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INTRODUCTION

THE RIGHT OF LEGISLATION IN THE AREA OF 

taxation is part of the sovereign right of 
each member state of the European Union, 

providing that state with autonomy of decision-
making as regards its tax policy measures. This 
autonomy, however, is restricted by EU law in 
three ways:

1. Member states are bound by the Four Free-
doms1, and in the determination of those 
freedoms by the jurisdiction of the ECJ. 2

2. Member states are subject to secondary EU 
Law in the form of regulations, directives 
and decisions.3

3. Member states are bound by the code of 
conduct for business taxation.4

The focus of this paper rests on the effect of sec-
ondary EU Law, in the form of EC directives, on 
the autonomy of national tax policy in the member 
states in the area of direct taxation. All EC direc-
tives have to be implemented into national law 
by the member states5 in compliance with the 
fundamental provisions of the EC treaty.6 Up to 
now, directives have been a major tool used by the 
Council in bringing the national law of the member 
states into line with the requirements of a common 
domestic market within the European Community.7 
Most of these directives contain very detailed 
provisions in order to achieve their intended 
goals.8 Directives in the area of direct taxation, 
although few in number, are rather detailed and, 
thus, effectively constrain the member states‘ 
autonomy in implementing tax policy. Nevertheless 
some leeway remains for tax policy in the member 
states in the course of the implementation of the 
directives.

It is the aim of this paper to show that there is 
indeed room for tax policy in the member states, 
taking the treatment of hybrid cross-border fi nance 
between associated companies as an example. We 
look at this in the context of the Parent-Subsidiary 
Directive (90/435/ECC) and the Interest and Roy-

alties Directive (2003/49/EC). These directives 
have been chosen, because they are interrelated, 
very detailed, and have been implemented by the 
majority of the member states.

Both directives aim at safeguarding single taxa-
tion in case of cross-border, intra-group fi nance, 
in order to remove tax obstacles, which would 
otherwise interfere with the establishment and 
effective functioning of the common market. The 
aim of the Parent-Subsidiary Directive in general 
is to provide for a zero withholding tax on cross-
border profi t distributions from an EU subsidiary 
to its EU parent company, and an exemption or 
an indirect tax credit in respect of the receipt of 
such profi t distributions. The Interest and Royal-
ties Directive aims at providing for a zero with-
holding tax on cross border interest (and royalty) 
payments between an EU subsidiary and its EU 
parent company.

From the standpoint of the taxation of hybrid 
fi nancial instruments, these are the most relevant 
directives, as hybrid fi nancial instruments com-
bine elements of debt and equity, by defi nition.9 
This means that the member states’ classifi cation 
of the relevant instrument as equity or as debt, 
respectively, for domestic tax purposes, defi nes 
the yield as a dividend or as an interest payment. 
This, in turn, may or may not fall within the scope 
of application of the Parent-Subsidiary Direc-
tive or of the Interest and Royalties Directive. 
Since these classifi cation issues have immediate 
consequences for the total amount of income taxes 
levied by the member states concerned, we regard 
them as a good example in showing what can 
still be done by the member states despite the EU 
directives. We will, therefore, concentrate on the 
options remaining for policy makers in the member 
states in the following analysis, and examine the 
application of the terms profi t distribution, inter-
est, and holding in capital on hybrid instruments 
in the course of the implementation of the afore-
mentioned directives. 

A more detailed analysis of the directives and 
the legal reasoning can be found in Eberhartinger 
and Six (2007).
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HYBRID FINANCE – THE PROBLEM

The compartmentalization of company fi nance 
into equity and debt does not truly capture the 
enormous diversity of fi nancial instruments avail-
able. A wide variety of instruments incorporate 
elements of both equity and debt.10 Usually, these 
fi nancial instruments cannot be clearly attributed 
to either equity or debt and are, therefore, referred 
to as “hybrid” instruments or mezzanine fi nance. 
The spectrum of hybrid instruments ranges from 
corporate shares with features typical of loans (such 
as certain preference shares) to loans with features 
usually associated with equity investments (such as 
participation in profi t and loss). Such equity-type 
loans would include inter alia jouissance rights, 
silent partnerships, participation bonds, convertible 
bonds, warrant bonds, profi t participation loans, 
and preference shares. 

The classifi cation of such instruments as equity 
or debt may or may not be of particular inter-
est from an investor’s point of view, as hybrid 
instruments may be issued for a variety of non-tax 
reasons.11 From a fi scal point of view, however, 
the classifi cation as equity or debt is crucial for 
two reasons. First of all, the issuer can treat inter-
est on the latter as tax deductible in most cases, 
and secondly, for the investor the classifi cation 
determines whether the payments received from 
the respective instrument are treated as a dividend 
or as interest.12 

This classifi cation for tax purposes is the source 
of important opportunities and risks in the area of 
international tax management, especially in inter-
national groups, where hybrid instruments can be 
used effi ciently as fl exible, tailor-made forms of 
fi nance. As long as no anti-avoidance rules, such 
as “Subject-To-Tax” Clauses are applicable, the 
qualifi cation of the hybrid instrument as debt in the 
source state and as equity in the state of residence of 
the parent company could lead to double non-taxa-
tion of the profi ts. In such cases, the payment would 
then be deductible as interest in the source state 
and might be exempt as a dividend in the state of 
residence of the parent company. The opposite case, 
where the hybrid instrument is treated as equity in 
the source state and as debt in the state of residence 
of the parent company, might lead to double taxa-
tion, when the payment is subject to withholding 
tax in the source state and to income tax in the state 
of residence of the parent company.

EC law does not affect the member state’s deci-
sion as to how to classify hybrid instruments for 

tax purposes, as long as the domestic law treatment 
does not constitute a forbidden discrimination or 
restriction under the EC Treaty.13 EC law, however, 
may affect the tax treatment of the payments on 
such instruments via the directives.

For associated companies within the European 
Union using hybrid instruments, the defi nition of 
the payments received from, or paid on, hybrid 
instruments as dividends or interest, respectively, 
is therefore of particular relevance 

• in respect of the differential treatment of 
dividends and interest payments in most 
national tax laws and double tax treaties, but 
also 

• in respect of the decision whether or not 
those payments fall under the scope of the 
Parent-Subsidiary Directive, or the Interest 
and Royalties Directive, or neither. 

Since the focus of our discussion rests on this 
second point, we will disregard the existence of 
double tax treaties between member states for the 
purpose of this article, in order not to overcompli-
cate the analysis unduly. This limitation is in line 
with our aim to show options for tax policy despite 
these directives, since these are not infl uenced 
by double tax treaties. It is, therefore, possible to 
analyze separately the treatment of hybrid fi nance 
in the directives and in double tax treaties from a 
tax policy perspective.14

Furthermore, we chose to limit the analysis 
on the treatment of hybrid fi nance in the direc-
tives to cases where their use does not constitute 
fraud and abuse in domestic tax law. Therefore, 
we will not to go into detail on the implications 
of the general fraud and abuse provisions in Art 
1 (2) of the Parent-Subsidiary Directive and 
Art 5 of the Interest and Royalties Directive 
for tax policy options in the context of hybrid 
fi nance.

HYBRID FINANCE IN THE EU - DIRECTIVES

Hybrid Finance under the Terms of the 
Parent-Subsidiary Directive

The Parent-Subsidiary Directive (in general) 
applies to profi t distributions to a parent company 
in one member state by its (associated) subsidiary 
in another member state. In the context of hybrid 
fi nance two questions arise:
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Do payments on hybrid instruments qualify as 
distributed profi ts in terms of Art 1 of the Par-
ent-Subsidiary Directive at all, and if so, which 
instruments would have to be included? 

Does participation via hybrid instruments attri-
bute to the holding level required by the Par-
ent-Subsidiary Directive in Art 3 at all and if so, 
which instruments would have to be included?

In answering these questions one will fi nd out about 
the discretionary leeway of member states when 
implementing the directive.

To answer these questions, it is necessary to have 
a look at the aims of the Parent-Subsidiary Directive, 
which is essentially the elimination of double taxa-
tion in the relationships between parent companies 
and subsidiaries in context with hybrid fi nance. 

Should the state of residence of the subsidiary 
(source state) classify a hybrid instrument as equity 
and, thus, deny a (tax) deduction on the payments 
on the instrument and levy a withholding tax, 
double taxation would be the result whenever the 
state of residence of the parent company (residence 
state) qualifi es the hybrid instrument as equity as 
well. In this case, the payments would be subject 
to corporate tax in both countries and to withhold-
ing tax in the source state. Since the purpose of the 
directive is precisely to eliminate such cases of 
double taxation,15 the directive has to be applied 
in these situations.16 This means that payments on 
hybrid instruments, which are deemed returns on 
equity investment and, therefore, as dividends by 
the source state, would always have to be subject 
to the benefi ts of the Parent-Subsidiary Directive. 
Member states could, therefore, determine which 
hybrid instruments would benefi t from the Par-
ent-Subsidiary Directive via their treatment in 
national tax law.

In this regard, it is interesting to have a look 
at the origins of the Interest and Royalties Direc-
tive:17 

The last section of Art 4 of the Proposal for the 
Interest and Royalties Directive,18 which contains 
an option for member states to exempt certain pay-
ments from the benefi ts of the directive, indicates 
that this interpretation corresponds to an (at least 
originally) intended interrelation between the two 
directives. It reads as follows:

Interest that has been re-characterized as a dis-
tribution of profi ts shall accordingly be subject 

instead to the provisions of Council Directive 
90/435/EEC (The Parent-Subsidiary Directive), 
where it is paid between companies to which the 
present Directive applies.

The commentary on the Proposal for the Interest 
and Royalties Directive stated that such a switch in 
the applicable directive could arise, if for example 
the re-characterization as a distribution of profi ts 
follows from a tax treaty between two member 
states or is based on the domestic tax law of the 
source state.19 

The proposed text seems to refer primarily to 
thin capitalization and disguised dividends. As 
Helminen (2004)20 correctly states, one could 
deduce from these text passages that the Commis-
sion was of the opinion that income from hybrid 
instruments should usually qualify as a profi t dis-
tribution under the Parent-Subsidiary Directive, if 
treated as a dividend in the source state or if treated 
as a dividend for tax treaty purposes. The logical 
consequence of this opinion is that payments on 
hybrid instruments between companies which fulfi l 
the requirements of both directives21 are either 
subject to the Parent-Subsidiary Directive or to the 
Interest and Royalties Directive, depending on the 
treatment in the tax law of the source state or in the 
tax treaties between those countries.22 

Interestingly though, the reference to the Par-
ent-Subsidiary Directive is not included in the fi nal 
legal version of the Interest and Royalties Directive. 
This raises the question whether, in the opinion of 
the Commission, payments on hybrid instruments 
that have been excluded from the benefi ts of the 
Interest and Royalties Directive on the basis of 
Art 4(a) as profi t distributions, necessarily qualify 
as profi t distributions in the terms of the Parent-
Subsidiary Directive; otherwise, they need not fall 
within the scope of either of these directives.

From our point of view, it seems reasonable to 
assume that the benefi ts of the Parent-Subsidiary 
Directive should always be applicable to payments 
on hybrid instruments in the national implementa-
tion of a member state, if this member state treats 
such payments as dividends under national tax 
law. In any case the member state would be hard 
put to argue why these payments, representing 
dividends in national tax law, should be exempt 
from the benefi ts of the directive.23 Consequently 
profi t distributions on hybrid instruments, which 
are qualifi ed as interest in the member state, should 
not benefi t from the Parent-Subsidiary Directive.
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Assuming that payments on such hybrid instru-
ments should be treated as profi ts under the terms of 
the Parent-Subsidiary Directive, the question arises 
whether these hybrid instruments should then be 
included in the determination of the holding level 
required for the status of a parent company in the 
terms of the directive. The directive itself contains 
no defi nition of the term holding in capital, which 
gives member states the freedom to defi ne the term 
in the national implementation of the directive and, 
therefore, the option to include or exclude certain 
hybrid instruments. This option however can only go 
so far, because the payments on the relevant hybrid 
instrument are treated as profi t distributions under 
the terms of the directive. Therefore, the problem can 
be narrowed to the question whether hybrid instru-
ments, whose payments qualify as profi t distributions 
under the directive, have to be included in the deter-
mination of the minimum holding requirement for 
the implementation of the directive, or whether the 
member states enjoy some discretion in the matter. 
Helminen (1999, p. 267) reasonably argues that, if 
hybrid debt is treated as equity, it would also have 
to be taken into account in calculating the fulfi lment 
of the holding requirement between two countries 
for the purpose of the directive.

If the source state must grant the benefi ts of the 
Parent-Subsidiary in cases where hybrid instru-
ments qualify as equity in national tax law, the 
question arises whether the state of residence of the 
parent company has to grant these benefi ts sym-
metrically, thereby accepting the classifi cation of 
the source state. If it does not, but treats the hybrid 
instrument as debt instead, the profi ts distributed 
by the subsidiary would be subject to income tax 
in the state of the recipient. In this case, it would 
be possible for the residence state to levy income 
tax on the profi ts distributed by the subsidiary, 
even though the source state applies the Parent-
Subsidiary Directive. It clearly cannot be required 
of the parent state to accept the qualifi cation of the 
source state in any case, but Helminen (1999, p. 
269) seems to be correct in arguing that it should 
at least do so in the following two cases:

1. If, in the opposite situation, the recipient’s 
state of residence itself would have qualifi ed 
the hybrid instrument as equity. 

2. If the recipient’s state of residence has to 
accept a treatment as equity for tax treaty 
purposes.

Hybrid Finance in the Scope of the Interest and 
Royalties Directive

The Interest and Royalties Directive contains 
on the one hand a very wide defi nition of the term 
interest (Art 2: … income from debt-claims of every 
kind, … whether or not carrying a right to partici-
pate in the debtor’s profi ts), and on the other allows 
member states to deny the application of the direc-
tive in the four cases listed in Art 4 of the directive, 
thus enabling them to narrow the defi nition of 
interest for the purpose of the directive consider-
ably. From the perspective of hybrid fi nance these 
four specifi c cases are of special relevance, since 
they mainly apply to hybrid instruments. They shall 
therefore be analyzed separately:

Art 4(a) allows the source state to exempt pay-
ments that are treated as a distribution of profi ts 
or as a repayment of capital under its domestic 
law from the benefi ts of the directive. From the 
perspective of hybrid fi nance (e.g., jouissance 
rights, which are treated as equity in the source 
state), this provision is especially interesting since 
the authors’ share the view that these payments, 
if the option is executed and provided the other 
requirements are met, should fall under the scope 
of application of the Parent-Subsidiary Directive.24 
As mentioned above, this connection was explicitly 
stated in the Proposal for the Interest and Royalties 
Directive in 199825 and it is not apparent why this 
statement was not included in the fi nal version of 
the directive. 

Presuming that any payments that qualify as 
profi t distributions under the tax law of the source 
state fall under the scope of the Parent-Subsidiary 
Directive, the question arises as to what happens if 
the source state does not execute the option in Art 
4(a) of the Interest and Royalties Directive and if 
these payments fall under the scope of both direc-
tives. Since both directives prescribe an exemption 
from any withholding tax on the payments, the 
effect on the tax burden would be the same, but 
it nevertheless seems interesting that under these 
circumstances the same payment might qualify as 
interest and as profi t distribution.

Apart from these considerations, it seems to be 
the case that, although the provision of Art 4(a) (in 
the context of the sovereignty to qualify a given 
instrument as equity or debt) allows the member 
states to deprive certain hybrid instruments from 
the benefi ts of the Interest and Royalties Directive, 
the effect on tax revenue would be nil, because 
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these instruments would subsequently fall under 
the application of the Parent-Subsidiary Direc-
tive. In our opinion it can be assumed that this 
was indeed the intention of the Commission, as 
the requirements of a common single market are 
then fulfi lled.26 The question remains why Art 4(a) 
of the directive gives the member states an option 
instead of generally exempting such payments from 
the scope of the directive.

Art 4 (b) allows the exemption of debt claims 
which carry a right to participate in the debtor’s 
profi ts.27 These include participation bonds and 
profit participation loans as well as forms of 
jouissance rights and silent partnerships, which 
are qualifi ed as debt. The source state, therefore, 
has the option to exclude jouissance rights and 
silent partnerships from the scope of application 
of the Interest and Royalties Directive as well as 
the Parent-Subsidiary Directive by fi rst qualifying 
them as debt on a national level, thus exempting 
them from the benefi ts of the Parent-Subsidiary 
Directive and then using the option in Art 4 (b) to 
exempt them from the benefi ts of the Interest and 
Royalties Directive.

Art 4 (c) refers to convertible debt instruments, 
which “entitle the creditor to exchange his right 
to interest for a right to participate in the debtor’s 
profi ts.” Literally interpreted this wording does 
not include hybrid instruments, such as convert-
ible bonds and warrant bonds that grant the right 
of conversion into share capital of the creditor. 
The question is, if Art 4 (c) is indeed meant to 
include only interest bearing loans with an option 
to exchange the entitlement to interest against the 
entitlement to profi t participation, or if the term “a 
right to participate in the debtor’s profi ts” is used 
as an equivalent for the term “a right to participate 
in the debtor’s equity” that would include hybrid 
instruments like convertible bonds or warrant 
bonds.28 

Art 4 (d) fi nally allows the exemption of debt 
claims that from an economic point of view serve 
as equity, because they contain no provision of 
repayment of the principal amount or a provision 
where the repayment is due more than 50 years 
after the date of issue. 

Art 4 (b), (c), and (d) all apply to cases where 
the treatment under the domestic tax law of the 

source state corresponds to the general defi nition 
of interest in Art 2 (1) of the directive. This means 
that member states can decide to exempt payments 
on certain (hybrid) fi nancial instruments from the 
benefi ts of the directive, while still qualifying the 
same payments as interest in domestic tax law. The 
reason behind these provisions is hard to see, since 
they seem to foil the general aim of the Interest and 
Royalties Directive, which is to eliminate double 
taxation on interest payments.

Distaso and Russo (2004, p. 150) argue that the 
intention behind these provisions might be to give 
member states a tool to eliminate cases of double 
non-taxation, by excluding instruments that create a 
tax deduction in the source state, while giving rise 
to an exemption from taxation of the corresponding 
income received, because the residence state of the 
recipient treats the income as profi t distributions. 
If this were indeed the case, the provisions in Art 
4 seem to be a rather inadequate instrument since 
the directive affects not only payments between one 
pair of member states, but all payments within its 
scope. Apart from that, Art 4 includes no reference 
to the treatment of the payments in the residence 
state of the recipient. It is therefore possible for the 
source state to exempt payments from the scope 
of the directive that are treated symmetrically as 
interest in both states, thereby creating double 
taxation instead of avoiding double non-taxation, 
specifi cally.

The bottom line, nevertheless, is that the direc-
tive leaves room for national tax policy measures 
in the member states to exempt hybrid instruments 
from the scope of application of the directive alto-
gether, without having to include them in the scope 
of the Parent Subsidiary Directive. 

CONCLUSION

EC Law restricts fi scal sovereignty and, there-
fore, the possibilities for tax policy on the part 
of the member states. The goal is to ensure the 
establishment and effective functioning of the 
common market by approximating the conditions 
within the European Union to those of a domestic 
market.

The directive is a major tool of the Council in 
bringing the national law of the member states into 
line with the conditions of such a domestic market. 
It stands to reason to assume that the more detailed 
a certain directive is, the less discretionary freedom 
remains for tax policy in the member states.
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This assumption has been tested for the Parent-
Subsidiary Directive and the Interest and Royalties 
Directive as applied to the tax treatment of hybrid 
fi nance. These directives were chosen because 
they are interrelated, very detailed, and have been 
implemented by most member states. Furthermore, 
they are of particular importance for national tax 
policy in direct taxation as they infl uence attempts 
to encourage equity fi nance, and collide with the 
ambition to safeguard national tax revenue. It is, 
therefore, of great interest for the member states to 
know what can still be done in terms of tax policy 
in spite of these directives. 

The leeway for tax policy in the context of the 
Parent-Subsidiary Directive seems rather limited. 
Assuming that payments on hybrid instruments 
are treated as returns on equity by the source state, 
and therefore as dividends in terms of the direc-
tive, such payments must always be subject to the 
benefi ts of the Parent-Subsidiary Directive.  The 
only way for  member states to circumvent the 
directive then is via a general, national classifi ca-
tion of a certain hybrid instrument as debt. But 
then, however, the hybrid instrument would come 
under the terms of the Interest and Royalties Direc-
tive. This means that no withholding tax could be 
levied on the payments to those hybrid instruments 
as long as the source state did not execute any of 
the options in Art 4 of the Interest and Royalties 
Directive. For the parent state on the other hand, 
a classifi cation as debt in terms of the Interest and 
Royalties Directive, instead of equity in terms of 
the Parent-Subsidiary Directive, would mean that 
it was still possible to levy corporation tax on the 
payments received.

The Interest and Royalties Directive provides 
considerably more leeway for tax policy. Art 4 
of the directive allows member states to deny the 
application of the directive in four specifi c cases, 
which encompass several forms of hybrid fi nance. 
This enables the member state to levy withholding 
tax on certain hybrid instruments despite the direc-
tive. While this seems clear cut in the case of Art 
4 (b-c), there is some doubt in the case of Art 4 (a) 
where payments, which the source state chooses to 
exempt because they are treated as a distribution of 
profi ts or as a repayment of capital under its domes-
tic law, should subsequently fall under the scope 
of application of the Parent-Subsidiary Directive. 
This would be the case in the circumstances men-
tioned previously (i.e., where payments on hybrid 
instruments that are treated as equity in the source 

state have always to come under the sway of the 
Parent-Subsidiary Directive). The source state 
would then not be allowed to levy withholding 
taxes, irrespective of the national qualifi cation of 
the hybrid instrument, provided Art 4 (b-c) is not 
applicable. If, on the other hand, payments on such 
instruments did not qualify as dividends in terms 
of the Parent-Subsidiary Directive, Art 4 (a) as 
well as Art 4 (b-c) provide the source state with an 
option of levying withholding tax in certain cases 
of hybrid fi nance in spite of the directives.

Should the aim of its tax policy in a member state 
be in opposition to the directives (i.e., if national 
tax policy were aimed at safeguarding national tax 
revenue in the area of hybrid fi nance) -- rather than 
simplifying its tax procedures for domestic compa-
nies or to create incentives for foreign investment 
-- it seems that a member state to a certain extent 
could adhere to 

• its right to levy withholding tax (as a source 
state) and

• its right to levy corporation tax (as a parent 
state),

in spite of the directives. This could be achieved 
by treating, or classifying, hybrid fi nancial instru-
ments, in general, as debt under national tax law. 

Whether this would be a good strategy for 
Member States to pursue is another matter, but it 
certainly shows, that the main objective of the two 
directives – the elimination of double taxation in 
the area of dividend and interest payments – has 
not been achieved to a hundred percent so far. 
Thus it seems that the use of directives, even very 
detailed ones, as a tool for harmonisation in the 
area of direct taxation limits options for national 
tax policy considerably, but does not eliminate 
them altogether. 
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19 Commentary on Art. 4 of the Proposal for the Interest 
and Royalties Directive, COM (1998) 67 fi nal. p. 8.

20 Helminen (2004, p. 60).
21 For example the minimum requirements for the hold-

ing in capital under both directives would have to be 
fulfi lled, which would be the case anyway, if the parent 
company held more than 25 percent in the capital of 
the subsidiary.

22 This opinion seems to be confi rmed by Para. 19 of 
the Commentary on Art. 11 of the OECD Model 
Tax Convention 2005 which in the context of thin 
capitalization cases states that, “it should be noted 
that the term ‘interest’ as used in Art. 11 does not 
include items of income which are dealt with under 
Art. 10.”

23 Cf. Helminen (2004, p. 60).
24 Cf. Distaso and Russo (2004, p. 150); Helminen (2004, 

p. 60). 
25 COM (1998) 67 fi nal, OJ C123/9.
26 Cf. Para. (1) of the Preamble to the Interest and Roy-

alties Directive and Para. (1) of the Preamble to the 
Parent-Subsidiary Directive.

27 Since Art. 4 (b) refers only to participation in the 
debtor’s profi ts a literal interpretation would mean that 
interest payments connected to another entity, e.g. a 
subsidiary of the debtor, would not be included in the 
option. Cf. Distaso and Russo (2004, p. 150).

28 Distaso and Russo (2004, p. 150) plead for a literal 
interpretation of Art. 4 (b) on the grounds that the 
provisions in Art. 4 are meant to be exceptions from 
the general rule of application in Art. 2 (1) and that 
a broader interpretation of the exceptions in Art. 
4 therefore would run the risk of frustrating the 
Directive.
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