2.9 Introduction to nternational Taxation

4 OQECD (2013) Secretary General Report to the G20 Leaders, available at hitp://www.oecd.orgf
tax/SG-report-G20-Leaders-StPetersburg. pdf.

CROSS-BORDER ENFORCEMENT OF TAXES

29 The general principle in international law is that a country will not
assist in the collection of taxes charged by another country. Quite why this
principle, sometimes referred to as the Revenue Rule, should be so entrenched
is not known but Baker (2002), writing with reference to the position in the US,
puts forward the opinion that perhaps it is because the collection of tax is an act
of sovereignty and no sovereign state allows another state to exercise its sov-
ereignty on its territory. This is the view taken by the UN Group of Experts'.

Considering other possibilities, Baker concludes that the principle definitely
exists even if we are not sure why. All tax treaties are based on the princi-
ple. Therefore, to deviate from the principle would undermine the basis upon
which the whole framework for international taxation is currently built. In the
UK, the matter was considered in Government of India v Taylor™:

‘The trouble about a rule of law which everyone has taken for granted
is that no one goes into its origin or the reason why it was first estab-
lished. The basis is lost sight of and the application becomes wider
and wider. The origin is the dictum of Lord Mansfield CJ in Holman
v Johnson and Planché v Flercher, but there was no question there
of foreign taxation. The courts were only concerned with the prin-
ciple of not enforcing performance of a contract which is illegal in
the place of performance. ...There are no adequate reasons for the
imposition of the alleged rule. It has been suggested that it would
derogatory to the sovereignty of foreign States to allow such suits
that it might cause political embarrassment. But that cannot be =
because our courts have never refused to enforce other forc% WS,
It would be far more likely to cause political embarrassmepd if\it were
refused to enforce revenue laws. It was also suggest it would
be contrary to public policy to enforce such laws, reason has
been given for this, and if the laws are not confiscatory'it cannot be so.
There is nothing contrary to public policy in enforcing laws similar to
our own. If a tax is the sort of tax which is recognised in this country
it is not penal. Further, it has been suggested that the investigation of
foreign tax law would be too difficult a task, but our courts have never
refused to investigate foreign law on such a ground as that. All foreign
law is a question of fact." (pp 495 and 496)

The case concerned the effective nationalisation of the Delhi tramway system
and the subsequent liquidation of the English company which had previously
operated it and which went into liquidation owing Indian tax. The liquidators
refused to pay Indian taxes on the capital gains on liquidation. The House of
Lords rejected the claim by the Indian Government, mainly on the grounds
that they would not enforce Indian tax law, although there were some doubts
too as to the technicalities of the claim. The judgment provides an in-depth
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eration of the Revenue Rule. Amongst other sources, their Lordships
d to the standard legal text by Dicey and Morris: The Conflict of Laws®
nich states as Rule 3:

‘English courts have no jurisdiction to entertain an action: (1) for the
_enforcement, either directly or indirectly, of a penal, revenue or other
public law of a foreign state; or (2) founded upon an act of state.’

swever, co-operation in the collection of taxes of other countries is now
spread, if limited, via:

Provisions in the thousands of bilateral double tax treaties which exist.
Most double tax treaties contain provisions on the exchange of informa-
tion for tax purposes and a few contain provisions for assistance in the
collection of the tax revenues of the other contracting state.

e  Agreements which are essentially one-sided whereby one country agrees
to provide information to another country to enable that country to
enforge its taxes. Why a country should give such assistance on a unilat-
e 1s is an interesting question: the countries concerned are usually
countries which have been put under pressure to do so by the
CD. This is discussed further in Chapter 14.
E

U Mutual Assistance for the Recovery of Tax Claims Directive® and
the Directive on Administrative Cooperation in the Field of Taxation®.

®  The 1988 Council of Europe/OECD Convention on Mutual Administrative
 Assistance in Tax Matters®.

: The EU and OECD multilateral measures generally include:

®  The requirement to exchange information, automatically (eg lists of
interest payments by banks), spontaneously, where one state passes
information to the other state which it thinks would be of interest to it
without being asked and upon request.

The right to permit tax officials from one country to visit the other coun-
try to carry out investigations.

Recovery of tax claims: where one state actually collects the tax due to
the other state and then hands it over. This is the most problematic form
of assistance as one state may not understand or agree with the taxes
which it is being asked to collect and there may be issues concerning the
human rights of the taxpayer.

Measures of conservancy, such as freezing the assets of the taxpayer or
even seizing them, to ensure that the tax claims of the other state can
actually be met.

1 See Report of the Tenth Meeting of the Ad Hoc Group of Experts on International Cooperation
+in Tax Matters, Geneva, 10-14 September 2001. UN ST/SG/AC,8/2001/L.2, available at http://
- Unpanl.un.orgfintradoc/groups/public/documents/UN/UNPANO01659.pdf.

2 Government of India, Ministry of Finance (Revenue Division) Appellant; and Taylor and
- Another Respondents [1955] AC 491,
3 (2008) 14th ed, London, Sweet & Maxwell.
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4.4 The Right to Tax Companies The approaches to determining tax residence for companies 4.6
that time under British rule. However, if the company was found to be tax resj.
dent in the UK as opposed to India, its Indian income would have been taxab)
in the UK under the residence principle. The company had a director in
who ostensibly exercised control of the company but the Board of Directorg:
held their meetings in London and: '

the Company except the mining operations. London has always con-
lled the negotiation of the contracts with the Diamond Syndicates,
has determined policy in the disposal of diamonds and other assets,
the working and development of mines, the application of profits and
the appointment of directors.’

*... from that office would issue all the orders to the managing direc-
tor in Calcutta. No doubt, until he received orders to the contrary, he
would have full power and discretion to do what he liked in Calcutta;
but at any moment from this Head Office, they might have revoked his
authority, or altered any arrangement which he had made connected
with the working of the company.’

company was held to be UK tax resident.

C 198.
went on to found Rhodesia, now Zimbabwe.

TCatp213.

In other words, for all his powers the director was still just a delegate. The deci-
sion was that the company was tax resident in the UK. Delegated authority was
insufficient to constitute central management and control.

aullock v Unit Construction: company residence as fact

The question of company residence is one of fact. This was illustrated
the case of Bullock v Unit Construction Co Ltd' Lord Radcliffe’s summary

1 (1876) 1 TC 83.

[:EIS# >
1 @ mpany is resident where its central management and control
aﬁd& ... where its real business is carried on.’

*

The De Beers case

ar unusually, in this particular case the taxpayer was arguing that compa-
s were resident in the UK. The case concerned a UK-resident subsidiary of
fred Booth & Co Ltd, a UK-resident parent company. This subsidiary made

tain payments to three fellow subsidiaries in Kenya and claimed these as
allowable business expenses in arriving at its UK taxable profits. However.
payments would only have been allowed for tax purposes if the three
ysidiaries to which they were made were resident in the UK, not Kenya.

r were incorporated in Kenya and their Articles of Association expressly
d that management and control rested with the directors and also required
rs’ meetings to be held outside the UK. Presumably this had been done
h the intention of protecting the company from any future accusation of
' ence outside Kﬂn}ra

4.4 De Beers Consolidated Mines Limited v Howe', a case dating from
1905 is still considered by many to be the leading case on central manage-
ment and control. The company was fabulously wealthy, being the world’s
major diamond miners and brokers and the case concerned disputed tax assess-
ments of around £3 million, in 1905 money. The company was registered in the
Colony of the Cape of Good Hope (now part of South Africa). Directors’ meet.
ings were held both in Kimberley (South Africa) and in London and unde
company’s constitution at least four of the directors had to reside in
There were 19 directors altogether. Eleven of these were resident i
two were itinerant between London and Kimberley (a consider
ing in the days before air travel), four, plus the chairman, Cecil
resident in South Africa and the other had a home in both ¢ ies.
tors’ meetings held in London were attended by more di

in Kimberley. %

However, the courts examined not just the frequency and composition of
directors’ meetings but, importantly, the nature of the decisions taken in each
location. The company’s residence would be determined by looking at the
relative strategic importance to the company of decisions taken in each place.
Decisions concerning the raising of capital (£3.5 million of debentures was
issued in 1888), and decisions designed to control the global market for dia-
monds and hence the price were taken in London. Decisions concerning the

was found as a fact that due to trading difficulties at the material times the
ds of directors of the Kenyan subsidiaries were standing aside in all matters

‘importance and also many matters of minor importance affecting the central
- management and control and that real control of them was being exercised by
Board of Alfred Booth & Co Ltd in London. Hence all the subsidiaries
| sically located in Kenya were in fact UK tax resident.
1 (1959) 38 TC 712.

-

mining activities themselves were generally taken in Kimberley. The courts e ol ; -
slso Teard that the Kintherley: irestors weve to-sume:sxtent anssperalile o 108 - The role of the shareholders in determining central management and control
London directors but not vice versa. The decisions taken by the London direc- s

4.6 The central management and control test is a dual test: control by itself
18 insufficient. The case of The Gramophone and Typewriter Ltd v Stanley’

- confirmed that a controlling interest does not amount to central management
- and control:

tors were those which most amounted to central management and control:*

‘... the Directors” Meetings in London are the meetings where the real
control is always exercised in practically all the important business of
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6.3 Double Tax Relief in Practice

systems based mainly on the credit method whilst 8 reported mainly the use of
the exemption method. The remammg 13 countries reported a hybrid approach,
The reports generally put forward a view that the credit method was less likely
to facilitate tax avoidance. However, the administrative burden was mgmﬁ..
cant compared with the exemption method, yet the credit method was thought

unlikely to yield higher tax revenues.

VARIATIONS ON THE CREDIT METHOD

6.3 Credit methods in practice are much more complicated than was

depicted in Chapter 5. Countries which use the credit method each have par-
ticular rules within their domestic law as to:

®  How the foreign tax credit is to be calculated.

®  Whether there are any limits on the amount of foreign tax credit in rela-
tion to the amount of domestic taxation.

®  Whether credit is given merely for foreign withholding taxes, or whether

it extends to relief for foreign corporation taxes on the profits used to pay
dividends.

®  Whether tax credits from lower tier companies can be recognised: for

instance, where Company 1 in Country A owns Company 2 in Country
B, which in turn owns Company 3 in Country C. If no tax is payable in
Country B, and so no double tax relief is claimable there, can the tax
credit arising from the tax paid in Country C be set against the tax liabil-
ity in Country A?

®  Whether unused foreign tax credits can be used in previous or
tax years or whether they can be used by other companies in [
corporate group as the recipient.

L Whether tax credits may be set against domestic tax liabih\x s on for-
eign income other than that which gave rise to the fi tax credit.
This is known as pooling and there are two main ith ‘onshore
pooling’, high foreign tax credits on some sources verseas income
can be offset against residual home country taxation on other foreign
sources of income. This is the most favourable system of ordinary or
normal credit for the taxpayer. Under a system of ‘offshore pooling’ a
multinational group may route its dividends from overseas subsidiaries
through an intermediate holding company, which then pays a single divi-
dend to the ultimate parent company. If the parent country tax authority
does not permit onshore pooling, this strategy achieves pooling offshore.
The lack of any facility for onshore pooling can be circumvented by the
parent company only having one immediate source of foreign income: a
dividend from the offshore intermediate holding company. Provided the
tax authority in the parent company's country recognises the tax credits
attaching to the dividends from each of the subsidiaries further down the
shareholding chain, the dividend from the intermediate holding company
is paid carrying a tax credit representing the average rate of tax suffered
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_on the dividends paid by lower tier companies to the intermediate hold-
ing company. Note that to avoid additional tax liabilities the intermediate
holding company would be located in a country such as the Netherlands,
which operates a double tax system of exemption with participation.

Which foreign taxes may be credited at all.

UK has traditionally operated a series of complex versions of the credit
hod for corporation tax, but since 2009 it has used an exemption (territorial)
evstem for two important classes of foreign income earned by UK corporations
oign dividends and branch profits). Other foreign income of UK companies
ther types of UK taxpayers are still granted double tax relief under the
method.

»fore considering the exemption system in more detail, we first consider
me examples of credit systems in operation. Now that Japan and the UK
largely moved to an exemption system, only six OECD countries operate
it systems (Chile, Ireland, Korea, Mexico and Poland and the US). There

i ongoing discussion in the US as to whether a system of double
exemption for foreign dividends should be adopted.

, The US is one of the very few countries that has stuck to a credit
gstem of double tax relief. Citizens, resident aliens and domestic corporations
~of the US may credit against US income tax any ‘qualified’ foreign taxes paid
-accrued to a foreign country. Taxpayers may choose each year between tak-
g a credit against US tax or a deduction against US taxable income for the
foreign income taxes.

or tax years beginning after 2006, for the purposes of the rule which limits the
foreign tax credit to the taxpayer's US tax liability, an individual’s US tax is
-reduced by the sum of non-refundable personal credits (other than the adoption
m the child tax credit and the credit for elective deferrals and Individual
ment Arrangement contributions) allowable for the year.

The foreign tax credit is computed separately for two different categories of
“income. This is known as the ‘separate baskets’ system:

- ®  the passive income basket; interest, dividends, rents and other items of

investment income;
®  the general basket: everything else.

The rationale for separaﬂng out income in this way is that it is easier for a US
‘ﬁrm to position the assets giving rise to investment income in a low tax country,
use passive investment assets tend to be financial assets and are therefore
mobﬁe On the other hand, income from foreign direct investment, such as
iiil'idands from manufacturing subsidiaries and branches, is likely to be posi-
in the country best suited to the investment by reference to more general
fﬂeﬂl—tax) commercial factors. It is therefore likely to have suffered substantial
‘amounts of foreign tax. Without the separate baskets, the total foreign income
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6.24 Double Tax Relief in Practice Further studv  6.27

might issue, if indeed a company issues shares at all. Identifying a nop-prag
erential ordinary share in a UK company might be easy but identifying

type of share in a foreign company might not be. In practice, it is goip
be essential correctly to characterise the types of shareholdings in respe
which dividends are paid 10 a UK corporate shareholder. HMRC mentig
example of a Delaware limited liability company which would not issue g
capital, but rather would issue certificates of interest in the company. Such
tificates, depending on their terms, might be considered analogous to ording
shares. Other common types of company without share capital are the Gey
GmbH and the Italian SRL which have quotas rather than shares. Because
the practical difficulty UK companies are likely to face in determining whe
their investments in foreign companies may be treated as if they are ordi
shares, HMRC have agreed to offer advice, under the terms of HMRC Code
Practice 10. Under this Code of Practice, they have agreed, inter alia, to advige
on the interpretation of legislation passed in the last four Finance Acts?®,

under this heading, a dividend must be paid in respect of ‘rel-

profits’. These are defined as any profits available for distribution at the
b the dividend is paid, other than profits that reflect the results of a
on(s) which achieved a reduction in UK tax and this was the purpose
of the main purposes) of the transaction(s). To interpret this class of
st dividends, we need to be able to interpret this ‘purpose’ test. The word-
nakes it clear that it is only reductions in UK tax, as opposed to foreign

which are important. The *purpose” test is similar to the motive already
for determining whether or not a UK company should be exempt from
pportionment of the profits of a controlled foreign company, where none
e other available exemptions apply>. Applying that test would indicate that
,ﬁﬁpﬂsf test would be failed even if the company receiving the dividend
not itself enjoy a reduction in UK tax. Neither is it necessary that the reduc-
yn in taxes be enjoyed in the same period as that in which the dividend is paid.

1 CTA 2009, s 931F.
2 CTA 2009, s 931U.
3 HMRC has also indicated that Customs Business Brief 54/07 may be used to determipe

seils assets liable to capital gains tax at an arm’s-length price to a foreign
whether or not the entity paying a dividend has ordinary share capital.

siciaty and makes a gain, which is covered by capital losses brought forward.

oreign subsidiary, resident in a territory which would not tax the gain, sells
perty to another group company, which obtains a tax deduction for the
iture. The gain is then paid to the UK in the form of a dividend.

Distributions in respect of portfolio holdings (holdings of less than 10%)

6.24 In accordance with the decision of the ECJ in the FII GLO case, that
it is not in accordance with the TFEU that dividends paid by UK companies to
other UK companies should be exempt from tax whilst those from companies
within the EEA were not, the dividend exemption extends to dividends paid
in respect of shareholdings irrespective of size. The exemption in respect oi
portfolio dividends extends to dividends paid not just on ordinary shaies but
on any type of share. The main requirement is that the UK shareholéitg holds
less than 10% of the share capital of the same class as the sha.re\ espect of
which the distribution is made. Q:;

2 CTA 2010, s 1064.

Dividends in respect of shares accounted for as liabilities’

This last head of exemption briefly states that a dividend will be
pt if paid in respect of a share which would normally be treated as a
0, but is not so treated merely because the investing company does not hold
share for a so-called ‘unallowable purpose’. ‘Unallowable purpose’ is just
e of six conditions, all of which must be met for a share to be treated as a
n. In practical terms, this exemption will apply to shareholdings which are
ounted for under GAAP as a loan, and on which the return is not reclas-
ed for tax purposes as disguised interest only by virtue of the fact that it
- Was not set up for an unallowable purpose (ie to obtain a tax advantage). An
~example would be a redeemable preference share, which is a type of security
‘commonly issued for its commercial rather than for its tax advantages.

1 CTA 2009, s 931L.

It is perfectly possible for a UK company to own bo shares and
preference shares in an overseas company. A UK com owning 40% of
the ordinary share capital and, say, 6% of its preference share capital would
be entitled to exemption on dividends from both shareholdings. The 10%
threshold is measured only by reference to the class of shares out of which
the dividend is paid, so for the purpose of this leg of the exemption, the 40%
holding in the ordinary share capital does not matter: the preference dividend
would be exempt because less than 10% of the preference shares are owned.

Dividends derived from transactions not designed to reduce tax’

6.25  This is another very wide class of exempt dividends, into which most The anti-avoidance rules for the dividend exemption
foreign dividends (dividends only, not other types of distribution) will fall: so
long as the profits out of which the dividend was paid do not arise due to trans-
actions designed to avoid tax in the UK, they will be exempt.

iZT _ Even if a dividend falls under one of more of these five heads of
‘EXemption, it will still not enjoy the exemption if it falls foul of the set of eight
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7.5 Double Tax Treaties

See Baker (2002) at para F.04 for some examples.

Report on Tax Treaty Override, OECD Committee on Fiscal Affairs, 1989,

Padmore v Inland Revenue Commissioners [1989] STC 493 and Padmore v fnland F
Commissioners (Ne 2) [2001] STC 280,

L b =

The relationship between tax treaties and EU law

7.5 Perhaps because until fairly recently EU law relating to taxatjoy
was concerned mostly with VAT and duties, relatively little work has hesn
done on the relationship between treaty law (ie the provisions of double
treaties which are effective in a state’s domestic law) and EU law. VAT
duties are not covered by double tax treaties except for provisions concernig
non-discrimination against non-residents and provisions for the exchange
information between states. Within the EU there is a network of more than
bilateral double tax treaties which exist alongside EU law. It is worth stal
that EU law for tax purposes normally takes the form of Directives and
decisions of the Court of Justice of the European Union (CJEU). The
tionship between this EU law and the domestic laws of the Member States
cump]ex but in general, Member States are required to incorporate the p
sions of the Directives into their domestic laws and to follow the decisions
the CJEU. The lack of co-ordination between treaty law within the EU and E i
law itself is not surprising as thcy have different objectives: the former i 1s 0
allocate taxing rights between a pair of states, and the latter is to help to estab-
lish the EU Single Market.

What is established beyond all doubt is that Member States of the EU are at
liberty to develop and enforce their own rules in the sphere of direct taxatic
In Gilly', the CJEU stated:

‘The Member States are competent to determine the cci%a for
taxation on income and wealth with a view to elimi@' double
taxation — by means inter alia, of international agree and have
concluded many bilateral conventions based, in particular, on the
Model Tax Conventions on income and wealth tax drawn up by the
OECD.”?

In the case of Saint Gobain® the principle was established that it is up to the
individual EU Member States to determine the connecting factors (residence

etc) for the purposes of allocating powers of taxation. However, the rights
afforded to taxpayers under the Treaty on the Functioning of the European

Union (TFEU), and in particular under Article 49, the freedom to establish

anywhere in the EU without hindrance (ie without suffering less favourable
tax treatment than if the person had remained taxable purely in the State where

resident) cannot be subordinated to the provisions of a double tax treaty. Where
there is a conflict between EU law and the provisions of a double tax treaty, the

EU law will prevail. This was made explicit by the ECJ in the famous Avoir
Fiscal® case in which it was stated:

130
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rights conferred by Article 43 of the Treaty are unconditional and
ember State cannot make respect for them subject to the contents
an agreement concluded with another Member State.™

voir Fiscal case, the taxpayer was resident in another Member State and
me terms of the double tax treaty, received tax treatment which was more
sus than that received by taxpayers who were French residents. There is
action to be made between the allocation of powers of taxation and the

e of those powers. The first is a matter for the individual Member States,
1 the second, the principles set down in the Treaty on the Functioning of
(TFEU) must be followed. In other words, Member States are free to
who has the right to tax, but not how to tax if this results, broadly, in
smination against the foreign taxpayer if that taxpayer is a resident of a
EU Member State.

,; C-336/96 Mr and Mrs Robert Gilly v Directeur des services fiscawx du Bas-Rhin [ 1998]

7 Compagnie de Saint-Gobain SA, branch Germany [2000] STC 854.

C-270/83 Commission v France [1986] ECR. 273. The Article number refers to an earlier
~<inn of the Treaty.

at para 5.

e relationship between tax treaties and EU law in practice

There is no direct relationship as such, but the Parent/Subsidiary
ive’ and the Interest and Royalties Directive® in particular contain provi-
ns regarding withholding taxes on dividends, interest and royalties which
be enacted in the domestic law of all EU Member States unless a Member
e specifically obtains permission to omit or vary them. The effect of this
that it is now frequently the case that the domestic law of an EU Member
ite will provide for withholding tax rates on certain types of dividend, inter-
and royalty payments which are lower than those provided for in its double
treaties with other Member States. Even where domestic law has not been
‘amended in line with a Directive, taxpayers, in some circumstances, have
the right to rely on the Directive rather than on the corresponding domestic
law. Thus an EU Member State might charge a 20% withholding tax rate on
interest in its domestic law which would apply to payments of interest to non-
EU resident recipients, or EU-resident recipients not covered by the Interest
‘and Royalties Directive. Then there could well be a double tax treaty with
a fellow EU Member State providing for a maximum withholding tax rate
of 10%. Finally, domestic law for certain EU recipients qualifying under the
Imcrest and Royalties Directive would exempt certain interest payments from
Wwithholding tax altogether. Hence great care is needed when determining the
correct rate of withholding tax on payments made between EU enterprises.

] 90/435/EC, updated by 2003/123/EC.
2 2{]03!49-"13(‘:
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=80 Double Tax Treaties Main articles in the OECD Model Tax Convention 7.43

Treaties with developing states — tax sparing iole 24: Non-discrimination
7.40 Double tax treaties with developing states which are based on the Up
Model often contain ‘tax sparing’ provisions. This means that State A will
credit for tax in State B (the developing state), even where no tax has ac
been paid in State B. This preserves the usefulness to an investor in State
any tax incentives offered to it by State B. In the absence of tax-sparing p
sions, the only result of a reduction in tax in State B would be an increase
tax in State A due to a lower or non-existent State B tax credit. Tax-sparig
provisions can be worded so that they refer to tax exemptions given undg
particular statutes (usually to do with encouraging foreign inward investmen|
This is typical of Indian treaties. Alternatively, the provisions might state

in our example, State A will allow a certain percentage of gross dividend, inte
est or royalty income as a credit, even if no withholding tax has been che
by State B. This is common in Chinese tax treaties, many of which date
the early 1980s and are still based on the UN Model. Sometimes a time limit
placed on the provisions, typically 10 years from the date of the treaty, and in
other cases the provision is open-ended.

The purpose of this article is to prevent discrimination against foreign
ers. State A may not subject a national of State B to any taxation or con-
ed procedures which are in addition to, or more burdensome than those to
ich. in the same circumstances, it subjects its own nationals. Note that the
icle is expressed in terms of ‘nationals’ rather than residents, which arguably
wider concept. This means that all nationals of each contracting state are
titled to invoke the non-discrimination article against the other contracting
even if they do not fall within the definition of resident for tax purposes

could even be a tax resident of a third state). Thus, states are permitted

discriminate on grounds of residence but not nationality. However, where
idence status has no bearing on the treatment in question, states are not
mitted to discriminate on the grounds of residence alone. The Commentary
several examples illustrating these principles.

article is the one that generates the greatest number of international tax
d the most contentious phrase is ‘in the same circumstances’.

) otl?ing to stop a state from negotiating exceptions from the principle
ou-discrimination. For instance, India commonly insists upon the right to
iminate against the permanent establishments of foreign enterprises by
ecting their profits to a higher rate of tax than that applied to the profits of
lian enterprises. Poland, in some of its treaties, reserves the right to discrimi-
e in favour of its formerly state-owned enterprises. More commonly, states

ich operate a branch profits tax usually reserve the right to charge this tax in
non-discrimination article.

US treaties — the complicating effect of the ‘saving clause’on the double tax.
relief mechanism :

741 US treaties have a unique problem to deal with in the double tax
relief article — because the US reserves the right, through the ‘saving cla
(Article 1, para 4 of the US model), to charge full US taxes on its residents
on individuals who are, or have been, US citizens. A US citizen tax resi ! o
outside the US in State X may find that they have been subject to full isst~ treaties extend the principle of non-discrimination to all taxes, not just
dence-based taxation in both the US and in State X. The US wishes to @ichieve se specifically covered by the treaty.

the effect that the individual pays the same amount of tax worldwide, as
were merely resident in the US. State X is normally in the positian of givi
credit to its residents for tax suffered overseas, but does not see why it sh
concede a very large tax credit just because the US has i on taxing {
individual as if he were still resident in the US. Therefi e X will us
only agree to grant the tax credit up to the amount of at would be pa
the US did not impose extra tax charges on the grounds of the individual’s U
citizenship, in other words, the normal amount of tax the US would charge A .
a non-resident who was not a US citizen. At this point the individual is s le in relation to the attribution of profits to a permanent establishment,
ing a high combined tax liability — full US residence-based tax plus residual Where the treaty has been misapplied, perhaps in the determination of resi.
tax (after the tax credit for ‘normal’ US tax) in State X. The solution usually €. Instances of double taxation not eliminated by any specific article in
adopted is for the US to reduce the tax it charges to the non-resident on d . can also be dealt with using the mutual agreement procedure. The
basis of citizenship by granting, in turn, a credit for the tax suffered State Whal agreement procedure is for the protection of the taxpayer and is initi-
The amount of the credit will be limited to the amount needed to bring the by the taxpayer.

citizen’s global tax bill back down to what it would have been had the i
vidual been both a US citizen and a US tax resident. The problem with
solution is that it involves treating income arising in State X as if it had a
in the US and so lengthy provisions are needed to ensure that the income
be treated as arising out of a source in the technically correct state: so calleé
‘re-sourcing’ rules.

icle 25: Mutual agreement procedure

443  Article 25 of the OECD Model is designed to provide a procedure for
ving d_:ﬁicull:les in the application of the treaty. It provides that the compe-
authorities of each state must attempt to resolve the situation of a taxpayer
taxed other than in accordance with the provisions of the treaty, for

llroce?dure is available to taxpayers without interfering with any other rem-

valial_:le to them under domestic laws. There does not need to be any
ole taxation in order to invoke the procedure, the only requirement is that
taxation in dispute has been imposed in contravention of the treaty. For
ple, _Statc A may tax a particular class of income that the Convention
Ates rights to tax to State B, although State B may not in fact tax it, for
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8.7 Permanent Establishments

control over his premises. The only business carried out at the premises of he

CCA was therefore that of the CCA, not AIL.

The PGAs fulfilled more operational functions. Other agents reported y
them through the hierarchy, each level of superiority conferring powers
management and supervision with respect to those agents in the lower ti
The PGA was responsible for determining commission levels, recruitn
and training of agents providing the other agents with sales leads. The P
worked solely for AIL and these functions were performed at the PGAs’
premises. There was an AIL sign at reception and the telephone number
listed under AIL. The PGAs’ business cards named AIL as the insurer b

made it clear that they were merely agents. The PGA was not allowed to ys

AIL’'s name on any leases, equipment purchases or to incur any expendi
in AIL’s name. In considering whether the PGAs' premises constituted a fi
place of business from which the business of AIL was carried on, the ¢
noted:

®  AIL had no interest in the PGAs’ premises; there was no designated

space for AIL employees;

AIL had no legal control over the premises;

the PGAs’ premises were used entirely in the PGAs" operations;
AIL did not meet any expenses relating to the premises;

all equipment at the premises was owned or leased by the PGAs;
no AIL employees worked there;

AIL did not assume any risk on behalf of the PGAs;

no detailed instructions for how the PGAs’ operations were
ducted was issued by AIL: the PGA was ‘left to his/her

the PGAs hired their own staff; and .

the training of lower-tier agents which took place As' prem
was ultimately for the purpose of increasing the ts of the PGAs
all training expenses were borne by the PGAs.

e @ & @ @ o @

The judge in American Income admitted the evidence of expert witnesses:

which was given in the Knights of Columbus case. Here are a couple of exts
from the Knights of Columbus case report:

‘Mr Vann confirms this reliance on the concept of premises being at
the disposal of the enterprise. In his opinion he states:

“The clear separation between the two types of permanent estab-
lishments that now exists in the OECD and UN Models requires
the drawing of a distinction between a fixed place of business of the
enterprise and a fixed place of business of a dependent agent of the
enterprise. When the separation occurred, this distinction was drawn
in terms of whether the place of business was ‘at the disposal’ of the
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A ‘fixed place of business’ 8.8

enterprise ... Whatis clear is that the fixed place of business has to be
that of the enterprise, not that of an agent or an associated enterprise.”

Further, in his opinion, after quoting the OECD commentary, Mr
Vann clarifies the position as follows:

“From these extracts it is clear that a place of business of a representa-
tive of an enterprise cannot be a place of business of the enterprise
unless the enterprise itself or through other representatives has access
to the fixed place of business in its own right and not simply because
it is the place of business of the representative.”"

‘These Canad;an decisions can be contrasted with the case of Norway —
Universal Furniture Ind AB v Government of Norway*,

this case, a Swedish company employed a Norwegian sales person. The
esman operated one day per week from his home and spent the rest of the
ek on the road soliciting orders. The taxpayer company had no ownership
ts oventhe salesman’s home and neither did it pay him any expenses for
e ot tiis home as an office. The salesman used his home office for planning
nerary of customer visits, making telephone calls and discussing business
cs’'with his employer. '(I'hcse activities were held to constitute core activities
e taxpayer company (as opposed to being merely preparato ili
is discussed below) and the home office was geemed}::g bep:rPE (?} gea;xx;ﬁ
company. The result was that profits arising from the contracts made as a result
of the salesman’s activities were taxable in Sweden,

The key distinction between this case and the Canadian cases is that the sales-
man was an employee rather than an agent.

- 1ts October 2011 report the OECD gave further guidance of when the use
‘home as office might constitute a fixed place of business. Where employees
work from home, the OECD considers it unlikely that the employee's home
could be considered a fixed place of business through which the business of
he employer is partly carried on unless no office accommodation is provided
that employee at the employer’s premises in circumstances where the
e lo;fcfe .cnuld not fulfil his/her role without office facilities. In many cases

the activities carried out from the employees home would be merely auxiliar);

wamr}r and thus excluded from the definition of a PE (see para 8.7

"1 2008 TCC 306 Tax Court of Canada, reported
_ ported at 11 ITLR 52,
MSTCC}GTT&:CUunomeada,Otmwa,re rted at 10
ITL.
- Above at p 854. il e

4 Case No 99-00421A Stavanger County Court 19 November 1999,

’;?'H'—= place of business — s it ‘at the disposal’ of the foreign enterprise?
It is not necessary for the foreign enterprise to legally own or lease

foreign premise. It is quite possible that a fixed place of business for a
~HICIEN enterprise could be the premises of a resident enterprise. Once it has
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8.39 Permanent Establishments Further reading
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®  adependent agent authorised to conclude contracts on behalf of tha
Such an agent may or may not be an employee. -

Certain activities are specifically excluded from the definition of PE
include keeping a stock of goods in another state and facilities for the
of goods and any other activities which can be characterised as preparg
auxiliary. Short-term construction sites (generally less than 12 months)
excluded. The UN Model extends the definition of a PE beyond tha §
the OECD Model. This extension, to the provision of services, is di
length in Chapter 9.

The dependent agency PE definition may encompass so-called ‘commj
aires’: these are often group companies located in relatively high tax
from which many profit-making functions have been stripped. This is dg
that the group can justify the commissionaire making low taxable profits,

g. R L (2001) Electronic Commerce and International Taxation,
Law International.

ne, A (2003) *Clicks and Mortar: Taxing Multinational Business Profits
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ments. Much effort has been devoted to deciding if and how the con b

PE should be altered to accommodate e-commerce, the consensus b
traditional rules can be adapted and there is no need for a radical reform.

id/pages/china.aspx.
The OECD now recommends the use of quite sophisticated technig E i . . . . o
establish the allocation of profits to the PE. The profits attributable to th 1, R (2011) “Analysis — Practice guide: Handling Commissionaire
should be computed as if it was a separate and economically inde ctures’, Tax Journal, 21 October 2011.

enterprise. This means that ‘interest’ payments between head office and iy Gall, J P (2007) ‘The David R Tillinghast Lecture: Can a Subsidi
! ; 4 ; ary Be
can be calculated in respect of branch capital and that the head office\¢z ; o . . : o . :

charges to the branch for head office common services. ‘§ : manent Establishment of its Foreign Parent?’ Tax Law Review, Vol 60,

principles of arm’s-length transfer pricing should be adhered te, along witl
documentation of intra-enterprise pricing policies. There dre)tany pr
problems in adhering to the fiction of the PE as a 33@ erprise and ¢
OECD approach is not adopted in the UN Model.

There is a danger that a MNC may find that a host state asserts the presen
a PE where none was intended. This leads to uncertainty for MNCs and
more problems in attributing profits, as no internal records attributing profis
to the PE will exist.
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pmg.com/global/en/issuesandinsights/articlespublications/taxing-the-
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ECD View’, Bulletin for International Taxation, May 2008, p 174.

CD (2004) Discussion Draft on the Attribution of Profits to Permanent
lishments — Part [ (general considerations), OECD, 2 August 2004.

D (2005) Are the Current Treaty Rules for Taxing Business Profits
Appropriate for E-Commerce? Final Report, available at http://www.oecd.org/
document/27/0,2340,en_2649_33741_35869083_1_1_1_1,00.html.

FURTHER READING

Anon (2006) Agency Permanent Establishment under Article 5 of the O] o
Model Convention. Available at “http://www.utdt.edu/congresos/pdf-srif
177.pdf. Conference paper UTDT Buenos Aires.

Basu, S (2007) Global Perspectives on E-Commerce Taxation Law, A
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9.11 The Taxation of Cross-border Services

using the UN Model will have a better chance of taxing at least some inppm
from services provided by residents of the treaty partner state: even if the g,
partner will not agree to a services PE provision in Article 5, then becayge
UN Model retains Article 14, the developing state may be able to put fo
stronger case for having that article included in the new treaty than if its
sions had been subsumed into Article 5 of the UN Model.

Article 14 applies to ‘a resident of a Contracting State’ and this has ¢g
difficulties in interpretation. Some treaties specify that Article 14 applies ¢
individuals only, or to partnerships as well. In others, the term ‘residen

used and this can be interpreted applying to a partnership or even a compgy
as well as to individuals. Different states have interpreted the Article dj
ently. These kinds of arguments contributed to the OECD’s decision to scrap
Article 14. s

The first test applied in Article 14 is whether or not the non-resident has s
‘fixed base’ in the other State. The concept of a ‘fixed base’ is not def
either by the OECD or the UN but is generally accepted as being equiva
to a fixed place of business. Some commentators think that the term denotes.
more casual relationship between the service provider and the source state thag
the idea of a fixed place of business.

It seems likely that states which use the UN Model in their treaty negotiations
will continue either to keep Article 14 in their treaties or to incorporate its
contents into Article 5.

Deemed services permanent establishments  9.11

(a) through an individual who is present in that other state for a
period or periods exceeding in the aggregate 183 days in any
twelve month period, and more than 50% of the gross revenues
attributable to active business activities of the enterprise during
this period or periods are derived from the services performed
in that other state through that individual, or for a period or peri-
ods exceeding in the aggregate 183 days in any twelve month
period, and these services are performed for the same project or
for connected projects through one or more individuals who are
present and performing such services in that other state

(b) the activities carried on in that other state in performing these
services shall be deemed to be carried on through a permanent
establishment of the enterprise situated in that other state, unless
these services are limited to those mentioned in paragraph 4
which, if performed through a fixed place of business, would
not make this fixed place of business a permanent establishment

the provisions of that paragraph. For the purposes of this
agraph, services performed by an individual on behalf of one

- (" enterprise shall not be considered to be performed by another

R

enterprise through that individual unless that other enterprise
supervises, directs or controls the manner in which these ser-
vices are performed by the individual "

The two tests set out in the Article are sometimes known as the ‘key worker’
‘and the ‘large project’ tests. Besides these tests which limit the right of the
- source state to assert the existence of a PE, the basic principles embodied in
 the provision are that:

I Commentary on Article 5, para 9.

For the source staie to assert taxing rights, the services must be per-

The OECD Model Tax Convention

911 The text of the OECD Model has never included any w@n
services PE and, as noted above, Article 14 was deleted in the vear\2000, Th
Commentary to the 2008 version of the OECD Model intro%?‘new di
sion of services, including wording for a services PE, velopment
thought to have been controversial within the OECD, wilh&c members ke
to have such a provision within the Model itself and others firmly opposed
Canada, stung by the decision in Dudley, is known to have been in favour
its inclusion'. In addition, some countries with strong dependencies in
domestic tax laws and treaty practices on services PEs have accepted obsel
status on the Committee on Fiscal Affairs within the OECD, which deals witl
tax treaty matters. In the period leading up to the 2008 update, Chile, In
China, Russia and South Africa had such status. India attained this status
2006. These observer countries, in practice, are able to exert considerable pres-
sure on the OECD.

The optional Article 5 provision provided by the OECD reads:

‘Notwithstanding the pmvisinné,_ of paragraphs 1, 2 and 3, where
an enterprise of a Contracting State performs services in the other
Contracting State:
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formed in that state; it is not enough that an enterprise happens to have
a deemed services PE in that state. The location of the customer is irrel-
evant, such that even if the customer is in the state which wishes to assert
the existence of a services PE, that state can only do so if the services are
performed within its jurisdiction®,

By deeming a PE to exist, the source state is only permitted to tax
the profits arising under Article 7 and hence on the net basis. Thus,
final withholding taxes on payments for services will not be permitted
where a treaty between the states includes the services PE provision. If
withholding taxes are used, they must be refundable to the extent that
they exceed the tax due under Article 7 principles. Failure to refund
would give the service provider the right to invoke the non-discrimina-
tion article.

‘The two tests broadly equate to the provisions for the source state taxation of
‘enterprise services contained in the UN Model.

‘Where a PE arises due to a ‘key worker’, the individual concerned may be
- fegarded as liable to taxation on his employment income in the source state
Under the employment article in the relevant treaty if present there for more
than 183 days. The employer would be taxed on the net profits from the
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10.28 Overseas Expansion: Structuring and Financing

The PepsiCo Puerto Rico case

10.28 In PepsiCo Puerto Rico Inc' hybrid instruments referred tq
‘advance arrangements’ were entered into between a Dutch subsidiary
US group company, with the intention that they should be treated as debt i
Netherlands and as equity in the US, which would give rise to a tax advant
for the group. Whilst the facts are complex, the case is notable because
Court considered 13 separate indicia in its attempt to determine whether,
US tax purposes, the instruments were debt or equity. These are summarj
below. The material in italics did not form part of the case report but is intendagd
to give a general idea of which way the various factors might point:

® the name given to the instruments;

®  the presence or otherwise of a fixed maturity date and the term of th
instrument (short rerm with a fixed maturity date indicates debt);

@ the source of the payments: were they out of profits or out of cash flow?
(if only out of cash flow, ie when funds available, suggests equiry),

®  the extent and nature of rights to enforce payments, the creditor s
guards and subordination of repayments (extensive rights, safeg
and lack of subordination indicates debi):

® the participation in the management of the issuing company (pa
tion indicates equity);
®  was the ‘lender’ under any obligation to ensure that the issuing comp

could fulfil its obligations to its regular corporate creditors? (such
gation indicates debt);

® the intentions of the parties as to the characterisation of the instrym
in each of the countries;

L were the amounts ‘lent’ by the shareholders in pruportion\i\hi:
holdings? (‘lending’ in proportion to existing sharehgidings ind
equity); a{'\,

®  the debt/equity ratio of the issuing company (a v&igh debt to equity
ratio would indicate equity);

®  would a third party lender have loaned funds in the same amounts on
same terms as the instruments in question? (if no, indicates equity);

®  the use to which the funds were put (if funds not spent on capital inves
ment, may indicate debt);

®  the consequences of failure to repay (if legal consequences ensue,
cates debt);
®  the acceptance of risk by the ‘lender’ (acceptance of risk indicats

equity). /

| PepsiCo Puerto Rico Inc v Commissioner of Internal Revenue (2012) 15 ITLR 264,
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International treasury management  10.30

‘Tax arbitrage using hybrid entities

There are many types of hybrid entity, including:

Silent partnerships: a silent partner does not participate in the activi-
ties of the partnership but merely provides capital. They are popular in
Germany, where they are known as ‘Stille Gesellschaften’. The income
is treated as investment income rather than trading income. The return is
often treated as akin to interest rather than a share in the trading profits
of the partnership.

Limited partnerships, where the partner has no responsibility for the
debts of the partnership beyond his investment. This differs from the
normal joint and several nature of partnership liabilities. Again, common
in Germany where it is known as the ‘Kommanditgesellschaft’.

Atypical silent partnerships: these have features of both the typical silent
partnership and the limited partnership, but the partner is involved in the
ent of the enterprise and often commands a premium rate of

on his investment.

O

*
Esamples of arbitrage using hybrid entities

Double deduction for tax losses

Ilr 30 These schemes often revolve around the double use of a deduction
for interest which has generated a tax loss. They take advantage of the fact that
most countries permit companies within their country which are in the same
‘corporate group to pool tax profits and tax losses.

" ore arbitrage activity (see Figure 10.5);

pany A, resident in Inistania owns all the share capital of Company B,
ent in Ruritania. There are other, profitable, group companies in both
tm.n'a and Inistania. Company B has a requirement for an injection
capital. Without any tax planning, this could be achieved by Company
borrowing from a local bank, or by Company A either making a loan or

ibing for additional share capital. However, the group forms a hybrid

entity, Entity X. Entity X could take many forms, but in this example, we

Company A
Inistania

Company B
Ruritania

Figure 10.5
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10.59  Overseas Expansion: Structuring and Financing Further study  10.61

months from the end of the worldwide group’s period of account. There are
onditions to be met:

e all or substantially all of the activities that those companies y;
throughout a period of account consist of treasury activities up

for the worldwide group of which. they form. part; and Both parties to the loan relationship in question are members of the same

worldwide group.

The financing arrangement must be a short-term loan relationship within
the worldwide group. Short term is defined as a money debt or other loan
relationship that either contractually exists for less than 12 months or
in actual fact is in existence for no more than 12 months. Regulations'
are in force which seek to prevent long-term financing arrangements
being dressed up as short term — the exemption will not apply where
the finance arrangement can be settled either using borrowings (rather
than cash), or if it is settled on a temporary basis only by using funds
which are available to the debtor of only a limited time. There is an anti-
avoidance provision to prevent a long-term financing arrangement being
dressed up as a series of short-term ones. Such long-term aggregated

®  all or substantially all of the assets and liabilities of the companies rgja
to such activities. k.

The treasury company may elect for exemption under s 316(2). The result is tha
its transactions are excluded from the group’s total of tested expense and facta:
income amounts, although they are still taken in to account for the gatey
and if the treasury company has external borrowings, these will be incl
the worldwide group’s ‘available amount’. If there is more than one UK g
treasury company, they must each pass this or none of them can be exe

Treasury activities are specially defined for debt cap purposes in s 316(9) as:
managing deposits of surplus cash or overdrafis;

®  making or receiving deposits of money: fin sreangemEnis are MOt EAIE,
®  lending money; "E,
. ; ; F i £ &A:omion Tax (Exclusion from Short-Term Loan Relationship) Regulations. 2009 (S1
L] subscribing for/holding shares in another company which is a UK gro ip : 313),
company and a group treasury company; . '
e investing in debt securities (per the FSA Handbook);

’,}Exemprion from taxation on finance income from EEA group companies
®  hedging assets, liabilities, income or expenses.

Whether or not the exemption is attractive depends on the trade-off be
the amount of tested income that could be taken out of tax via the debt
(because most treasury companies are set up so as to make a profit, made

essentially of an excess of finance income over finance expenses) and the ceste
involved in complying with the debt cap rules. If a treasury company &
for exemption it cannot benefit from the exemption for net financial ii¢es

10.60 To ensure compliance with the EU Treaty, the debt cap provisions
provide that certain amounts of income received from a group company resi-
‘dent in an EEA country are not taxable. The payment must be received from a
‘company which is 2 member of the same worldwide group from a payer who is
the parent, or a 75% subsidiary, or a fellow 75% subsidiary of the same parent
as the recipient. The payer must be liable to tax in the EEA country of resi-
dence on profit, income or gains. This is loosely defined; it appears that local
taxation or property taxes could suffice. Finally, the payer must not be able to
obtain tax relief for the amount paid either in the current, past or future periods.
Importantly, the payer must have taken all possible steps to try to obtain relief.

If there is more than one treasury company, any election mus
them, otherwise none of them can be exempt. Election is

three years of the end of the relevant period. The Financ 012 remo
the requirement that each treasury company in the grou give its consent

to the election. The types of income covered are those covered by the debt cap provisions.

1 Finance Act 2013, s 44, H

2 Per June 2010 Budget Announcement. Under FA 2009, the 90% applied to the total income
of any company carrying out treasury facilities, however minor, so that hardly any treasury
companies would have qualified for exemption.

Stranded deficits in non-trading loan relationships

10.61  Where funds are borrowed in order to finance, say, a foreign subsidi-
ary, those funds have not been borrowed to finance the trade of the borrower.
They are thus termed ‘non-trading’. If there is sufficient income and gains in
the year the interest is paid (from any source) then the interest can be offset.
- However, if there is insufficient income and gains, then the excess interest
can be carried back for a limited period or carried forward without time limit.
- Excess interest carried forward in this way is known as a non-trading deficit on
loan relationships. It can only be offset in future periods against a surplus on
loan relationships, in simple terms when there is an excess of interest receiy-
able over interest payable.

Short-term finance — TIOPA 2010, 55 319-321
10.59  The exemption applies to short-term internal financing and is subject
to a number of conditions. *

Both parties 1o the transaction must elect for exemption (so that if the expense
is allowed, the related income is definitely taxable). The time limit is the usual
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12.5 Transfer Pricing Recommendations in the OECD guidelines 12.7

Whether Konganga will grant a reciprocal reduction of $2,400,000 ip
to be taxed there depends on the wording of any double tax treaty betwe,
two countries. This is discussed further later in the chapter.

such distribution, apportionment, or allocation is necessary in order
to prevent evasion of taxes or clearly to reflect the income of any of
such organizations, trades, or businesses. In the case of any transfer (or
license) of intangible property (within the meaning of section 936(h)
(3)(B)), the income with respect to such transfer or license shall be

A VERY BRIEF HISTORY OF TRANSFER PRICING LEGISLATION commensurate with the income attributable to the intangible.’

pricing test adopted was the Comparable Uncontrolled Price
‘(CUP see below). Relevant circumstances accounting for differences between
mﬁiﬂl prices and open market prices may be taken into account. The legislation
contains the ‘safe harbour’ concept: for loans, services and leasing. This means
that if firms stay within set limits, they can expect their policies to escape
attack under s 482. Like most US legislation, s 482 is accompanied by copious
detailed regulations®, which were substantially updated in 1994 to cover the
wansfer pricing of intangibles and the sharing of costs.

12.5  In 1928 the US Congress granted the Internal Revenue Service
the power to adjust the accounts of related companies. Here is a famous qy
from that time:

‘subsidiary corporations, particularly foreign subsidiaries are
employed to “milk” the parent corporation or otherwise improperly
manipulate the financial accounts of the parent company''.

There was no requirement for consolidated accounts, but the IRS was given the
power to adjust the accounts of individual companies. The League of Nat
(the predecessor of the OECD) introduced in its 1935 Model Tax T
requirement for the arm’s-length method. As a fallback where arm’s-len
profits were difficult to determine, permitted profits were to be determ
within groups of companies on the ‘percentage of turnover’ method. '
alternative method forms the basis of unitary taxation, which is the major a
native to the arm’s-length principle. This method is widely used in the US
Canada to allocate the taxable profits of a company or group of companies
the purposes of state/provincial (local) taxation. This method is also referred

:1 Report 350 67th Congress 1st Session p 14, cited in Picciotto (1992), p 174
2 Taxation ( ional and Other Provisions) Act 2010, s 147.
3 Availab/ dwww.irs.gov/pub/irs-apa/482_regs.pdf.

()V

-@om OF THE OECD

- 12.6 In 1979, the OECD issued a landmark report ‘Transfer Pricing
| Guidelines for Multinational Enterprises and Tax Administrations’. The OECD
firmly rejected global methods of profit allocation or the use of predetermined
formulae to allocate the profits of multinationals between the various host
countries in which they operate.

In 1994 the OECD Guidelines were reissued, reconfirming opposition to global
formulary methods: “the global formulary apportionment approach would not
be acceptable in theory, implementation or practice’. New chapters were added
dealing with transfer pricing of intangibles and cost-sharing agreements (see
below). A further revised set of guidelines was issued on 22 July 2010.

ment of the arm’s-length principle in the US, see Avi Yonah (1995).

In the UK temporary provisions were introduced during the First World W
prevent the avoidance of high wartime taxes by foreign companies trading
the UK. The problem was not properly addressed until in 1945 the Leagte
Nations’ Model Treaty was adopted as the basis for the agreement of il
treaties. To deal with enforcement of Article 9, the UK introdute

pricing provisions in the Finance Act 1951. These were updated

Act 189 tomers closclyredlect the provisians of Article 9l§ a\' However, it should be noted that some commentators continue to prefer the

US legislation to the OECD Guidelines, believing it to be superior in terms of
the certainty that it affords to multinational groups. The US has always taken
responsibility for developing its own rules rather than relying on the OECD
Guidelines and the regulations accompanying s 482 of the Internal Revenue
Code are a good deal more detailed than the OECD material. This higher
level of detail is often preferred by taxpayers and tax administrations alike
as it allegedly provides a higher level of certainty. A common criticism of the
OECD materials is that they are too general.

of the growing variety and sophistication of transactio n
multinational groups. The UK also wanted its domestic tegislation to fol-
low Article 9 more closely as this makes it easier to resolve disputes. See the
‘Further study’ section at the end of this Chapter for more detail about the UK
transfer pricing provisions.

In the 1950s and 1960s the growth of the international tax-planning 1ndustrf
led to the introduction in the US of the s 482 Regulations in 1968.

*Section 482: Allocarion of income and deductions among taxpayers

In any case of two or more organizations, trades, or businesses (whether
or not incorporated, whether or not organized in the United States,
and whether or not affiliated) owned or controlled directly or indi-
rectly by the same interests, the Secretary may distribute, apportion, or
allocate gross income, deductions, credits, or allowances between or
among such organizations, trades, or businesses, if he determines that

RECOMMENDATIONS IN THE OECD GUIDELINES

127 The OECD has historically recommended the use of transactions-
based methods, rather than any method of allocating the profits of multinational
groups to different countries. The methods recommended by the OECD are:
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12.39  Transfer Pricing Resolution of disputes arising from transfer pricing  12.40
the other Contracting State has been charged to tax in that other State
and the profits so included are profits which would have accrued to the
enterprise of the first-mentioned State if the conditions made bﬁtween;
the two enterprises had been those which would have been mada
between independent enterprises, then that other State shall make
an appropriate adjustment to the amount of the tax charged therein
on those profits. In determining such adjustment, due regard shall
be had to the other provisions of this Convention and the competent
au];hun'ties of the Contracting States shall if necessary consult each
other.”

Using our example, the fact that Company A is being taxed by Inistania on
§1 million of profits that are also still being taxed by Ruritania (on Company
"m means that there is double taxation of profits. That is not in accordance
with the provisions of the treaty (the Convention). Assuming that the Inistania—
Ruritania double tax treaty has a provision similar to Article 25 of the OECD
‘Model, Company A can present its case to the Inistanian tax authority and
require it to try to reach a mutual agreement with the Inistanian tax authority as
to what represents an arm’s-length price and therefore have a reciprocal down-
wards adjustment by Inistania which properly reflects the upwards adjustment
qmade by Inistania.

Company A has three years to present its case. The three years would normally
run from the date that a ‘reasonably prudent person’ would have realised he
was being subjected to double taxation. In this case, it would probably be the
date when it became apparent that Ruritania was not prepared to make a down-
wards adjustment as large as the upwards adjustment required by Inistania. It
would not %;if time limits for appealing the relevant tax assessment under

. : Inistanian d already passed. Once Company A has invoked the mutual
ing taxes might have been chargeable. So even though the state making agree ocedure, the Inistanian tax authority has to contact the Ruritanian
upwards adjustment has retrieved the tax deficit on the enterprise resident )

x ¢ : = h 1ax ity with a view to coming to an agreement as to the proper arm'’s-
it has still not retrieved any deficit in withholding taxes. Whether it makes i ﬁ ty 4 gre

: price.
seco_ndary upwards adjustment to make good this deficit in withholding tax
receipts depends on whether this is provided for in domestic law. If it does so,
then double taxation will result which will not necessarily be relieved by thy
normal treaty article on elimination of double taxation and it may be necess
to invoke the mutual agreement procedure,

Few double tax treaties deal with the position regarding ‘secondary adj
ments’. If one state makes an upwards adjustment of taxable profits and
other makes an exactly equal corresponding downwards adjustment, thep
tax revenues of the two states might still be different to what they would k;
been had arm’s-length pricing been applied in the first place. This is bec
higher profits in the state where the upwards adjustment took place might y
have given rise to higher dividends or interest payments, on which withhg

Weaknesses of the mutual agreement procedure

12.40 The tax authorities do not have to involve the taxpayer in their delib-
erations. In a transfer pricing dispute, the primary source of information on
pricing policies and decisions will be the company itself. The company’s
knowledge of its markets and products will naturally be far more in-depth than
that of the tax authorities. By not including the taxpayer in the MAP, the qual-
ity of decisions reached may be poor, as decisions may be based on incomplete
information or inadequate understanding. When requesting a MAP, the tax-
payer needs to co-operate fully with the tax authorities and make available all
pertinent information, even though this may assist the tax authorities in future
attacks on transfer pricing, either of the firm requesting the MAP or of its
competitors. Although, in theory, information supplied to the tax authorities in
the course of a MAP is confidential, in practice it would be unwise to assume
that the tax authority will not make use of the information at some time in the
future.

The MAP provision in the Inistania—Ruritania double tax treaty may simply
require that the two tax authorities ‘shall endeavour to resolve’ the problem. If
they cannot come to an agreement, then the double taxation may remain. Since
2008, the OECD Model Tax Treaty introduced a taxpayer’s right to demand
binding arbitration, should the two tax authorities not be able to reach satis-
factory agreement. Depending on its age and the positions taken by the two
countries on the subject, the Inistania—Ruritania treaty may well not include
this provision for arbitration. The introduction of a provision for the two con-
tracting states to submit to binding arbitration in the 2008 update to the OECD
Model Tax Treaty was intended to speed up the time taken to get a result under

The X‘l.t'Z Group can use two main tools to try to have the Inistanian and.
Ruritanian tax authorities reach an agreement as to the amount of the adj :

® the Mutual Agreement Article of the double tax treaty; or

L assuming Inistania and Ruritania were Member States of the
Arbitration Convention.

These will now be considered in turn below. \&\,Q .

The Mutual Agreement Procedure (MAP)

12.39  Article 25 of the OECD Model Tax Treaty reads:

“Where a person considers that the actions of one or both of the
Contracting States result or will result for him in taxation not in
accordance with the provisions of this Convention, he may, irrespec-
tive of the remedies provided by the domestic law of those States,
present his case to the competent authority of the Contracting State
of which he is a resident or, if his case comes under paragraph 1 of
Article 24, to that of the Contracting State of which he is a national.
The case must be presented within three years from the first notifi-
cation of the action resulting in taxation not in accordance with the
provisions of the Convention.’
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14.2 Introduction to Tax Havens

Rationale for the use of tax havens 14.3

RATIONALE FOR THE USE OF TAX HAVENS context and usually means any shifting of funds out of the country of taxpayer

residence for tax planning or tax evasion purposes. The distinction between
a tax haven and an offshore financial centre can be difficult but it is probably
true to say that whilst all tax havens are offshore financial centres, not all off-
shore financial centres are tax havens. For instance, London is an important
offshore financial centre but one would not normally think of the UK as a
tax haven. Offshore financial centres are jurisdictions in which transactions
with non-residents far outweigh transactions related to the domestic economy
(Dixon 2001). They have some or all of the following attractions: favourable
tax regime, favourable legal environment, and a favourable regulatory system.

14.2 A multinational company (MNC) setting up abroad using a 10g
owned subsidiary has considerable influence over the amount of
declared by that subsidiary: transfer prices, royalties and interest charged, i
management charges can all be manipulated to some extent without cays;
the subsidiary to be considered tax resident in the parent company’s country,

Generally, an MNC will aim to minimise the worldwide tax burden of the-
group by:

®  seeking to minimise taxable income arising in high-tax jurisdictions; Although the tax system will inevitably play some part in their popularity,

: delayi ampings andlor investment income from agl those oﬂ'shu're ﬁnanci‘al l:_enl:res. which are not primarily tax havens use l:hese

- pl_'evcntm_g orgelaying . 23 ra— firit = other attractions to bring in business. For instance, a favourable legal environ-

hle%?itgx %msﬂlcumihﬁ LIE:I ;:Ep- aﬁT e ment may permit MNCs to adopt new financial products quickly and flexibly.
needed elsewhere 4 _ . _

s siting ‘aperations (especially finansial operations) in Jow-tax coug The Gordon Report, prepared for the US Treasury in 1981, listed certain char-

acteristics of a tax haven:

wherever possible to reduce the MNC's average tax rate on its worldw
profits.

The result is that the “foreign tax credit’ mechanism is no longer efficient
a means of ensuring equity between the taxation of earnings abroad and
home. If profits are now repatriated from low-tax countries then MNCs have
tax advantage over firms operating solely in the domestic market. Put ano
way, firms may bear low tax rates abroad, but never bring the money back
their home (and high tax) countries. The result is that overseas investment
financed mainly out of retained earnings or foreign borrowings as the MNC
recycles the foreign profits outside its home country.

Tax havens are used mainly to shelter portfolio income and gains as opp
to profits and gains from foreign direct investment. This is mainly beca
portfolio income is more mobile and because most tax havens do not have
infrastructure to support or attract foreign direct investment such iEN
facturing plants. The factors influencing the location decisions of ﬁ%ﬁ '

briefly considered in Chapter 2. \&'\9 R

What is a tax haven?

14.3  When asked to identify tax havens, most people automatically thir
of small islands, possibly in the Caribbean. However, whilst many Carib
islands do operate to some extent as tax havens, we must examine the prope:
ties of tax havens to make a more considered judgement. We should note th
by acting as a tax haven, in whatever shape or form, a country is competing
business. Countries use their tax systems to attract business and paruc:}llar
attract mobile capital. In some cases tax havens charge hardly any tax, in 0
they charge a rate which they judge to be lower than that charged by competitor
countries. %

Countries generally recognised as tax havens often prefer to be described
offshore financial centres. The term *offshore” has a particular meaning in
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Low

SécrCy: banking and/or commercial. This provides opportunities not
y for tax avoidance but for tax evasion.

il tax on some or all types of income and capital.

bsence of exchange controls.
Provision of offshore banking facilities.
Good communication facilities.

Political stability: offshore investors in Panama had a nasty shock in
1988 where there was a crisis involving the president being indicted of
narcotics offences. This prompted sanctions by the US government and,
eventually, invasion.

Opportunity for multilateral tax planning.
Favourable disposition to foreign capital.
Availability of professional advisers.

Handy location, decent climate for communications and to attract staff.
(Hence the traditional attraction of the Caribbean for US taxpayers.)

In addition, freedom from excessive regulation is an important factor, particu-
larly for the offshore insurance sector. Jersey is well known for this type of
business. On a general definition, Gordon had this to say:

‘The term “tax haven™ has been loosely defined to include any country
having a low or zero rate of tax on all or certain categories of income,
and offering a certain level of banking or commercial secrecy ... The
term “tax haven” may also be defined by a “smell” or reputation test:
acountry is a tax haven if it looks like one and if it is considered to be
one by those who care.’

A recent study (Dharmapala and Hines 2009) indicates that tax havens actually
~ tend to have stronger governance institutions than comparable non-haven coun-
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16.15 Anti-Haven Policy — tackling tax evasion by individuals Economic and political sancrions  16.16
US with details of accounts held with them by US residents. If the fip
intermediaries fail to supply the right information at the right time, in the g
format and n the right amount of detail, they face a heavy penalty. This pen,
is that the US will impose a 30% withholding tax on any payments made
foreign financial intermediary from the US, whether income, or the proceed;
of sales of US securities. If the withholding tax were to be used, this coy
the financial intermediaries out of business, damaging the economies
countries in which they are resident.

a US place of birth, per the person’s passport, or a US mailing address or US
telephone number. There might be a standing instruction to transfer funds to a
US account. If the signs are that an account holder has a US connection, then
the financial intermediary must take further steps to check this. If it turns out
that the account holder probably is a US tax resident, then the account holder
must be formally asked for his US tax identification number (TIN) and for a
_waiver of the account holder’s rights under any financial secrecy laws which
might otherwise apply. If the account holder refuses, then the financial inter-
mediary must report the account holder as a recalcitrant account holder. In this
case, the financial intermediary will be expected to apply 30% withholding on
payments (0 the account holder on behalf of the US.

So concerned are governments of countries where the financial intermed
ies are resident there, that they have negotiated with the US to agree y
how their financial intermediaries will comply with FATCA. France, Gern
Italy, Spain and the UK have negotiated with the US to produce so
‘inter-governmental agreements’ (IGAs) under which the financial ins
tions will report their FATCA information to their own tax authorities,
in turn will relay it to the US. These are known as ‘Model 1 IGAs’. Japan
Switzerland have negotiated slightly different arrangements, under which t

Several commentators have expressed concern over the potentially significant
compliance costs associated with FATCAZ. Christians (2013) has expressed
concern about the legal efficacy of IGAs, which raises questions about enforce-
ment. The big question is whether or not other countries will follow the lead of
the US and also adopt their own FATCA-style legislation. For instance, the UK

financial institutions would report directly to the US: Model 2 IGAs. M is plannin pose similar rules on the Isle of Man, Jersey and Guernsey.
more countries are expected to negotiate IGAs with the US. There are eci] B~
cal and non-reciprocal versions of Model 1, meaning that, in theory, a 1 See (e ont-Tonnerre, J and Ruchelman, S (2013) ‘A Layman’s Guide to FATCA Due

such as the UK, could place equivalent demands on US financial intermex
ies as the US is placing on UK financial intermediaries. Rather than p

the signing of the IGA with the US as capitulating to US extra-territorial
practices, HMRC has presented it as a groundbreaking move, forming part
new standard in international tax transparency (HMRC 2013). :

+/iwww.ruchelaw.com/pdfs/A %20Laymans % 20Guide 5 20t0% 20FATCA % 20Due %20
nce%20and%20Reporting%200bligations.pdf
; | See for example Coder (2013).

ﬁ‘@ and Reporting Obligations’, 42 Tax Management Intemational Journal 75, available

In brief, the main type of information to be provided to the US tax authe

starting in January 2014, is: The push towards automatic exchange of information

e the name, address and tax identification number of the account holder 16.16 FATCA represents a unilaterally imposed system of automatic sup-

. N ply of information for tax purposes, although not necessarily an exchange.
¢ S aEcount Do p It is a far more powerful system than anything devised to date by the OECD,
e the account balance or value; .\\ because it is coercive rather than voluntary. The penalty for non-compliance

. . b with FATCA is clear: the 30% withholding tax. In addition, it is clear exactly
° llﬁig;nents féde dﬁi{ezgﬁzﬁgﬁg?ﬁ;:cm S which taxpayers will suffer the penalty: the non-compliant financial interme-

o ggregale gro P diary. In contrast, it is not clear exactly what ‘bad things’ might happen to a

country which does not get around to complying with the OECD’s initiatives,
eg by not responding to criticisms made in a Peer Review or by signing the
Mutual Assistance Convention but not getting around to ratifying it. Penalties
for non-compliance with the OECD initiatives are indirect, in that a country’s
Teputation may be damaged which might, in turn, lead to a decline in the busi-
‘ness prospects for some of its residents.

—  dividends;
—  interest,
— the sale or redemption of property;

e transfers and closings of deposit, custodial, insurance, annuity fi .

accounts. ‘The drawbacks of the current agreements for information exchange, be they
mthe form of double tax treaties containing a full Article 26 (Exchange of
Information) or a TIEA, are that these methods of information exchange
depend on requests being made. As we have just seen, requests can only be
‘made when the requesting country has already established grounds to suspect
~one of its residents of tax evasion. Along with the G20 Finance Ministers,
the OECD is now pursuing the implementation of a standardised model of
Automatic exchange of information. Under this system, rather than waiting

If foreign intermediaries operated in a corporate group, all group m ember
who are financial intermediaries must register under FATCA'.

As well as reporting to the US on specific customer accounts, financial
mediaries are expected to carry out due diligence procedures to find out¥
of their customers might be US taxpayers. Technically, they are requifss/
determine whether an account holder has ‘US indicia’. Such indicia would

520 521



