
Commission's negative decision on Gibraltar corporation tax
reform: findings on regional and material selectivity
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Following the state aid investigation initiated by
the Commission in the exempt and qualifying
companies schemes, as well as the criticisms
expressed in the context of the Code of Conduct
for direct business taxation, the Gibraltar Govern-
ment set up a new comprehensive tax system,
which United Kingdom notified to the Commis-
sion in August 2002.

It is worth mentioning that it was the first time the
Commission had to deal with a notification con-
cerning a comprehensive tax system. It should also
be underlined that the notified taxation system was
quite innovative as far as its content is concerned
as explained below.

The content of the Gibraltar tax

reform

The reform aimed at replacing the classical corpo-
rate tax system (based on taxation of profit) which
had been currently in force by a payroll tax and
business property occupation tax (hereinafter
‘BPOT’). All companies registered in Gibraltar
would have to pay GBP 3000 per full time em-
ployee and additional 100% of their current tax on
their real estate property. However, the reform
foresaw that the total tax liability of a company
would be capped at 15% of its profits. Originally,
the tax had been capped at GBP 500 000 as well,
but this feature was removed after the Commission
had opened its formal investigation procedure.
Two sectors would face a top-up tax. First, finan-
cial services were originally to be taxed at least at
the rate of 8% on their profits. However, this was
subsequently changed as a reaction to abandoning
the GBP 500 000 cap to a rate that shall be fixed in
the future between 4-6%. The top-up tax was cred-
ited to the payroll tax and to the BPOT and the cap
of 15% applied to the total taxation (top-up,
payroll and BPOT), so that a company's tax
liability for its financial activities was at least 4 to
6% (for simplification let us further assume it
would be 5%) and at most 15% of its profits from
this activity. The second sector that incurred top-
up tax were the utilities (water, sewage, electricity,
gas, telecommunications, etc.), which are mostly

not mobile and occupy a monopolistic position.
They were taxed at a flat rate of 35%.

In October 2002 the Commission decided to open
the formal investigation procedure foreseen in
Article 88(2) EC Treaty because of its doubts
concerning the compatibility of this scheme with
the common market. (1) The doubts of the
Commission concerned mainly two issues. Firstly,
the Commission raised the issue of regional selec-
tivity, as the whole scheme would, according to the
Commission, grant an advantage to companies
registered in Gibraltar in comparison with those in
the UK. Secondly, it addressed the issue of mate-
rial selectivity, mainly because:

— the requirement to make a profit before incur-
ring any payroll and property tax liability
would confer an advantage on unprofitable
companies, and

— the 15% cap on liability to payroll and property
taxes would confer an advantage on those
companies to which it applied.

Other issues raised in the opening decision have
been solved by subsequent adjustments made to
the notified reform by the Government of
Gibraltar.

During the investigation the Commission received
comments from the UK and diverse interested par-
ties: the Spanish Government, the Government of
Gibraltar, the Åland Islands Executive and the
Spanish Confederation of Business Organisations.

The Commission focused in its final negative deci-
sion adopted on 30 March 2004 (2) mainly on the
assessment of the regional and the material selec-
tivity of the measure.

Regional selectivity

In the UK companies are subject to a maximum
30% tax rate on their profit, while in Gibraltar the
maximum rate following the introduction of the re-
form would be 15%. Therefore, the difference was
considered as constituting a selective advantage
because it is only available to companies regis-
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(1) OJ C 300 of 4.12.2002, p. 2.
(2) C(2004)929fin of 30 March 2004, not yet published.



tered in Gibraltar. They also receive further advan-
tages because capital gains are excluded from the
calculation of profits, and a general first year
allowance as well as a 33% allowance on plant and
machinery in subsequent years were provided for,
while in the UK capital gains are taxed, there is no
generally applicable first year allowances and the
capital allowance is 25% of the declining balance.
The Commission did not consider the latter
measures as general measures of purely technical
nature according to point 13 first indent Notice,
because they only apply to a limited territory. As
mentioned in point 17 of the Notice, ‘the Commis-
sion's decision-making practice so far shows that
only measures whose scope extends to the entire
territory of the State escape the specificity crite-
rion laid down in Article 87(1)’ and ‘the Treaty
itself qualifies as aid measures which are intended
to promote the economic development of a region’
(1).

The Commission rejected arguments that a
measure is general because it applies to all firms
under an autonomous tax jurisdiction. In order to
assess the selectivity, first, the common system
was determined and, second, the actual effects of
the measure in question on the position of under-
takings were compared to the effects of this
common system.

The reference framework, to which the situation of
the benefiting companies is to be compared, was
found to be the economy of a member state. The
Gibraltar taxation reform could indeed benefit cer-
tain firms, namely those resident in Gibraltar, as
compared to others in the same reference frame-
work, namely those resident in the UK. Stating that
a measure established by a regional rather than
central authority would be general would allow
circumventing the rules applicable to state aid by
the means of adapting the internal institutional
order of the member states. This possibility would
be contrary to the concept of state aid, which is an
objective one (2) and includes all measures that
satisfy the four criteria laid down in article 87(1)

EC Treaty. Qualifying a measure as state aid
cannot thus depend on the fact whether the central
government enacted the measure or whether it was
put into effect by an autonomous local authority.
The application of state aid rules cannot depend on
the institutional or constitutional arrangements
within a member state, as it is a factor at its
disposal. Otherwise the inequality of treatment
would lead to distortions on the common
market. (3)

The UK line of reasoning that in absence of the tax
measures in question, no tax would be applicable,
was rejected as an argument of form; it shows that
it is not possible to compare a given measure with
conditions without this measure. Moreover, an
abolition of a tax in a particular area of a member
state would constitute state aid as well. The reform
was therefore compared rather with conditions that
apply generally in similar circumstances within
the economy of a member state. That is in this case
with the taxation of companies in the UK. The
Commission concluded therefore that the
Gibraltar Government tax reform was granting a
selective advantage to the companies registered in
Gibraltar as compared to those in the UK.

This decision does not question the autonomy of
Gibraltar neither it prevents member states from an
effective decentralisation of their taxation powers.
It rather follows that lowering of tax burden in a
particular area of a member state must comply
with state aid rules. The Commission mentioned
that higher taxation in one region does not, on the
contrary, constitute aid as it does not give any
advantage to the companies. In any case, member
states and bodies to which fiscal powers have been
devolved must respect EC law. Where tax powers
have been devolved but central reference system
remains, a reduction of the tax burden applicable
to certain regions constitutes state aid and must be
notified. It is then up to the Commission to assess
whether it is compatible with common market, for
example on the basis of the rules concerning re-
gional aid.
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(1) See in particular Commission Decision 93/337/EEC of 10 May 1993 on tax concessions for investment in the Basque Country
(OJ L 134 of 3.6.1993, p. 25).

(2) For examples see Case T-158/99, Thermenhotel et al. v Commission, not yet published, paragraph 106; Case C-83/98, France v
Ladbroke Racing and Commission [2000] ECR I-3271, paragraph 25; opinion of Mr Advocate General Jacobs to case C-126/01,
paragraph 73.

(3) According to the conclusions of Mr Advocate General Saggio in joined cases C-400/97, C-401/97 and C-402/97, paragraph 37
‘the fact that the measures at issue were adopted by regional authorities with exclusive competence under national law is (...)
merely a matter of form, which is not sufficient to justify the preferential treatment reserved to companies which fall under the
provincial laws. If this were not the case, the State could easily avoid the application, in part of its own territory, of provisions of
Community law on State aid simply by making changes to the internal allocation of competence on certain matters, thus raising the
general nature, for that territory, of the measure in question’. See also Carlos Tenreiro, Le système fiscal des Açores (Portugal),
Competition Policy Newsletter, 2003/1, p. 93-95.



Material selectivity

Requirement to make profit before incur-
ring any payroll and property tax

The Commission found the just mentioned feature
of the reform to be selective as it gives an advan-
tage to companies that do not make profit. Compa-
nies incur no payroll tax and BPOT liability if they
are not profitable, which is a criterion external to
the system in that the tax base is the number of em-
ployees and the property tax. It is an additional
element, which was not considered as general be-
cause it does not apply to all companies in the
same way.

Further, the Commission did not accept the justifi-
cation by the nature or general scheme of the sys-
tem. It looked at the Gibraltar tax reform from two
angles. First, as a pure payroll system, in which
case the nature of the system is to pay tax for each
employee independently of the profitability and it
is perfectly within the nature of the system that un-
profitable companies pay tax. And secondly, as a
hybrid system that applies one or another tax base
depending on the particular situation of a tax
payer. In this case it is impossible to identify the
nature and general scheme of the system. Conse-
quently, this possible justification does not make
sense as any given feature of a hybrid system
would form a part of the nature of the scheme.

15% cap

The advantage of this feature consists in the tax
that would have to be paid above of this threshold.
The Commission underlined that it is de facto
selective as it gives an advantage to firms that have
relatively a lot of employees and property in
respect to their profits. The effect of the measure
was to limit the liability of the offshore sector (in
particular qualifying companies) and to lower the
tax rate for the on-shore companies (from former
35% to 15%). It was not qualified as a general
measure following the reasoning in point 14 of this
Notice because it did not reduce the tax burden
related to labour for all firms. Neither was it
accepted as a purely technical measure taken in
order to introduce a progressivity of taxation per
employee according to point 13 first indent of the
Notice, since the cap was linked to a different
criterion than used for delimiting the tax base. In
order to be justifiable by the nature of the system,
the progressivity would have to be introduced, for
example by, differentiated tax amounts per

employee depending on the number of employ-
ees. Moreover, the Commission denied that the
measure would fall under general policy measures
as mentioned in the point 13 second indent, as it
does not reduce the tax burden related to produc-
tion costs and is neither linked to the labour nor to
the business property costs.

It was not justified by the nature and general
scheme of the system. The Commission stated that
the inherent logic of a payroll and business prop-
erty occupation tax system is to incur higher tax
when the company uses more labour and/or prop-
erty. Labour market considerations are external to
the logic of the payroll/BPOT system (1). They can
hardly justify the cap.

Payroll tax and business property
occupa-tion tax

In the opening of the procedure, the Commission
had not explicitly addressed the payroll tax and
BPOT per se as an element possibly constituting
state aid. Nevertheless, an opening of the formal
investigation procedure concerns a measure as a
whole and not solely certain of its aspects. Fur-
thermore, the comments that the Commission re-
ceived from the UK and the interested parties
related also to this point.

The Commission did not qualify the payroll tax
and the BPOT in general as being materially selec-
tive. In its assessment, the Commission looked in
the first place at the effects of these taxes in the
particular circumstances of the Gibraltar economy.
There operates an important number of offshore
companies. These are mainly exempt companies,
which often do not employ any or only one part-
time employee and do not possess property in
Gibraltar. The very general principle of corpora-
tion taxation is to collect revenue from companies.
However, under the reform some companies
receive an advantage to the extent that they effec-
tively entirely escape the payroll tax and BPOT.
The Commission found that this advantage is not
effectively open to all companies in the sense of
point 13 Notice. Furthermore, it is not a purely
technical measure according to the first indent of
point 13 Notice, as it does not provide for a tech-
nical adjustment, but it concerns the tax base itself.
Furthermore, it was not qualified as a general
economic policy measure in the sense of the
second indent as it does not reduce any production
costs but rather increases the costs of labour and
real estate property.
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A distinction was made between the payroll tax in
Gibraltar and social security contributions in the
usual taxation systems. Social security contribu-
tions represent a minor aspect of the taxation. They
are usually paid on top of a profit tax, whereby the
latter ensures a wide taxation of companies on the
results of their activities. The primary logic of these
contributions is to finance the security of employ-
ees; thus it follows from the nature of the system
that they are directly linked to the employment.

Top-up tax

Spain argued in its observations that the top-up tax
applicable to utility companies leads to granting a
selective advantage to other sectors. The Commis-
sion answered that in general an exceptional
burden placed on some companies would repre-
sent state aid only if it could be demonstrated that
it causes a corresponding advantage for other
enterprises than those, which bear the detriment. In
the case of the Gibraltar corporation tax reform, it
could not be proven that a higher taxation of the
utilities sector would directly lead to lowering the
tax burden for the remaining sectors. A higher
taxation of a clear minority of companies does not
amount to a general measure to which the taxation
of the rest of the enterprises should be compared.

Combined effects on specific groups of
companies

The Commission found the combination of the
above-mentioned measures resulting into different
levels of taxation for different kinds of companies
as can be illustrated in the table below.

Table 1: Data available on Gibraltar companies

Type of companies Tax rate %

All companies
Utilities
Other

0-15 or 35
35

0-15
— Companies with no income —
— Companies with income 0-15

• Exempt 0 or 5 (1) (2)
* Financial services
* Non-financial services

5 (1) (2)
0 (1)

• Non-exempt 0-15
* No profit
* Profit making

—
0-15

— Financial services
— Non-financial services

5-15 (2)
0-15

(1) Assuming that exempt companies have no physical presence in
Gibraltar and would therefore have no liability for payroll or
business property occupation tax

(2) Assuming that the financial services top-up tax would be set at 5%

Even though the exact effective tax rate imposed
on each company depends on its number of
employees and premises occupied, this table
shows that the taxation of certain welldefined
groups of companies will be limited to lower levels
than the generally applicable 15% upper limit.
First, any companies independent of their present
statute that do not make profit will not be taxed on
the number of their employees neither on their
business property. Second, offshore companies
(the former exempt companies), which tend not to
have any real presence in Gibraltar will face a 0%
tax rate or, third, a 5% tax rate on their financial
service activities.

The Commission concluded that the notified
measure entails regional as well as material selec-
tivity. The latter is due to several isolated aspects
of the reform and to their combined effects.

State resources, affectation of trade

and distortion of competition,

compatibility

The UK argued that no state resources were fore-
gone with respect to the regional advantage, as the
UK taxation does not apply in Gibraltar. The
Commission reiterated that the measure in ques-
tion must be compared to the general system that
normally applies to similar situations, which is the
taxation in the UK at the rate of 30%. As the
Government of Gibraltar taxes certain local
enterprises at a lower level than the generally
applicable, it renounces on its budgetary revenue.
This is equivalent to a public expenditure (1) and,
the Government of Gibraltar being a part of the
state administration, imputable to the Member
State.

Trade between member states and competition
on the common market were found to be distorted
as undertakings with cross-border activities have
not been excluded from the scheme. Moreover,
former exempt companies, which would benefit
the most from this system, are by definition
specialised in activities outside of the territory of
Gibraltar.

None of the derogations provided for in Article
87(2) or Article 87(3) applies. The Commission
therefore decided that the Gibraltar corporation tax
reform constitutes a scheme of State aid that is in-
compatible with the common market. Thus, it can-
not be implemented.
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Conclusion

In its decision the Commission confirmed the ap-
plicability of article 87(1) to benefits that are re-
stricted only to a certain region of a member state.
It followed its approach to regional selectivity as it
was set out in the decision concerning Azores (1),
according to which a measure does not escape the
scrutiny under the state aid rules only because it

was adopted by a fiscally autonomous authority,
even though such a measure would be general
within the autonomous territory.

Concerning material selectivity, the Commission
stated firmly that a system, which in law appears to
be general, is subject to the state aid discipline
when in effect it grants benefits to particular firms
or sectors of the economy.
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(1) Commission Decision 2003/442/EC of 11 December 2002, OJ L 150 of 18.6.2003, p. 52.




