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()'/"1, r: t lr.rt rt\ nr.llrr t"lt:tr:tc.tcristics wcrc nol designed
'r rtlr tlrc:rirn of :rttr;rc'tirrpi Íorr"l1',,rr irrvr:stnlcttt.-'-fhcy were, to all intents and

[ìuf [)()scìs, natural factrlrs, rcsultirrg Íirlrn a conservetive policy in the field of
1,,'l,lir cxpenditure and frorn the absence of political pr.rrtrr.r, such as war,4
f r r1 ;lr) increase in government spending. However, there is l very marked
r)ntrast between rates of income tax which were imposed at that time in

rlrc rììore industrialised countries and income tâx rates in PortugâI. The low
r ,r rr.s of tax the result of a sovereign decision in the sense of being free
I r o I I ì any external constraints on the Portuguese government and tailored to
rr \ r ype of society played an important role in attrâctitg foreign
n Ivcstment.

'l'his natural factor was brought into play only by the countries with
',r lric.h Portugal was beginnitg to enter into double taxation agreements.
llrc principle of reciprocity which governs this type of negotiation raised
tlrr.issue of Portugal's tax haven characteristics, with a low level of income
ro lct as a competitive advantage.

' 
I 'dx priuileges forforeign investment

A completely different behavioural model in relation to foreigt investment
\v:rs that created e{ter the sharp rise in tax rates, in particular on personal

uìcorne, which occurred after 1974.
The deterrnining principle of the increased tax burden at that time was, in

,rtldition to the political crisis, the emphasis placed on the redistributive role
,,í the stare's financial activity. This followed on from a widenitg of the
sr.ope of, activities it \Mas felt that the governrnent should pursue, with t
(-onsequent increase in public expenditure.

The first indications of this transition date back to the final years of the
1933 Constitution, during which the principles of the Estado Sccial de

l)ireito ('State of Social Entitlement') \Mere invoked to begin setting up the
Uíelfare State and increasirg state intervention in the economy" The decisive
change of direction, however, was taken with the increase of tax rates oïr

personal income in the 7976 budget. This cancelled out the tax advantages
I)ortugal had offered up to then, compâred with more developed countries"

This increase in the tax burden, together with the political unrest of 19741

5 (which caused 
^ 

rise in the 'risk rate' calculated for foreign investrnents)
and balance-oËpayrnents problems, made the escudo an unattractive cur-
rency. This led to the creation of a system of tax concessions for investment
by non-residents, under which substantial investment plans benefited from a

contractual affangement whereby tax payments were refunded to the
undertaking. This wâs one of the points which came under discussion

during the negotiations.

( )luptrr l0

Fiscal sovereignty and external
coÍrstraints

José I-u{s Saldanha Sanrhes

Models of fiscal tesponse to extemal constraints

When defining the powers of government to impose taxes - more simpìy
called fiscal sovereignty - the law always assumes that it will be possible t<r

make adjustments to the taxation system, the only limits on this being thc

will of the people's representetives, and constitutionally-imposed restrictiorrs

on the power of government. But in contrast with these extensive decision-
making powers enshrined in úe constitution, there is the economic reality
stemming from the interdependence of economies' This reality is a

permânent constraint on taxation policy and on úe choices to be madc

between one method of taxation and anoúer' and is particularly stark in thc
case of a small economy when it opts for a policy designed to ettract foreign
investment. The formulation of e taxation poli^ry therefore tends to bc
characterised by a distinct lack of sovereignty.z Extemel constraints arc

refected in domestic political decisions, thus creating ïvhet can be described

as various models of fiscal response to the outside world, which succeed one

another over time.
In an attempt to charecterise and date the various models existing in

Portugal, we would place the first between the mid-1960s and 7975, arnd

describe it as the tax haven model. The second, after 1975, could be

described as the period of fiscal competition for investment. The third,
which began with Portugal's accession to the EC and is the one we are

witnessing today, could be called the period of multilateral co-ordination of
fiscal policy. It features formal restrictions on sovereignty and a continuation
of the period of competition for investment, as well as a number of new
úaracteristics. The most important of these is the possibiüty of a suPre-

national solution to the problem of tax competition between small countries
with small economies"
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Irr arltlitirlrr to tlrc Prolrlcrrrs irrltcrr.rrt rÍì ol)(.nlnfi rr[, 1f1,. t:rx sys[cn] to
ncgotiati()lì (irl .vicw oÍ'tlrc strict sul)()r(lin;rtiorr ,,i t.rx <,bligetions to the
Iaw),- we have hcrc'a clcar rcnurrciation .Í's.v<'rcigrty, cvcrr âs regards the
legal form adopted. This was considered 

" n"""ri".y condition to attrâct
foreign capital.

The reduction of raxes, as provided for by the código dos Investimentos
Estrangeiros (Foreign Investment code),6 thus emãrges as a tool of
economic poliry. In its second version in particular,T it-acknowledges the
weakening of the Portuguese economy's 

"urury 
to ettract foreign invest-

m-ent, and grants til( concessions and guarantees concerning the ràpatriation
-of 

profits as a special.right, or a kind ãf 'personal regime',?or non-residents
likely to be interested in invesring in portugal. -

Despite these subtle renunciations, portuguese fiscal sovereignty is not
legally limited by *y extemal factors. The úy resrricrions 

"." 
firor. which

ere contained in double taxation_agre"m"ots' whiú, as bilaterally-produced
devices, expressly safeguard the freãdom ofaction ofthe portugriese state.

Fromfiscal bilaterdlisn to fiscal multilateralism

'we can consider this period to have come to an end wiú portugal,s
accession-to the European community. one fint and major consequenõ of
membership was rhe introduction of VAT, heralding a peliod during which
the main aspects of th-. tax system will be determiled by agreements and
negotiations between the various EC member srates.

The emphasis on incentives for foreign capital investment which char-
acterised rhe second half of the 1970s diã nof immediately disappear from
economic poliry: úe negoriation of a privileged t"* ryrt.- srilr piay, a parr
in the preparations for any big intemaúonal p-j"rt in portugal.'

- Flowever, integration into the EC has givén rise to a new iituation where
the essentials are no longer unilateral -ã"su."s to stimulate investmenr or
bilateral treaties to avoid double taxation, but rather tJre harmonisation of
taxes within the EC. This process was initiated wiú the introduction of
VAT as a condition ofrnembership, and is now the fiscal component of the
completion of a single European market; the more tax borden are removed
and restrictions on rhe free movement of capital lifted, úe more complete
tax harmonisation will tend to be.

The move from bilateralism to multilateralism sets many problems in a
new context.

In a period characterised by bilateralism, the need to att'tctforeign capital
can lead to fìscal abdicarion; this is what occurred in the period ãescribed
above. The decision to forgo or reduce taxation o' fo.âg' iorr"rr-"rrr,
because úe benefits of the investment offset the loss in tax reïenu., .* l."i
to higher taxation in the home country, which benefits from the competi-
tion between less-developed countries seeking to attract investment.

Beyond the need to artracr foreign capital, úere is the problem of

I It I lr,', I

,ltstrilltrtiott ()t t.rx Í('t r',[,t'

l,,r'rr(:râfc(l :ln(l tltt' lr,,tttr' ((luntÍ\' (ìÍ tlrr' ()\vrì('t ()Í tlrt'sr: l)r()Íits. Witl, tl,c

.r[)plicaticln ()f tlrc l)Ìrtr( tl)l(' ()f ("(lu:rllty Irctw('('n tlrc v1ìri()us c:ountrics

(intt:rjurisdictíonal t:quity), t lrr' [)rirrc'iplc ()f r]cutrelity of location and the

l)rinciple of equality as rcìgiÌr(ls thc taxpayer,e if free movement of caprol-
()nc of the main objectives of the internal merket - is achieved, the quesv}rr
()f obtainirg foreign investment through competition with other less

tlcveloped countries could lose its significance compared with the problertts
( )f multilateratr relations.

The problem of equality between the various countries involves thl
cquitable distribution ('fair share') of the revenue generated by internttioítrl
flows of, capital. The problem of neutrality of location is closely linked to rhe

cfficient international investment of resources. Just as internal inves tríerLl
tlecisions made solely on the basis of tax concessions jeopardise efficiency,:o
tax incentives c Í't lead to distortions in the choice of country. Thus, th.e

problern of equality of treatment for taxpayers basically has to do \rírt\
identical treatment ior those residents who-have domestic income only rfld
those who have additional income from investments abroad.

Having analysed the tecticel restrictions of fiscal sovereignty, wher eby r,bx

concessions are grânted merely to attract investment or correct double
taxation througft Uittteral agreements,lO \Me must go on to consider lbe.

problems of opìirnum economic co-operation between various countries and

the equitable distribution of tax revenue. The price to pay is obviously a loss

or delegation of sovereignty, owing to the transfer of decision-making on

fiscal ïnatters from national parliaments to the European Community.
'We do not intend here to ascertain whether tax harmonisation will alect

this or that area of taxation. It has already affected indirect taxation, ir íílll
increase the standardisation of rates of direct taxes, and it \Mill probabl{
spread to other areas. 

'What is important is not the number of areas it dlll"
embrace, but rather the qualitetive changes it will bring to the concep í or

fiscal sovereignty.

Fiscal sovereignty: theory and practice

It is not within the scope of this chapter to discuss the ways in which frsçal

powers will gradually be transferred from national parliaments ro rhe

European institutions.
W; mey nevertheless assume, as a working hypothesis, that the trend Will

be towards 
^ 

grudual increase ir joint and central decision-makirg, wirh Íhe

drawing-up of a common fiscal policy in order to meet the need for ler|er
Community resources, while ensuring that tax laws do Írot stand in the ííLy
of a single market and reconciling the free movement of capital with tbe

problems and requirements of tax supervision.
It may be said with some degree of accurucy that fìnancial decisions Lre

shaped by what we could call the Gerrnan model: the federal constirtríron

I,1"
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ljtl:tr':ultc('s rltst tltltrrr' .Ìrì(l !rn.rtr( t.tl tt'srlulr cs, lt'.rvrn1i l'1,'rrtv oÍ roonr ítlt
clccisiotrs by tlrc irrtlivirlrr:rl stetcs.

'Thc fìnancial (iorrstittrtiorr tlctcrrrrirrcs tlrc otrjct'tivc :rrrtl oplrortunit.it.s
with respect to fulfìlling Íì:clcral dutics'.ll 'l'hc nrininrurn lcvcl of firrant:ial
eÍïangements within the Comrnunity framework would consist of sharing
out responsibilities and resources emong the various member states and tht:
Community, with an inevitable limitation of national powers and a degrcc:
of tension owing to the constitutional role of each of the national
parliaments in voting the budget and taxes. This would lead to permanenr
difficulties in agreeing on the content of each budget or defining rules for
sharing the powen between the various Community institutions."

However, although such a transfer of powers from national bodies to
Community institutions affects fiscal sovereignty as a whole, it will have
different effects on each of its components.

Thc drawing-up of tax regulations is a central aspect of fiscal sovereignty.
Wiúin úe limits of negative guidelines (the prohibicion of certain types of
tax) and positive guidelines (the obligation to ensure that tax legislation
conteiÍrs certain features), úese regulations are freely set by Parliam^ent. This
is what constitutes fiscal sovereignty, according to certain authors.rr

It is precisely in this area of sovereignry that the main problems of the
limitation of powers lie. Community agreements on the content of tax
legislation will substantially impinge on thc freedom to shape tax laws by
imposing certain provisions and prohibiting others. SuÍfice it to recall the
problem of reconciling the 8 per cent rate set for the services of barristers,
legal advisers and soliciton with the commitments under Portugal's Act of
Accession to the Communities.la 'W'ith so many more restrictions, the need
for harmonisation will be even greeter.

The zero rates for VAT granted to Portugal in the Act of Accession had
to be abolished in the context of measures taken to complete úe single
market. And if wc recall that where úis tax is concerned the definition and
exemption criteria are for the most part laid down in úe Sixth Directive - a

decision taken at Community level - we can see how naÍrov/ the national
legislator's margin for decision-making really is.

The same can be expected in sensitive areas such as the taxetion of capital
or the determination of taxable corporation profits. The freedom of
parliaments to choose taxation criteria and rates is therefore tending to be
restricted to residual fields of â more local nature, such as taxes on rural or
urban property.

Fiscal sovereignty, however, is not just the capacity to enact tax laws. It
includes a whole range of powers such as úe power to ellocate tax revenue
(Steuerertragslrcír) or úe polyers of fiscal administration (Steueruenualtungsheit),
all of which make up the financial activity of the state and its tax-collecting
function."'It is úese areas of fiscal sovereignty, together with the public
decisions on the level of rates and the forms of taxation wiú no international
repercussions, which will allow the national differences and decisions
appropriate for each country.

I l' I lr ,1. I ï

l)r'tisiotts tc1',.trrlrtr1', tlr, rll,,, rtr,'rr t,l Lrx Í('v('11('rvill tcrr<l t() rclp;yll
rrttt:ltattgctl. l'ivt'n ttr ,r',\'..trnr ,,1 r,'lir,,rr.rl l'()vcrlìÌrr(Ì1t., tltt: rcgiorrs dci:iclc on
tlrc rtrcthocl oí-ttstrrl', llrt' l.rx r('\'nruc :rllor':rtcd t() thcrÌì. In l)ortugal, this is
provided for irr Artitk..l.llJ, No. l, per:rgraph (i) of the Constitution, which
<:onfers on thc rcgiorrs tlrc lrowcr to 'freely dispose of tax revenue collected
in their district'.

Once the financial resources are allocated, it is up to these bodies to decide
on their use, wiú the corresponding political accountability for good or
poor use.

The same will occur wiú respect to fiscal administration powers. Activity
in this area is part of administrative activity in general, and this is a form of
cssentially administrative competence whiú embraces the possibility of
deciding on rates and other special charges.'o

Conclusion

European integration, with the creation of a single market and the removal
of tax borden, will make it even more diÍïìcult úan before for a small
country with an open economy fully to exercise its fiscal sovereignty,
because it will multiply constraints and the number of areas liable to be
affected by them.

It will also intensify the institutional forms of fiscal poliry co-ordinarion,
with the formal transfer of sovereignty. It may, however, also create forms
of multilateral co-ordination of texetion policy with countless benefits for
bilateral agreements and fiscal co-operation between countries v/ith inter-
mediate levels of development.

Notes

1. Hitherto, writes Heinz Haller, we have always taken as a premise the belief that
each country is able to act freely in deciding which kind of tax it should impose,
without having to take account of the tax structures of other countries - (Heinz
HúIer, 7971, Die Steuern-Gundlinien eines ruüonalen Systems ffintlicher Abgahen,
Tübingen, p. 337). This tendency of úose concemed to give only scant
consideration to úe changes which intemational economic relations introduce
into theoretical analysis has its counterpârt in the activity of tax reformen who,
once their work is completed, coruider the adjustments to their initial project
needed to take account ofthese relations.

2. Meaning fiscal sovereignty in úe precise sense of powers of the State in the face
of extemal groups. On this concept see Luis Cazorla Pliüo, 7981, Poder
Tibutario y Estado Contemporáneo. Instituto de Estudios Fiscales, Madrid, p. 132.

3. Tax haven only in úe sense of being a coungry with tax rates lower than úe
'normal' rates of developed countries. Regarding úis subject see the comments
of B. Bradwell Milnes, 1981, The Ecorcmia of Intertutional Tax Auoiilarce -
Political Power v Economic Law, Deventer, the Netherlands, p. 103.
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Ir (lNrtfrllt Â\l'lr l',

'l'lrc lÍltl);l( t oÍ \\,.1Í\ (ftr tlrr' :trttr trtr-tl tttr tr'.trc' tlÍ I'r)\'('rÍltrrlrr[ \l,r"ttrlrrr1', lt:ts llr't'tt
vcry [)r()rrtirrcrrt ln rct crtt r('s('.rrr lr. Scc I )t'ttrrts Mrrr"llt'r, l')l{ / , 'l'lu' ( }rou,th ,ll
Governmtnt, IMlr StuÍi- l):tpe rs, M:trclt, p. l l7 .

Thc ccntral aspcct of tlrc nrodcnr intcrprctation oÍ' tlre: t rirrstituticlnal princ;iplcs
of taxation was prcciscly that it fcll within thc rulc of law (Ilerrschaft drs

Gesetzes) as opposed to thc imposition of taxcs according to the will of thc
typical monarch of the Absolute State. On this subject see R. Walz, 19[ì0,

Steuergerechtlichleeit und Rechtanwendung, Flamburg, p. 17. The constitutional
principle of the general applicability of taxes and the principle of equality in
their distribution depend on this.
The granting of tax breaks to industrial fìrms as practised by some of thc
countries whose development is lagging behind, such as lreland, tends to givc
rise to a sort of tax war. The beneÍiciaries of this are those companies which can

choose where to invest. More successful, although also controversial within thc
European Community, is the concession of special advantages to holding

ro-prnies, as in The Netherlands and Luxembuig. V.AJ. Easson, 1980, Tax
Law and a Tax Policy in the EEC, London, 1980, p. 205.
Published in 1976 with the objective of improving the conditions for attracting
foreign investment.
But even though they are subject to bilateral negotiation, these agreements arc
governed by a model treaty, drawn up by the OECD, which exerts a strong
standardisation influence on the creation of a framework to express the will of
the various countries. This standardisation is a precondition to be observed by
the authorities and taxpayers so as to eliminate double taxation, which was 

^considerable obstacle to the development of economic relations between the
various countries. See 'Relatório do Comitê dos Assuntos Fiscais da OCDE' in
Modelo de Conueryão de Dupla Tributação sobre o Rendimento e o Capital-OCDE,
1977, Lisbon, Centro de Estudos Fiscais, 1989.
P"ggy ts. Musgrave, 'Interjurisdictional Coordination of Taxes on Capital
Income', in S. Cnossen (ed.),1987, Tax Coordínation in the European Community,
Deventer, p. 207. On the seme subject: oTax Flarmonisation in the European
Community'; Coopers & Lybrand 'Relatorio ao Congresso do 50" Aniversário
da IFA', The Financial Times Business Information, p. 33.
These agreementsn negotiated on the basis of reciprocity, restrict themselves to
obtaining the equivalent of withholding taxes imposed by each country,
without solving the fundamental problem of the unequal rates charged by
countries, thereby showing themselves to be incapable of solving the problem
of equality bet\ /een countries. P. Musgrave, op. cit., p. 214.
As outlined and developed by Franz Klein, 1985, 'Probleme einer europâischen
Finanzverfassung' in Der Bundesfinanzhof und seine Rechtsprechung Grundfragen-
Grunglagen-Fst. fir Hugo t)on Wallis, Bonn, p. 491.
The ongoing diffìculty in coming to an agreement on the drawing-up of the
European budget is only 'a myth which hides the real crisis within the
Community: that of its aims and means', René Milas, 1988, 'Le Budget
communautaire sur analyse systèmigu€', Reuue du Marché coflnnun, No. 317,
M"y. The difficulties of decision-making in the present situation and the
structural diffìculties of transferring power to the European Parliament essen-

tially have to do with setting objectives.
According to Garcia Bereijo, the incompatibility of the concept of fiscal
sovereignty with legal restrictions on the power of the state treads to including
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tlrt't()Ìltt'lrt ol f t:r.rl ',,,.,, r,t!,rit', nr ll', ll,,',,t 1' trrt lrÍ()(ltt,ttr1l t:tx rttlt's. A. (ì;1p1 
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llt:rt'ijo, lí)'/(t, Irrlttrthtr Í !,,f r ,tl , '.lrt,lt,, ,1,'l ,1,'r,', 1t, lntúttr i(ttt, M:rtlritl , p. 204.

lrr tlrc opilriorr of .\.rvr,'r ,1,' ll.r',to, lrt'ttltc'r tlt('zcro rttc lìor thc l7 pcr ccntWcrc

c.ontrary to (lonlntrrrntv l.nr', lrrrt tlrt' l'l [)cr ccnt ratc was. Scc Xavicr de Bqgg,

A tlplicação do IL";l ú lutirrr,n\rrltos, Atluo,gados e Solicitadores: uma citica ao Decysss-

Lei no 290/88, I;ist:o No. 5, [r. 41 .

On the overall aspccts of this classifìcation see K. Tipke, '1,983, Steuerrecht - pln

Systematischer Grundiss, 10 Ed. Cologne, P . 76.
This xÍea includes the many different types of non-fiscal measures, frorn the
collection of additional charges to parafiscal charges. Paul Kirchofl 1982,,

'Verfassungsrecht und ôffentliches Einnahrnensystem' in Karl-Heinrich Hans-

meyer ("d.) , 1982, Staatfinanzierung im Wanilel, Berlin, p. 52.
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