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11 May 2010

European Commission challenges Finnish withholding tax on dividends paid to
foreign pension funds

The EU Commission announced on 5 May 2010 that it will challenge the Finnish system for
taxation of Finnish-source dividends distributed to foreign pension funds before the ECJ.

At present, dividends paid to non-resident pension funds by a Finnish company are subject to
a withholding tax on gross amount at a rate of 19.5%. Finnish pension funds, on the other
hand, are subject to a special regime: there is no withholding tax, but 75% of dividend income
is subject to corporation tax. Since the nominal corporate income tax rate is 26%, the
resulting tax rate for dividends paid to Finnish pension funds is 19.5%. However, tax is
calculated on their net income, i.e. after deduction of costs as well as current pension
liabilities. In practice therefore, the effective tax rate on dividend income paid to a Finnish
pension fund is lower than 19.5%.

In the Commission’s view, the difference in treatment between foreign and domestic pension
funds amounts to an obstacle to the free movement of capital under Articles 63 and 65 TFEU.
The effect of the legislation is to make cross-border transfer of capital less attractive by de
facto taxing dividends transferred to foreign pension funds at a higher rate. In the EC’s view
the difference in treatment constitutes an arbitrary discrimination which cannot be justified.

In Finland's view, the difference in the tax treatment of dividends paid to foreign and Finnish
pension funds is not contrary to the free movement of capital. Finland has put forward a
number of arguments in favor of this position.

 Firstly, the foreign pension funds are not treated any differently compared to Finnish
pension funds. Both the foreign and Finnish pension funds are taxed at 19.5 % rate, or
when the tax treaty applies, even a lower tax rate is used for the foreign pension funds.

 Secondly, when assessing the situation objectively, the foreign and Finnish pension
funds are not in a comparable situation regarding the deductions of costs. Non-resident
pension funds are taxed in Finland only on their Finnish source income, whereas Finnish
pension funds are taxed on their worldwide income. The Finnish pension fund's
deductions are not directly related to only the dividend income, but to its worldwide
income. The deductions are also not allocated to a specific taxable income.

 Thirdly, the ECJ cases Amurta (C-379/05) and Manninen (C-319/02), to which the
Commission refers, cannot be compared to this particular case. Finnish pension funds'
right to deductions is related to their worldwide income instead of only dividends. In
these cases, the issue was specifically concerning dividend taxation and the right to
apply the tax exemptions in question also in cross-border dividend situations.

 Finally, the purpose of the possibility to make deductions is to secure the future pension
payments and not to eliminate double taxation as in e.g. the Manninen case. Also at a
general level, the withholding taxation applied to foreign pension funds is justifiable
especially because this way the consistency of the tax system is assured.
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