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European Union Directive on Interest and
Royalty Payments Between Associated

Companies

KEITH FEATHERSTONE, ROBERT GAUT, MARTIN ROWLEY AND MADELEINE
FABRE

This article summarizes recent developments regarding taxation of
cross border interest and royalty payments in the European Union.

Recently, the Council of the European Union (EU) adopted the
directive 2003/49/EC (the directive) on a common system of tax-
ation applicable to interest and royalty payments made between

associated companies  of different European Union member states.
The directive is part of the global tax package agreed on June 2,

2003, by the member states of the EU with the aim of tackling harmful
tax competition in the EU, securing tax revenues and freeing up intra-
group payments within EU. The package consists of three elements: (i)
the Code of Conduct to eliminate harmful business tax regimes, (ii) the
directive 2003/48/EC of June 3, 2003, on taxation of savings income in
the form of interest payments, and (iii) the directive.

The aim of the directive is to ensure that each interest and royalty
payment between associated companies of different member states is
subject to tax only once (and only in one member state). The direc-
tive is designed to eliminate withholding tax obstacles in the area of
cross-border interest and/or royalty payments within a group of com-
panies by:

abolishing withholding taxes on royalty payments arising in a

Keith Featherstone, Robert Gaut and Martin Rowley are tax partners resident in Fried
Frank's London office. Madeleine Fabre is a European counsel resident in Fried Frank's
Paris office. They can be reached at keith.featherstone@friedfrank.com,
robert.gaut@friedfrank.com, martin.rowley@friedfrank.com and fabrema@
friedfrank.com, respectively.
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member state, and 
abolishing withholding taxes on Interest payments arising in a
member state 

in each case, provided that the beneficial owner of the payment in question
is a company or permanent establishment in another member state. In
order to achieve this goal, the directive sets up a common system of tax-
ation described below.

The directive has applied since Jan. 1, 2004, although certain provi-
sions are being phased in over time. In addition, several amendments
have been made since the directive came into force. The directive, as
currently amended, has applied in full to all member states since July 1,
2005.

SCOPE OF THE DIRECTIVE 
Interest1 or royalties2 paid by a company that is tax resident in a member
state (the source state), or by a company’s EU permanent establishment3

that is situated in a member state, shall be exempt in that source state
from any taxes levied on those payments, whether by withholding or
assessment, if the following conditions are met:

the payer, or the company whose permanent establishment is
treated as the payer, and the beneficial owner of the relevant pay-
ment, or the company whose permanent establishment is treated
as such a beneficial owner, are associated companies and the ben-
eficial owner or its permanent establishment (as the case may be)
is located in another member state; for purposes of the directive, a
company is an associated company of another company if (a) the
company has a direct minimum holding of 25 percent in the capi-
tal of that other company, or (b) that other company has a direct
minimum holding of 25 percent in the capital of the company, or
(c) a third company has a direct minimum holding of 25 percent
both in the capital of the company and the other company, all of
them being located within the EU;
as under the merger and the parent-subsidiary directives, the
companies are:
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subject to corporate tax in the EU, 
tax resident in a member state, and 
of a type listed in the annex to the directive as currently  

amended;4

the payments (a) are tax deductible expenses for the payer, and
(b) represent income received by the beneficial owner in its
own capacity (not as agent, intermediary or trustee) in respect
of which it is subject to corporate income tax;5 and
any exemption procedure applicable in the source state is ful-
filled (see below). 

The provisions of the directive do not apply to the portion of inter-
est or royalties, if any, exceeding the amount that would have been
agreed to by the payer and the beneficial owner in the absence of spe-
cial relationship between them (i.e. the payments must be arm’s length).

Moreover there are exclusions with respect to quasi-equity. The
source state may exclude the following payments from the benefit of the
provisions of the directive:

payments which are treated as a distribution of profits or as a
repayment of capital under the domestic laws of the source state;
payments on debt-claims which carry a right to participate in
the debtor's profits;
payments on debt-claims which entitle the creditor to exchange
its right to interest for a right to participate in the debtor's prof-
its; and
payments on debt-claims which contain no provision for repay-
ment of the principal amount or where the repayment is due
more than 50 years after the date of issue.

EXEMPTION PROCEDURE
For each payment contract the source state may, at the time of payment
require (i) a certificate that the conditions described above are fulfilled,
and (at its option) (ii) that it has issued a decision granting the exemp-
tion. 

The certificate should contain the following information:

EUROPEAN UNION DIRECTIVE
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proof of the fiscal residence of the receiving company, and, as
the case may be, the existence of the receiving permanent
establishment, issued by the tax authorities of its member
state of incorporation, or location in the case of a permanent
establishment;
the capacity in which the payments are received by the receiv-
ing company or permanent establishment;
the shareholding percentage of the associated company and the
period of time for which such holding has existed;
confirmation that the corporate income tax requirement is satis-
fied; and
the legal justification for the payments made by the payer com-
pany (i.e. the relevant contract between the parties, for instance,
a loan contract or license agreement).

Any tax unduly withheld in the source state on payments exempted
under the directive may be refunded by the source state upon applica-
tion submitted within one year from the date of payment of the interest
or royalties.

TRANSITIONAL RULES
With effect from July 1, 2005, for a transitional period (subject to possi-
ble extension):

Greece, Poland, Latvia and Portugal may withhold tax for eight
years on interest and royalty payments at a rate which may not
exceed 10 percent for the first four years and 5 percent the final
four years;
Lithuania may withhold tax for six years on (i) royalty pay-
ments, at a rate which may not exceed 10 percent, and (ii) inter-
est payments, at a rate which may not exceed 10 percent for the
first four years and 5 percent for the final two years of the tran-
sitional period;
Spain and the Czech Republic may withhold tax for six years,
on royalty payments at a rate which may not exceed 10 percent;
and
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Slovakia is authorized until May 1, 2006, to tax royalty pay-
ments under its domestic laws (consequently, not to exempt
such royalties under the directive until that date).

A tax deduction is granted to the company of a member state, or a
permanent establishment situated in that member state of a company of
a member state, which:

receives interest or royalties from an associated company in
Greece, Latvia, Lithuania, Poland or Portugal;
receives royalties from an associated company in the Czech
Republic, Spain or Slovakia;
receives interest or royalties from a permanent establishment
situated in Greece, Latvia, Lithuania, Poland or Portugal, of an
associated company of a member state; or
receives royalties from a permanent establishment situated in
the Czech Republic, Spain or Slovakia, of an associated company
of a member state.

The deduction is equal to the tax levied in the source state with
respect to such income, without exceeding the lower of (i) the tax payable
on such income in, as the case may be, Greece, Latvia, Lithuania, Poland,
Portugal, Czech Republic, Spain or Slovakia, or (ii) the portion of the tax
due by the receiving company or permanent establishment, as computed
before the tax deduction is applied, which is attributable to said income
under the domestic law of the member state of the receiving company or
in which the receiving permanent establishment is located.

NOTES
1 The term "interest" means income from debt-claims of every kind, in par-
ticular income from debt securities and income from bonds or debentures,
including premiums; penalty charges for late payment are not regarded as
interest.
2 The term "royalties" means payments of any kind received as a consider-
ation for the use of, or the right to use, any copyright of literary, artistic or
scientific work, including cinematograph films and software, any patent,
trade mark, design or model, plan, secret formula or process, or for infor-
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mation concerning industrial, commercial or scientific experience.
3 For purpose of the directive, a permanent establishment is a fixed place
of business located in a member state through which the business of a com-
pany located in another member state is wholly or partly carried on.
4 The European Commission has proposed an amendment to the directive
to provide for an update of the list of companies in the annex to the direc-
tive. The proposed new list would also include: 

the European Company (Council Regulation (EC) 2157/2000 and
Council Directive 2001/86/EC) which may be created from 2004, and
the European Co-operative Society (Council Regulation (EC)
1435/2003 and Council Directive 2003/72/EC), which may be cre-
ated from 2006. 

5 In particular this addresses the situation of a company that, although subject
to corporate tax, also benefits from a special domestic tax regime exempting
foreign interest or royalty payments received. In such cases, the source state
would not be obliged to exempt the payments in question from withholding
tax under the directive.
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