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Regional territories as a reference framework in competition policy
By Regional Legislative Decree 2/99/A of 20 January 1999 the Autonomous Region of the Azores approved the scheme for adapting the Portuguese tax system to the specific characteristics of the region, which included reductions in income tax rates of up to 20% in personal tax and up to 30% in corporation tax, all within the regulatory framework established by the Law of 1998 on the Financing of the Autonomous Regions. 

The Commission accepted almost all the Decree’s provisions as meeting the conditions for State aid laid down in Article 87(3)(a) of the EC Treaty (aid to promote the economic development of areas where the standard of living is abnormally low or where there is serious underemployment). It nevertheless ruled that ‘part of the aid scheme ... is incompatible with the common market in so far as it applies to firms that carry on financial activities’. In response, the Portuguese Republic (the governments of the autonomous regions are not entitled to do so) brought an action for the annulment of Commission Decision 2003/442/EC of 11 December 2002 (OJ L 150, p. 52). In its judgment of 6 September 2006, the Luxembourg Court dismissed the action and found the Commission’s decision justified in almost every respect. 
Commission position: limits on regional tax autonomy
For the autonomous regions, the most important point in this judgment is that the Court finally defined the ‘reference framework’ in matters of competition policy. Hitherto, the European Commission’s position was that sub-state entities or regions have limited tax sovereignty simply by virtue of the fact that tax measures applied by an autonomous region are not applicable to the rest of the territory of the Member State to which it belongs. In this case the Commission argued that ‘the reductions in the tax rates concerned constitute, for firms situated in a particular region in Portugal, an advantage which other undertakings wishing to carry out similar economic operations in other areas of Portugal cannot enjoy. According to paragraph 24 of the grounds of the contested decision, those reductions thereby favour undertakings subject to tax in the Azores as compared with all other Portuguese undertakings within the terms of Article 87(1) EC.’ 

It has always been the practice of the Commission to classify as aids tax regimes applicable in specific regions or territories that are more favourable than the general regime applied in the Member State in question. The Community executive has consistently taken this position, which relies on the identification of an ‘element of selectivity’ in a given scheme ‘based on a comparison between two groups in the same reference framework (those which benefit from the scheme and those which do not)’. The Commission argues, on the basis of Article 87(3)(c) of the EC Treaty, that regional aid allowed by derogation must form part of a coherent regional policy of the Member State concerned, adhere to the relevant principles of geographical concentration and not adversely affect trading conditions to an extent contrary to the common interest. That was the position it took when issuing its Guidelines on National Regional Aid (OJ C74 of 10.3.1998, p. 9). 

The Commission rejected the Portuguese authorities’ view that benefits of limited territorial scope become general measures in the region concerned simply because they are established by the regional, rather than by the central, authority and apply throughout the territory under the region’s jurisdiction. It held that argument to be inconsistent with the concept of aid which, in its view, encompasses all measures that relieve charges normally borne from the budget of one or more undertakings, regardless of their purpose, justification, objective and the status of the public authority which establishes them or whose budget bears the charge. In the Commission’s view, ‘a distinction based solely on the body that decides the measure would remove all effectiveness from Article 87 [EC], which seeks to cover the measures concerned exclusively according to their effects on competition and Community trade.’
Clearly, the underlying issue was the reference framework. The Commission has always maintained that it does not question regimes or mechanisms that allow regions or municipal authorities to raise taxes totally unrelated to the national tax system. But, obviously, always to equate the reference framework with the territory of the Member State was to hold a sword of Damocles over autonomous tax regimes like those of the autonomous regions, Scotland or Åland. According to the Commission, it is clear from the scheme of the Treaty that the selectivity of a measure must be determined by reference to the national framework. To take the region which adopted the measure as the reference framework would be to disregard the functioning and rationale of the Treaty rules on State aid. Even in the absence of substantive selectivity, advantages reserved for undertakings operating in certain regions of a Member State are selective in nature and therefore capable of constituting State aid.
So the question is: must the reference framework in matters of competition coincide with the territory of the Member States?

Position of decentralised States: regional reference framework
The Portuguese Government maintained that the answer is ‘no’. The measures adopted by the government of the Azores ‘are not selective but general measures and, in any event, the differences in the charges operated by those reductions are justified by the nature or structure of the Portuguese tax system.’ Challenging the Commission’s position, it argued that in order to determine whether a measure is selective in nature it is not necessary to place that measure within a national reference framework. In its view, where tax concessions whose scope is limited to part of the country are granted by a regional or local authority of a State for the area within its jurisdiction, the reference framework must be the region concerned.
Both the United Kingdom and the Kingdom of Spain intervened with the Court in support of the Portuguese Republic. The British government was very active from the outset, focusing its arguments on an appraisal of the selectivity criterion. It submitted that ‘where the legislature of an autonomous region sets tax rates which apply uniformly across the region concerned but are lower than those applied by decision of the national legislature to other parts of the Member State, the selectivity of the measure cannot be inferred simply from the fact that the other regions are subject to a different level of taxation.’ Depending on the circumstances, the British argument continued, it may be appropriate to determine that selectivity in the context of the region itself and not in the context of the Member State as a whole. Such will be the case ‘where there is a constitutional system which recognises sufficient fiscal autonomy so that a tax reduction granted by a local authority may be regarded as being decided by an autonomous or devolved region which not only has the power to take that decision but must also bear the financial and political consequences of it.’ In short, the Commission should have had regard to the degree of autonomy of ‘the regional or local authority that established the reduced rates taking into account a number of factors, such as the fact that jurisdiction in tax matters is part of a constitutional system conferring a significant degree of political autonomy on the region, the fact that the decision to reduce the tax rate is taken by a body elected by the population of the region or accountable to that population, and the fact that the financial consequences of that decision are borne by the region and are not offset by subsidies or contributions from other regions or from central government.’ 
Position of the Court of Justice: regional tax autonomy, yes, but ...

The Court ruled, first of all, that as regards assessment of the condition of selectivity, which is a constituent factor in the concept of State aid, ‘it is clear from settled case-law that Article 87(1) EC requires assessment of whether, under a particular statutory scheme, a State measure is such as to “favour certain undertakings or the production of certain goods” in comparison with other undertakings which are in a comparable legal and factual situation.’ Such an analysis, it explained, is also required in respect of a measure adopted not by the national legislature but by an infra-State authority. It pointed out that ‘determination of the reference framework has a particular importance in the case of tax measures, since the very existence of an advantage may be established only when compared with “normal” taxation.’ So what is the ‘normal’ tax rate? According to the Court, it is the rate in force in the geographical area constituting the reference framework.
Which brings us to the second question: what is the reference framework? Adopting the Portuguese and British governments’ position, the Court ruled clearly that ‘the reference framework need not necessarily be defined within the limits of the Member State concerned, so that a measure conferring an advantage in only one part of the national territory is not selective on that ground alone for the purposes of Article 87(1) EC’ (para. 57). Expressly rejecting the Commission’s submission, the Court put an end to an argument over which so much ink has been spilled. The map and ‘frontiers’ of State aid were changed with a stroke of the pen, and the geographical area of the infra-State entities became the reference framework.
The Court explained its thinking in the following paragraph (58): ‘It is possible that an infra-State body enjoys a legal and factual status which makes it sufficiently autonomous in relation to the central government of a Member State, with the result that, by the measures it adopts, it is that body and not the central government which plays a fundamental role in the definition of the political and economic environment in which undertakings operate. In such a case it is the area in which the infra-State body responsible for the measure exercises its powers, and not the country as a whole, that constitutes the relevant context for the assessment of whether a measure adopted by such a body favours certain undertakings in comparison with others in a comparable legal and factual situation, having regard to the objective pursued by the measure or the legal system concerned.’ 
But the Court did not allow this entitlement to any autonomous government: it imposed a series of limitations and conditions. The infra-State body must adopt the measure in the exercise of powers sufficiently autonomous vis-à-vis the central power. For that to be so, ‘the decision must, first of all, have been taken by a regional or local authority which has, from a constitutional point of view, a political and administrative status separate from that of the central government. Next, it must have been adopted without the central government being able to directly intervene as regards its content. Finally, the financial consequences of a reduction of the national tax rate for undertakings in the region must not be offset by aid or subsidies from other regions or central government’ (para. 67). Furthermore, the infra-State body must not only have powers in the territory within its competence to adopt measures reducing the tax rate, regardless of any considerations related to the conduct of the central State, but must also assume the political and financial consequences of such measures. It is up to the States to show that an autonomous government satisfies these four conditions.

Conclusions

Summing up, the regional geographical area can henceforth be the reference framework, provided the ‘infra-State’ government in question has sufficient autonomy – a concept which the Court has defined clearly enough though not too forcefully. This judgment will be greatly welcomed by the governing bodies of the autonomous regions, first and foremost because it puts an end to the uncertainty and risk hanging over the Convenio y Concierto Económicos (Economic Convention and Agreement). That does not mean that the proceedings initiated against the autonomous authorities will be dismissed (the Commission, at least, has said nothing in this respect), but one of their great fears, the threat of ‘selectivity’, has now been removed. 

It seems, nevertheless, that regional governing bodies will have great difficulty in overcoming the hurdle of recognition as sufficiently autonomous (see Daniel Armesto Macías and Pedro M. Herrera, ‘Es ayuda de Estado un tipo de gravamen regional inferior al vigente en el resto del territorio?’ in Quincena Fiscal Aranzadi, Parte Análisis, No. 13/2006) (BIB 2006\953). What will happen to the other Autonomous Communities? Will they be recognised as autonomous entities under the Law on the Financing of the Autonomous Regions? We must not forget that the government of the Azores failed the test: the Court ruled that ‘the two aspects of the fiscal policy of the regional government, namely the decision to reduce the regional tax burden by exercising its power to reduce tax rates on revenue and the fulfilment of its task of correcting inequalities deriving from insularity, are inextricably linked and depend, from the financial point of view, on budgetary transfers managed by central government.’ The fact is that Portugal has a centrally managed mechanism for compensating the loss of income incurred by the Azores as a result of the region’s tax reductions. In the Court’s view, this shows that the Azores lack sufficient autonomy and therefore do not satisfy the conditions referred to above. In my opinion, the Spanish government will have a hard time convincing the Court in Luxembourg that the Common Autonomous Communities enjoy the necessary autonomy.

In turn, the Court clearly rejected part of the Commission’s 1998 notice on the application of the State aid rules to measures relating to direct business taxation, paragraph 17 of which states (or – I should say – stated), with regard to the ‘selectivity or specificity criterion’, that ‘only measures whose scope extends to the entire territory of the State escape the specificity criterion laid down in Article 87(1)’ and that ‘the Treaty itself qualifies as aid measures which are intended to promote the economic development of a region’ (OJ C 384 of 10.12.1998, p. 3). In my opinion the Commission will be obliged to amend its notice, given that the Court has issued a clear ruling and expressly recognised that that the Commission’s argument ‘cannot be accepted’, thus establishing an insoluble contradiction.
The Spanish Supreme Court’s judgment of 9 December 2004 (RJ 2005\130) annulling the corporation tax rate and other measures of certain autonomous territories will also have to be looked at closely. The Court ruled that ‘the establishment, in paragraph 1(a), of a general rate of 32.5%, as against the 35% rate of the common regime, not only constituted a significant difference but also gave rise to other benefits resulting in further deductions from the amount payable. This measure ought to have been subject to the rules on State aids.’ The Court based its ruling on ‘CJEC case law’, taking a rather lenient view of its ‘selectivity’. That selectivity disappears with the CJEC’s new judgment, which makes the reference framework the geographical area of the autonomous body. In my opinion, the new CJEC case law radically undermines one of the main arguments behind the Supreme Court’s 2004 judgment. 
The Spanish government’s submission in support of Portugal must also be emphasised. Spain argued that the constitutional structure of the States concerned must be taken into account and that ‘following the Commission’s arguments would result in upsetting this constitutional structure, particularly as policy concerning direct taxation remains within the specific competence of the Member States.’ It is interesting that emphasis was placed on the absence of harmonisation of direct taxation among the EU Member States. With regard to this issue, which the Court did not take up, the problem is simple. The EC Treaty prohibits State aid to undertakings with some exceptions (Articles 87 to 89), in respect of which it confers considerable powers of control on the European Commission. On the other hand, Articles 90 to 93, which deal with tax provisions, impose a small number of restrictions on taxation, in respect of which the Commission has a much more limited role. In practice, there have been very few occasions on which the Commission has taken action against Member States in respect of tax measures. Defenders of regional tax autonomy have always argued that the Community institutions consider tax measures adopted by autonomous regions to be State aid as advantages granted to a ‘territorial body of a State’. In other words, if a State like Belgium or Luxembourg adopts tax measures in favour of undertakings, the procedure to be followed is that of Articles 90 to 93, whereas if a ‘territorial body’ is involved, the provisions that apply are those on State aid, which are much more restrictive and confer considerable powers on the Commission. It is to be hoped that the Court will deliver a judgment on this issue too, since on this occasion it was concerned only with defining the territorial framework.
In short, I would say that the Court of Justice has taken a position half way between the two opposing views. On the one hand, it rejects the Commission’s view that the reference framework is limited to the geographical area of the Member States. On the other, it does not accept that any infra-State entity can be the reference framework. The requirement of sufficient autonomy is a very stringent condition, and very few European regions or infra-State entities, including Spain’s autonomous communities, will be able to overcome that hurdle. From the Court’s perspective, the solution might be to accept the United Kingdom’s purely pragmatic argument that to adopt the Commission’s position would raise ‘broader issues of regional autonomy of considerable constitutional importance ... in particular, the United Kingdom’s “asymmetrical” constitutional system of devolution could be called into question, having regard to the position of Scotland and Northern Ireland.’ In other words, if the CJEC followed the Commission’s argument, it would upset a number of constitutional systems, beginning with Spain’s Carta Magna of 1978, which recognised the historic rights of the autonomous communities.
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