Fanel did not considecr that =z reduc-
tion in pri autonatically to be accompenied by '
similar rod The Pansl added that the extent to which
ta2x havens ¢ t thsy corsidered this some evidence of

g t prooably oc

40. The Fane herzfore co 13 hat tho Belgian tsx practices in some cases
‘had effocts which wery noa nce with Belgion cbligations under

Article £ZVI: 4.

4L. The Pansl considsrsd thet deviations from the principle of arm's-length -
pr1c1n~ might ariss from the recognized flsxibiliity in the administration of the
rules in tnlb are & that the bencefit would be increased to the extent that
arm's-length pricing wes not fully cbserved.

+
v

£ oossibility of imputing profits to foreign

& destic taxation might be affected by the fact
that branc;os ané subsidiariss were not subject to the test that a material
installation and 2n autoncmous management sxdsted.

O
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fact that these arrangements might have existed
t was not a justification for them and noted that
rvati h respeet tc the standstill agreement or to
S0, 9 3Suppl. p. 32).

oo
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wwn o

bhve The Panel was of the view that
subsidy, it was 1liksly that it had

sectors and, =although the possibil
arrangemcnts would cnecurags predu
sectors, ncnctheless concluded that

obligation of ariticl. XVI:l.

Q.0
|

ven the sizc an d breadth of the uxport

tc an increase in Belgian exports in some
culd not be ruled out that the tax

c“ avroad and a decreasc in exports in other
was also covered by the notification

iz
r

45. In the light cof the cbovs, andé bearing in mindé the precedent set by the
Uruguayan casc (BISD, 11 Suppl. p. 100), the Pancl found that there was a
primae facis caose of nullification cor impairment of benefits which other
contracting partics wers ontitled tb expeet under ths General Agreement.



