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			Foreword

			It is my pleasure to provide this introduction to Substance 2.0, aligning international tax planning with today’s business realities co-authored by my fellow partners Axel Smits and Isabel Verlinden. With the help of international tax and transfer pricing experts within the PwC network of firms, this book provides guidance on a range of substance issues in 48 countries.

			The second edition of this publication comes at a moment when we are facing some of the most important and difficult global economic challenges in recent history. Budgetary needs continue to cause policy makers and other interested parties in a large number of countries to question tax planning by multinational groups from a ‘morality’ perspective, as contrasted to the more traditional technical perspective. Nothing in the news today implies any abatement of these concerns in the near term and they could quite readily increase. Since the first edition was published, we have widely seen new anti-abuse legislation being passed and new substance-related cases being ruled on in court proceedings.

			In its second edition, the book still addresses the continuing need for the proper connections between tax planning and economic substance. It addresses the substance topic in the context of corporate structures, from the perspective of the tax residency of companies and with a view to the beneficial ownership of income flows. It also addresses substance from an operating model angle, covering the implications of the transfer pricing of goods, services and intangibles among entities marked by some form of common economic interests. It can provide guidance to taxpayers everywhere as they review whether their tax strategies are technically robust and sufficiently substance-based to deal with increased scrutiny by tax authorities.

			As a tax consultancy firm, we believe that taxpayers must be allowed to benefit from favourable tax regimes and incentives, both in terms of the legal structures they opt for and the business models they apply. They should at all times ensure that their tax strategies are credibly supported in the tax law and are aligned with the actual business facts and circumstances. 

			The economic experiences of the past few years should teach us that changes in the global economy can be rapid and that the tax planning we do today is likely to be viewed with a different lens sometime in the future. In this context, I believe that the best argument for the propriety of any tax planning a taxpayer does is a combination of supportive law and strong economic substance.

			I hope that you will enjoy reading this book and please do not hesitate to contact the authors on this most challenging topic!

			Rick Stamm

			Vice Chairman, Global Tax Leader − PwC US

		

	
		
			Editorial

			Axel Smits and Isabel Verlinden

			Partners

			Brussels, 15 June 2012

			Since the first edition of this book appeared in 2009, the topic of substance has gained in importance fairly rapidly. Spurred on by persistent economic uncertainty, tax authorities and policymakers have stepped up their efforts to challenge (deemed) artificial forms of tax structuring, and this trend is far from ended. We are seeing initiatives at individual country level, as the country chapters in this book show, as well as at the level of the OECD and the EU, with increased questioning of so-called ‘aggressive tax planning’.

			We still believe companies have a right to organise themselves tax-efficiently: taxation is one of the many costs of doing business, and diligent managers have to keep track of costs to free up funds for investments and to reward their stakeholders. That said, we also believe groups’ tax policies should be coherent, consistent, reasonable and economically credible: it is not sustainable to engage in international tax planning that does not fully align with business strategy.

			When seeking an answer to the question ‘what kind of substance is required?’, companies still too often hope for a checklist of requirements for doing business in a given jurisdiction. As this book makes clear, the substance question has many facets and requires a tailored approach. However, the rule of thumb remains, that having capable people and appropriate assets in place to perform tax-beneficial activities in a given jurisdiction, will always be an excellent starting point.

			This book focuses on substance in corporate structures (tax residence, permanent establishments and beneficial ownership) and operating models (profit allocation), but the permanent establishment dimension has been developed more prominently. Domestic tax rules are now discussed for a total of 48 countries around the globe and we review how they interact with the OECD rules (double tax treaties, transfer pricing guidelines) and EU law.

			Finally, it is with pride that we can say that we could not have produced this second edition without the continued enthusiasm and knowledge of our PwC colleagues both in our Belgian tax practice and around the global network of PwC member firms.

			Axel Smits and Isabel Verlinden

		

	
		
			Part 1: Setting the scene

		

	
		
			Background 

			For many years, multinational corporations (MNCs) have tried to reduce their corporate tax charge. From their investors’ perspective, the reason is fairly simple: an investor is looking for value and a return on his investment. There are typically two drivers for this return. The first is the so-called cash profit-margin driver, which usually makes the largest contribution to shareholder value creation. It is defined as EBITDA (earnings before interest, taxes, depreciation and amortisation), and focuses on the pre-tax cash margin earned in the business before any financing or depreciation charges, thus eliminating any accounting distortions.1 The second important driver is the cash-tax driver. Cash taxes are a direct deduction from free cash flow and therefore have a negative impact on return. It is this driver that companies have in mind when trying to reduce their tax payments. There is thus a certain economic logic behind (international) tax planning efforts within MNCs: in simple terms, they aim to optimise their stakeholders’ return on investment.

			An important facilitator of international tax planning is to be found in the differences in tax systems around the world. Next to historical differences in these tax systems, governments have found that the features of their tax regimes can help them to attract foreign investment. Many have tweaked their tax legislation to make it more attractive to MNCs to set up certain business activities in their jurisdictions. Sometimes tax measures are generic in nature, such as a low corporate income tax rate; other measures are more tailored to attracting specific activities or industries.

			MNCs use these beneficial tax regimes to their advantage in an effort to achieve a low overall effective tax rate and increase shareholder value. As operational changes are not always a feasible option, much tax planning is done as a form of legal structuring, without appropriate business changes being made. This can best be illustrated in the following example.

			Example: Use of a low-taxed financing entity

			Assume that a multinational group, ABC, wants to use the tax benefits of setting up a financing company in country X in order to obtain a more effective tax charge on income generated from its intercompany financing.

			The intercompany financing activities within ABC’s group are organised and managed from country Y. ABC incorporates a new legal entity in X and allocates all intercompany lending to the new entity. The meetings of its board of directors and shareholders are organised in X (at least on paper). From an operational perspective, the intercompany finance is still managed from Y.

			Various tax benefits can be obtained by ABC’s group in the above example: interest deductions can be created where they did not exist before and it can obtain withholding tax exemptions on interest payments, plus, of course, a low tax rate on the interest income.

			On the opposite side to these benefits are the tax authorities of the jurisdictions where a lower amount of taxes is paid as a consequence of ABC’s tax planning exercise. They receive less tax than before and are certainly not pleased with that.

			Over the past few decades, tax authorities in many countries have asked for (and obtained) anti-abuse measures to be implemented in their domestic legislation: thin-cap rules to avoid unlimited debt push-downs or CFC2 rules to tax income subject to low tax abroad, etc. Consider also the increased importance of international transfer pricing, with tax authorities around the world stepping up their efforts to ensure that companies operating in their jurisdictions abide by the arm’s length principle at all times.

			More recently, policymakers have been pushing for measures challenging so-called ‘aggressive tax planning’ where they feel that cross-border planning is aimed more at double non-taxation than instead of trying to avoid double taxation.3 

			It is not the aim of this book to cover all the anti-abuse measures that have been implemented around the globe in recent years. Rather, the authors wish to focus on one area in particular – ‘substance’ – which they feel is of great importance for successful long-term international tax planning.

			There is a clear tendency for tax authorities to challenge (tax effective) structures with insufficient substance. They increasingly demand economic rationale behind international tax planning initiatives. If an MNCs tax strategy is aligned with its business strategy, then it should be feasible to meet this demand. In such a case, the business model will just be executed tax efficiently, with the key functions, risks and assets being deployed in one or more tax beneficial locations. 

			Unfortunately, there are also those cases where MNCs want the benefit of certain tax features without addressing the substance question appropriately (see below for examples). Today, setting up holding, finance or other companies in any jurisdiction without proper local representation in terms of functionality and risk profile has become a scenario that is best avoided.

			When considering ‘substance’, two main areas can be distinguished:

			•	on the one hand there is the MNCs’ corporate (legal) structure, where questions can be raised on the tax residence of legal entities, the permanent establishment issue or the beneficial ownership of certain revenue streams;

			•	on the other hand, there is the MNCs’ operating model, where questions may be raised as to whether its transfer pricing policy is fully aligned with the realities of the business.

			We will analyse substance at three levels: domestic law, the viewpoint of the Organisation for Economic Cooperation and Development (‘OECD’)4 and the rules of the European Union (‘EU’).

			1 A. Black, P. Wright and J. Bachman, ‘In Search of Shareholder Value. Managing the Drivers of Performance’, London: Financial Times Management, 1998, 136.

			2 Controlled foreign corporation.

			3 See for example: European Commission Consultation Document, ‘The internal market: factual examples of double non-taxation cases’, 29 February 2012, TAXUD D1 D(2012); OECD, ‘Report on Hybrid Mismatch Arrangements: Tax Policy and Compliance Issues’, March 2012.

			4 In French: Organisation de coopération et de développement économiques. The OECD is an international organisation of 34 countries that accept the principles of representative democracy and free-market economy. One of the concerns of the OECD is to coordinate domestic and international policies, including the coordination of bilateral tax treaties via its continuously evolving Model Tax Convention. This has fostered the growth of a global web of bilateral tax treaties.

		

	
		
			Topics covered 

			1	Substance in corporate structures

			1.1	Legal entities and permanent establishments

			Generally speaking, a company is subject to tax on its worldwide income in the country where it is tax resident. As is clear throughout the following chapters, the criteria to determine whether a company is a tax resident of a given jurisdiction can – very broadly – vary from the country of incorporation to the country where it is effectively managed.

			The same can be said with regard to permanent establishments. Also the criteria to determine whether a permanent establishment is present in a given jurisdiction vary from country to country.

			The relevance of these concepts in international tax planning is that legal entities and permanent establishments that may benefit from low taxation are usually set up in countries outside the territory where the MNC is headquartered and quite often in countries where there are no or limited operational activities. The MNC setting up the legal entity or permanent establishment in the low-tax jurisdiction will seek (more) presence there in order to gain access to its beneficial tax features. The question is then whether the MNC will set up activities managed out of the low-tax jurisdiction, or whether it will limit itself to meetings of its board of directors and shareholders there (at least on paper), as was explained above in the example. 

			The tax authorities in the home state (or another state where actual operations take place) may try to claim that the new entity or permanent establishment is not truly present in the low-tax jurisdiction but rather in their country. Or, alternatively, they may claim that a permanent establishment is present in the home state, based on the fact that management is performed there. As a consequence, the MNC may suffer tax on the same income in two or more states, depending on the international rules that apply.

			The fact that tax authorities do look at these issues and (a lack of) substance can therefore be illustrated by the following three real-life cases.

			Example: Belgian company – tax residence challenged in Luxembourg

			In the context of its IPO, a large Belgian company set up a Luxembourg holding company to distribute dividends from one of its businesses to the rest of the group. The holding was incorporated in line with Luxembourg company law, but it had no operating activities or local management. The holding was a letterbox company, with no offices, telephone or employees in Luxembourg. The board of directors comprised Belgian employees and a Luxembourg lawyer. The Belgian tax authorities made an initial claim against the group for several tens of millions of Euros, arguing that the company is effectively managed from Belgium and should be subject to Belgian corporate income tax. The group is currently still challenging the claim, stating that they have solid arguments underpinning the holding company’s Luxembourg tax residence.1

			Example: Italian telecom company – tax residence challenged in Luxembourg2

			A dominant Italian telecom player was held by a Luxembourg holding company, whose shares were sold to another Luxembourg holding company. Under the Italian-Luxembourg double taxation treaty, the right to tax the capital gain realised on the sale went to Luxembourg (where the gain was exempt). Italy had no right to tax. Distributed dividends were treated similarly. The Italian tax authorities concluded that the Luxembourg holding company selling the shares was in fact an Italian company for tax purposes, for the following reasons: it had no employees, offices or assets in Luxembourg, and a law firm organised all board meetings in Italy, prepared the minutes of the meetings in Italy and had them signed there. The tax authorities issued an assessment of EUR 1.6 billion. At the time of writing, the current state of this case is uncertain.

			Example: Italian haute-couture designer – tax residence challenged in Luxembourg

			Italian prosecutors alleged that the designers of a well known Italian fashion company created a holding company in Luxembourg and then sold their brands to the holding company in 2004 to avoid paying higher corporate taxes in Italy. The prosecutors believe that the fashion house was still being run from Italy despite the sale of the brands to the Luxembourg holding company, giving rise to a taxable residence or permanent establishment in Italy. The prosecutors allege that the fashion house owes approximately €1 billion in back taxes, interest, and fines.

			In November 2011, the Italian Supreme Court overturned a lower court’s dismissal of tax evasion charges. This means that the designers are now faced with potential criminal charges for tax evasion. 

			1.2	Beneficial ownership

			Most countries provide for some kind of withholding tax on dividends, interest and royalties. Depending on the international rules, an exemption may be available from the withholding tax. If none is available in the direct relationship between the payer and the recipient of the payment, it will typically be analysed whether an exemption might be available if a third entity would be interposed. If that entity becomes the recipient and is allowed full discretion as to what it does with the monies received, then usually no issues will arise. If, however, it is a mere flow-through (conduit) entity, then tax authorities may challenge the withholding tax exemption, arguing that there is a lack of substance as the recipient of the payment is not its ‘beneficial owner’ but merely an artificially interposed entity set up for the sole purpose of preventing the withholding tax falling due.

			Example: Royalty payment routed via a third country

			Multinational group, ABC, headquartered in country X has an operating company in country Y which is using several of its patents. In order to remunerate the use of these patents, an arm’s length royalty payment is introduced, which is to be paid by the operating company on an annual basis. Under Y’s domestic law, 25% withholding tax is due on the royalty payments. Under the double taxation treaty between X and Y, this withholding tax rate can be reduced to 15%. As the ABC group is unable to obtain a tax credit in X, it sets out to introduce a new legal entity in country Z. That entity is able to claim a full withholding tax exemption on royalties received from Y; it can also apply an exemption on royalty payments to X.

			Subsequently, the operating entity in Y pays its royalties to the new company in Z, which is required to pay a similar amount (less a small spread) to ABC in X. It has no say in the timing of payment or the amount paid. The tax authorities in Y could consider the entity in Z not to be the beneficial owner of the royalties it receives and refuse to apply the withholding tax exemption.

			As we will see below, the complexity here arises from the definition of ‘beneficial ownership’, or rather the lack of one. The concept appears at both OECD and EU levels, but each defines it separately and, moreover, civil law countries take differing views (if they are already familiar with the concept) to those of the common law countries. Although the term seems to date back to 1945, there is still much confusion about its exact interpretation and application. Nor does the case law, which is discussed below, provide any great clarity.

			2	Substance in operating models

			Where tax rate differentials exist and an MNCs tax base is not globally consolidated, a higher or lower effective tax charge can be obtained depending on where the group generates its profits and losses. The mere absence of tax consolidation means that losses of a legal entity in one jurisdiction usually cannot be offset with profits of a legal entity based in another jurisdiction.

			International transfer pricing rules dictate that companies that are part of a multinational company group need to deal with each other as if they were third parties, i.e. by applying open market conditions (the so-called arm’s length principle). In order to determine how much profit (or loss) an entity is entitled to, an analysis is required of the functions performed, risks assumed and intangible assets used. The entity performing the most crucial functions, assuming the key risks and, especially, owning the most valuable intangibles will typically be entitled to the largest share of the profits or losses. In the context of transfer pricing planning, MNCs will try to create de facto consolidation by centralising key functions, risks and intangible assets in a so-called ‘entrepreneur’. In order to obtain a low effective tax rate, they will aim at locating the entrepreneur entity in a favourable tax jurisdiction. The other entities in the group will then work under the supervision of the entrepreneur and obtain a moderate (lower risk reflecting) compensation for their work.

			In order for the entrepreneur to have sufficient substance, the MNC will have to ensure that it does indeed perform key functions, assume key risks and own key intangibles. Achieving this to good effect usually has a significant operational impact on the group, requiring a move of key people and assets to the low-tax jurisdiction. Otherwise, tax authorities, especially in those jurisdictions where key functions and assets still reside, may challenge the profit allocation, which may result in double taxation.

			Example: Entrepreneur structure in country S

			Multinational group ABC decides to centralise its European operations in country S. The activities of operating entities in other European countries will be trimmed down in terms of functionality and risk profile. In fact, the manufacturing companies will be converted into contract manufacturers and the sales entities into commission agents. However, ABC opposes the idea of having to move people to S. Some are transferred to the payroll of the new company in S, but the decision-makers remain in their original country and continue to work for their original employer. There is also no transfer of valuable assets to S. Nevertheless, there is a significant change in profit allocation, with the manufacturing entities and the commission agents all being remunerated as mere cost-centres. Nor is any proper documentation drafted documenting either the initial situation or the planned entrepreneur structure. In various European countries, ABC is challenged on the new transfer pricing model due to a clear lack of substance.

			In the part on operating models, we first of all look into the issue of economic substance in the context of permanent establishments, which seems to be even more demanding than for legal entities. The ‘significant people functions’ concept does not seem to help in clarifying what is required in a permanent establishment context since the substance requirements under Article 7 OECD Model Tax Convention on Income and on Capital (‘OECD MTC’) appear to be more far-reaching than in the context of Article 9.

			The second main topic dealt with in this part relates to the transfer pricing aspects of business restructurings, in particular the OECD’s chapter 9 of its transfer pricing guidelines3 (‘OECD Guidelines’), which aims to address concerns regarding economic substance, inter alia in the aforementioned entrepreneur structures. This chapter amplifies the need to raise the responsibility of MNCs for evidencing economic substance.

			1 See the Belgian country chapter for detailed comment on the Belgian approach to tax residence (see part 8).

			2 M. Rossi, Telecom Italia Deal Hit With Massive Tax Bill, Tax Notes International, August 2007, Issue 47, 649.

			3 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators, Paris: OECD, 22 July 2010 (‘OECD Guidelines’).

			

			

		

	
		
			Applicable rules, and how they relate to each other

			In considering substance in the domain of corporate structures (residence, permanent establishments and beneficial ownership) and operating models (profit allocation), the question is which rules apply and how they relate to each other. In this respect, we cover the domestic law in 48 countries, the relevant OECD-based rules (Double Taxation Treaties, Transfer Pricing Guidelines) and applicable EU law (primary and secondary legislation).

			1	Domestic law

			When engaging in international tax planning, the starting point is always domestic law. Domestic tax rules may (or may not) provide for a number of features that make it tax beneficial (or otherwise) for an MNC to do business there. Beneficial features include a low corporate income tax rate, low taxation on certain types of income, or withholding tax exemptions. Adverse features include the opposite of the above, or special anti-abuse provisions such as thin-cap rules or CFC provisions.

			If domestic (and foreign) tax systems are considered on a stand-alone basis, this will possibly result in the tax benefit of an overseas jurisdiction subsequently being neutralised in the home jurisdiction (e.g. based on CFC rules). The situation may be even worse if a corporation is normally taxed in an overseas jurisdiction and is taxed again on the same income in the home country (effective double taxation).

			In order to mitigate this exposure, a variety of international rules have been introduced. These (mainly OECD and EU based) rules may supersede domestic legislation and avoid double taxation (or ensure less than single taxation).

			2	OECD

			In the following parts, we will cover the OECD approach at two different levels. Where relevant we will also compare the OECD approach to the United Nations (‘UN’) appproach.

			2.1	Residence of legal entities, permanent establishments and beneficial ownership

			In our discussion of the above, we look at the relevant articles of the OECD MTC – the basis for most double taxation treaties – as well as the OECD’s and other Commentaries on that Convention. In the country chapters in part 8, the OECD approach is reviewed from a domestic perspective: we clarify how each jurisdiction looks upon this approach and the relationship between domestic law and the international rules (i.e. whether or not the international rules prevail over domestic law).

			2.2	Transfer pricing (profit allocation)

			In our discussion on transfer pricing, reference is also made to the OECD MTC. Articles 5, 7, 9 and 23 are examined in particular. Reference is also made to the OECD Guidelines, which reflect the so-called ‘arm’s length principle’ (in turn laid down in Article 9 OECD MTC).

			Although the OECD Guidelines are not of binding force, they constitute an important reference in many countries as a supplement to local transfer pricing legislation and domestic guidance.

			3	EU

			For countries that are part of the EU, the analysis of which rules should be considered when reviewing whether sufficient substance is available cannot be limited to domestic law or OECD-based rules. It should also include a review of the applicable EU law, both primary EU legislation (the fundamental freedoms under the Treaty on the Functioning of the EU) and secondary EU legislation (the directives, including the Parent-Subsidiary and Interest & Royalty Directives). Under both primary and secondary EU law, Member States are permitted to enact anti-abuse rules; failure to abide by these anti-abuse provisions means that the taxpayer will not be able to rely on EU law. The boundaries of what constitutes abuse and the requisite level of substance to be able to rely on EU law are still in the course of being formulated by the European Court of Justice (‘ECJ’).1

			As we see below, the ECJ has handed down a landmark decision2 with particular impact on how the substance concept should be approached in an EU context, in which it states that anti-abuse rules can only be justified if they target ‘‘wholly artificial arrangements’ aimed at circumventing the application of the legislation of the Member State concerned’.

			4	The Limitation on Benefits clauses

			A separate part is devoted to limitation on benefits (‘LoB’) clauses, which we typically find in double taxation treaties concluded by the United States of America. The clause is aimed at refusing the protection of the treaty to those not entitled to its benefits or intent on abusing them. As these clauses are typical for US treaties and LoB clauses depart from the principles of the OECD MTC, it is important to review each such clause to determine whether or not treaty access is available when analysing the substance question in relations with the USA.

			As we explain below, the LoB clause requires a taxpayer, say, to have its primary ‘place of management and control’ in its state of residence, which is not exactly the same concept as the OECD test under the ‘place of effective management’. Other tests needing to be considered here are the base erosion test (beneficial ownership), the active trade or business test and the headquarters test.

			1 C. Ehlerman and K. Nakhai, EC Law Aspects of Revised German Anti-Treaty Shopping Laws – part II, European Tax Service, February 2007, 4.

			2 European Court of Justice, 12 September 2006, Cadbury Schweppes plc., Cadbury Schweppes Overseas Ltd. v. Commissioners of Inland Revenue, Case 196/04, http://www.eur-lex.europa.eu.

		

	
		
			Part 2: Substance in corporate structures - Legal entities

			Introduction

			In the 2009 version of this publication, we indicated that tax authorities around the globe were stepping up their efforts to challenge what they deem to be artificial tax structures. Today, ever more questions are raised on whether legal entities within an international group are indeed tax resident in their country of incorporation, or whether it can be argued that they are resident elsewhere. Tax authorities actively review whether they can claim that an entity is tax resident in their jurisdiction, thereby hoping to catch its income within their tax net.

			For taxpayers to be able to investigate the potential risk of a successful claim by their tax administrations, a detailed analysis is required, covering a complex mix of domestic legislation, (OECD-based) double taxation treaties – usually prevailing over domestic law – and EU law (typically overriding double taxation treaties and domestic law in so far as of direct effect in the EU Member States).

			We start with a general analysis from a domestic law perspective. This book contains analyses of the domestic requirements of 48 countries around the world. These country chapters form part 8 and elaborate on the issue of residence there.

			Subsequently, we review the OECD approach to tax residence. This is relevant because most double taxation treaties are based on the OECD MTC, which contains a specific article on corporate tax residence (article 4). We review the history of the OECD MTC, and look at article 4(3) to see how views on corporate tax residence have evolved down to the present. As double taxation treaties aim to resolve disputes on tax residence between treaty countries, we look into the question of whether they are indeed doing so today.

			Finally, we examine the EU rules relevant for the tax residence of companies within the EU (and, hence, the applicable tax regime). Whereas the OECD mainly tries to resolve disagreement on where tax residence is located, the EU approach differs slightly and is set against the background of the fundamental freedoms laid down in the Treaty on the Functioning of the European Union, especially the freedom of establishment. The question, then, is whether EU Member States can apply their own fiscal anti-abuse provisions, which might prevent companies in their jurisdictions from setting up entities in other EU Member States.

		

	
		
			The domestic level

			1	Domestic residence concepts

			In this book, we examine residence as the different criteria that States apply in order to subject companies to their domestic tax regime and levy tax accordingly. Inevitably, they apply different connecting factors to demarcate their territoriality and thus stake out their taxation rights. A tax-connecting factor establishes a relationship between a tax jurisdiction and a taxable person, and is the element through which the right to tax is conferred on that jurisdiction.1 In the European Union, the lack of harmonisation on tax-connecting factors is set to give rise to multi-jurisdictional conflicts, resulting in potential double taxation situations.

			The right to levy taxes is one of the crown jewels of a country’s sovereignty. Most nations around the world apply a territoriality concept to enforce their taxation rights over private individuals or companies. This refers to their power over events and persons within the bounds of a particular geographical territory. The pivotal role of the residence concept can be explained by the historical distinction between source-State taxation and residence-based taxation, both of which are nexus-based taxation principles that have their jurisdictional roots in the principle of territoriality.2

			Territoriality embraces two principles:

			•	the right to levy taxes on the worldwide income of all private individuals living, or companies established, on the territory of a given state (the residence principle);

			•	a right to tax triggered by an asset located in the territory or a transaction that takes place or an activity that is carried out in the territory (the source principle).

			This chapter focuses on taxation rights triggered by the residence of a legal entity (company) in a given State and how its residence can be determined for tax purposes.

			MNCs often try to achieve tax breaks by establishing subsidiaries in low-tax jurisdictions. To ensure the effectiveness of international tax planning, it is not only crucial to ensure that the company is considered resident in the targeted jurisdiction, but also that other stakeholders (e.g. foreign tax administrations) accept its residence in that jurisdiction. Different countries use different residence concepts to determine whether an entity is subject to tax on its income (worldwide or otherwise) in their jurisdiction.

			Part 8 sets out how 48 countries around the globe interpret the tax-residence rules. Various generic concepts for determining tax residence can be arrived at based on their domestic provisions:

			•	‘place of incorporation’ is used as a (first) test to determine tax residence in many countries (e.g. Australia, Canada, the Netherlands, the United Kingdom, the United States of America). According to the incorporation doctrine, it is the law of the State in which the company is incorporated that governs its activities;

			•	the counterpart of the place of incorporation test is the ‘real seat’ doctrine. This does not apply the law of the State where a company was founded, but stipulates that the law of the State where the company actually has its head office or real seat is authoritative. Two main tendencies can be observed here:

			−	the concept of place of ‘central management and control’ has been developed as a second test to determine a company’s tax residence in common law countries (such as the UK and the USA) and focuses mainly on the pinnacle of power to determine tax residence, i.e. the place where ‘top decisions’ are made;3

			−	alternatively, the ‘place of management’ is a concept more common in continental Europe to determine corporate fiscal residence. It focuses on day-to-day management tasks to determine residence, rather than looking at the place where top decisions are made.4

			The existence of concepts such as ‘central management and control’ and ‘place of management’ can be explained by countries’ differing legal cultures.5 The two main systems of corporate governance are:

			•	the Anglo-American, one-tier model (associated with ‘central management and control’);

			•	the continental European, two-tier model (associated with ‘place of management’).

			Within Europe, the United Kingdom is a prominent country with a single-board system, consisting of executive and non-executive directors; some other countries like Ireland take the same approach (hence the ‘Anglo-American’, one-tier model). On the other hand, Germany traditionally employs the dualism of a management board and a separate supervisory board. This system is also found in the Netherlands, Austria, Finland and Denmark. Some countries such as Sweden have legal frameworks that cannot be exclusively classified as one-tier or two-tier systems, and other countries, like Belgium, Portugal and Spain, allow legal entities to choose between the two systems. The EU took the same approach of creating a mixed system when it created the European company, the Societas Europaea. According to article 38 of Council Regulation No. 2157/2001 on the Statute for a European Company, a Societas Europaea has to comprise ‘either a supervisory organ and a management organ [two-tier system] or an administrative system [one-tier system]’.5

			In general, a company engaged in real activity can have three or more levels of management. Starting at the bottom, there might be:

			•	shop-floor or ‘on-the-spot’ management: mostly carried out by normal employees under the supervision of executive management. It’s the administrative operations of the business that deals with practical but still very relevant matters relating to office management (e.g. payroll, accounting, rental of office space,...);

			•	day-to-day management or daily management: where one would expect to find the executives and senior staff who actually make the business tick, the people directly giving the orders that govern the company’s operations;

			•	senior management: the central policy core of the whole enterprise, the pinnacle of power. The difficulty is that it may be indistinguishable from the daily management above. It may be a passive body (non-executive directors, that perform no daily management) merely keeping an eye on things, or it may be a very active body (executive directors, that also perform daily management).

			In a one-tier model, the board of directors consists of both executive and non-executive directors (CEO and chairman). They are both responsible for developing the strategy of the company and carrying on its daily management. In its model of corporate governance, the shareholders’ meeting appoints the board of directors, which manages the corporation. It is possible that the company elects a management control committee – whose members are selected from among, and appointed by, the directors who sit on the board and which performs the monitoring function.6

			The two-tier model draws a distinction between a management board and a supervisory board. Scholars refer to the two-tier model as a structure that splits the management tasks of the one-tier board of directors. In the two-tier system of corporate governance, the shareholders’ meeting appoints the members of the supervisory board, which is the monitoring body of the corporation. The supervisory board then appoints the management board, whose principal function is to manage the corporation.7 The management board consists of full-time managing directors, and is responsible for low-level, day-to-day management under the supervision of the CEO. The supervisory board consists of non-executives (such as the chairman) and performs a control function for the shareholders. It is responsible for appointing the members of the management board.

			The two models can be summarised in the following table:8
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							Chairman works closely with the CEO, and there are board committees for audit, compensation and nominations
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			Due to these differing concepts, dual-residence conflicts may arise in cases where multinational companies carry on business in different jurisdictions around the world. In order to mitigate the potential double taxation risks arising as a consequence of these conflicts, taxpayers can rely on double taxation treaties.

			Reference can be made to article 4 OECD MTC (see The OECD level et seq.), which offers guidance on residence in cases where companies are deemed resident in multiple jurisdictions. However – as we see later in this book – no conclusion can be drawn in relation to residence from an OECD point of view without (at least) referring to the general rules defining residence on a domestic level. In the following, we provide a brief overview of place of incorporation, legal seat of a company and the real seat doctrine (including ‘central management and control’ and ‘place of management’).

			2	Place of incorporation

			According to the incorporation doctrine, the law that governs the activities of a company is the law of the State in which it was incorporated.9 It is therefore a doctrine based in principle on a formal interpretation of fiscal residence. A company will be liable to tax in the State in which it is incorporated.

			The most important factor in this doctrine is the will of the companies’ owners, as it is they that can choose in which country the company will be registered.10 They have the option to decide what (tax) law will apply to their company.

			The main merit of the incorporation principle in the substance debate is its simplicity and legal certainty. Where incorporation is the connecting factor with the legal system of a State, a company will remain tax resident in that State irrespective of whether it is actually managed there. Some writers argue that this advantage makes the place of incorporation concept ideal for use in a double tax treaty context: dual-residence conflicts would effectively be solved in each case where registration or incorporation (or any other formal criterion) occurred in one of the Contracting States.11

			However, applying and recognising the incorporation principle also opens up the possibility for fraud, for example the establishment of ‘letterbox companies’, which may have no substantial connection whatsoever with the State where they are incorporated. It was this drawback that led the OECD to decide against using this concept as a tie-breaker rule in article 4(3) OECD MTC:

			‘It would not be an adequate solution to attach importance to a purely formal criterion like registration. Therefore [article 4] paragraph 3 [OECD MTC] attaches importance to the place where the company, etc. is actually managed’.12

			In addition, some writers refer to the ‘ability to pay principle’. This rests on the idea that the tax burden should be geared directly to the taxpayer’s income and wealth, i.e. a company should pay its taxes in the place with which it has the closest economic nexus. The place of incorporation test relies on a formal legal criterion that is controlled by the taxpayer itself and does not require a genuine economic connection with the country that subjects the company to an unlimited tax liability.13 

			Moreover, scholars often refer to the risk of a ‘race to the bottom’ when the place of incorporation is used as a decisive criterion in assessing residence. As has already been seen, national legislatures compete with one another by making their laws as attractive as possible for companies to incorporate there.14

			3	Legal seat (registered office/statutory seat)

			Another formal criterion that is often used as a residence criterion is the ‘legal seat of the company’. Companies must usually indicate their legal seat in their articles of association, which is subsequently registered in the company’s register. In many (civil law) countries, this is used as a criterion to determine a company’s tax residence.15 Much like ‘place of incorporation’, this criterion excels in simplicity and expresses the choice made by the shareholders of the company, but is also open to fraud. The question may also be raised whether this test accords with the ‘ability-to-pay’ principle.

			Although many countries adhere to the place of incorporation or legal seat of the company notion to assess residence as a first test, most of them apply additional rules (such as ‘central management and control’ or ‘place of management’) to claim tax residence by foreign companies in their jurisdiction and counteract the disadvantages of the place of incorporation concept. 

			4	Real seat doctrine

			Whereas the incorporation principle looks at the formal criteria of registration of the company, the real seat doctrine determines the fiscal residence of a company more on the basis of an assessment of the factual circumstances. It does not apply the law of the State where a company was incorporated, but stipulates that it is the law of the State where the company actually has its head office, real seat or economic nexus that is decisive.16 This doctrine is based on the consideration that it is the law of the State that is economically and politically most affected by the company’s activities that should apply. If no such link exists, the company will not be allowed to fall under its jurisdiction.17 Therefore, the real seat of a company does not necessarily coincide with its place of incorporation or operational headquarters, which makes assessing the question of its tax residence far more complex. The real seat theory guarantees companies whose activities are connected with the territory of a State that the legislation of that State will apply. This principle is intended to counter tax avoidance (lack of substance). For example, letterbox companies lacking any (economic) link with a State are not considered as having their real seat within its territory.

			In some countries (e.g. the Netherlands and the UK), a combination of the two criteria is used such that tax law – in order to determine tax residence – refers to both the place of incorporation and the ‘place of management’ or the place of ‘central management and control’ of the company.

			How the real seat of a company can be determined depends on the applicable domestic legislation and should be analysed on a case-by-case basis. Moreover, all national rules referring to a real-seat criterion are ‘open norms’, leaving a wide margin of interpretation to tax authorities and courts.18 In general, there are two, separate (domestic) interpretations of the ‘real seat’ doctrine: ‘central management and control’ and ‘place of management’.

			4.1	‘Central management and control’

			Definition

			‘Central management and control’ is typically described as the central policy core of the whole enterprise, the highest level at which the business of the company is controlled,19 at which the policy decisions of the directors are taken.20 This place is usually, although not exclusively, defined as where the board of directors meets.21 It is the place where the company truly keeps house and does business.22

			In the OECD MTC Commentaries of 1963 and 1977, the UK expressed the opinion that ‘place of effective management’ and ‘central management and control’ are synonyms. However, this was later revised by her tax authorities in their practice statement, where they held that:

			‘It is now considered that effective management may, in some cases, be found at a place different from the ‘place of central management and control’’.23

			‘Central management and control’ is most often used in the common law countries, and was set out in the English case of De Beers Consolidated Mines, Limited v. Howe.24 The UK still plays a leading role in defining the concept. Therefore, the interpretation of the UK courts and her tax authorities will serve as a basis for future insight into the concept. The UK’s case law and relevant guidelines25 cite the concept in determining whether a company is tax resident there: a company resides where its real business is carried on, which is where its ‘central management and control’ truly abides.26 This test is very relevant in view of the recent trend for corporate inversions in several common law countries, where questions may be raised by local tax authorities in relation to the substance of overseas entities.

			Case law

			The definition of ‘central management and control’ offers little practical guidance for the ‘central management and control’ test. However, as the test has been introduced by the courts27 and has been further developed by them, useful reference can be made to it to examine what tendencies can be extracted in a broader context. Because ‘central management and control’ derives from the ‘real seat’ doctrine, it will be interesting to see how courts interpret what factual elements are (or are not) important to determining tax residence.

			‘Central management and control’ is a common law concept and so case law is of great importance. Common law is law created and refined by judges: a decision in a pending court case depends on decisions in previous cases and affects the law to be applied in future cases, until overruled by a higher court.28 Not only will domestic case law be important, but judges will sometimes look to foreign case law to make their judgments.

			The broad rule to determine whether or not a company is resident in the UK is taken from the case of Cesena Sulphur Co. v. Nicholson29 which held that a company will be resident in the UK if that company has its centre of control there, i.e. where its seat and direction is located. The Cesena Sulphur Company had been incorporated under English law, but conducted all of its activities outside the UK (mostly mining operations in Cesena, Italy). Despite having its production capacity outside the UK, the memorandum of association (as it then was) provided that all board and shareholder meetings should take place in the UK. In addition, all dividends were declared in the UK. Based on these facts, the court held that the company was actually resident in the UK for income tax purposes. This rule was subsequently confirmed in numerous other cases30 and formed the basis for the landmark decision in De Beers and the creation of the concept of ‘central management and control’. 

			Five landmark cases are discussed below:

			•	De Beers Consolidated Mines, Ltd. v. Howe (UK);

			•	Unit Construction Co. Ltd. v. Bullock (UK);

			•	Wood v. Holden (UK);

			•	Laerstate BV v. HMRC (UK);

			•	Garron (Canada).

			>	De Beers Consolidated Mines, Ltd. v. Howe (1906)

			De Beers was the first case to authoritatively set down the ‘central management and control’ test. In this case, Lord Loreburn stated that the test should be used for determining the tax residence of a company.

			Facts

			De Beers Consolidated Mines, a company specialised in mining and selling diamonds, was incorporated in South Africa, with its formal headquarters in Kimberley. The facts can be summarised as follows:

			•	all general meetings of the company (its day-to-day management) were held at the headquarters in Kimberley;

			•	most of the directors lived in the UK, with a minority living in South Africa;

			•	some directors’ meetings were held in Kimberley; the majority were held in London, however;

			•	the more important decisions were managed at the meetings in London (negotiations with diamond syndicates, the working and development of the mines, allocation of profits, appointment of directors);

			•	all decisions that needed a majority vote by the directors were taken at the London board meetings.

			The question that arose was whether, although the company was registered in South Africa, it should be treated for tax purposes as a UK-resident company on the ground that most of its steering functions were performed there.

			Decision

			In his conclusion, the judge, Lord Loreburn, stated:

			‘The Commissioners, after sifting the evidence, arrived at the two following conclusions, viz.:

			•	that the trade or business of the appellant company constituted one trade or business, and was carried on and exercised by the appellant company within the UK at their London office;

			•	that the head and seat and directing power of the affairs of the appellant company were at the office in London, from whence the chief operations of the company, both in the UK and elsewhere, were, in fact controlled, managed, and directed.

			These conclusions of fact cannot be impugned, and it follows that this company was resident within the UK for purposes of income tax, and must be assessed on that footing. I think, therefore, that this appeal fails’.31

			Comment

			It clearly appears from this decision that the determination of ‘central management and control’ is fact-based. Essentially, the court defined corporate residence as the locus of financial, administrative and policy decision-making. Therefore a company resides where its ‘central management and control’ reside.

			Although the court stressed the factual approach taken in the ‘central management and control’ test, in the years following De Beers, the UK tax authorities developed a more formal approach, in which they looked only to acts that are constitutional (articles of association). Only constitutional management should be examined for the purposes of the ‘central management and control’ test. Formal elements thus became more important than the factual situation (‘form-over-substance’). In the International Tax handbook issued by the UK tax authorities, this has been stated as follows:

			‘Nevertheless the [tax authorities’] view had been that in looking at the acts which constitute management and control one should look only at those acts which are intra vires the Articles – at those acts which are constitutional’.32

			>	Unit Construction Co. Ltd. v. Bullock (Inspector of Taxes) (1959)33

			The tax authorities’ form-over-substance view was held to be wrong in the Unit Construction case, decided in 1959, in which the court looked at what facts should be examined in order to evaluate ‘central management and control’.

			Facts

			A UK parent company had three African subsidiaries performing various local trading activities on behalf of the parent. All three subsidiaries had local boards of directors consisting of African residents. Their articles of association provided that the African boards could meet anywhere except in the UK, and had power to take all necessary decisions. However, as the subsidiaries had been operating so unsuccessfully, the parent company decided to take over control, contrary to the companies’ articles of association, which stated that the boards of directors could not meet in the UK. As a consequence, the local board stood aside in ‘all matters of real importance’ (and also matters of lesser importance),34 which were handled by the board of directors of the English parent company in London. The tax authorities therefore argued that ‘central management and control’ was in the UK as the local board of directors merely ‘rubber-stamped’ the decisions taken by the board of directors of the English parent company.

			The facts in Unit Construction are somewhat exceptional. It is very clear that, despite the companies’ articles of association, the management was actually performed by the English board of directors.

			Decision

			Despite the exceptional nature of the facts in the case, the High Court and the Court of Appeal rejected the tax authorities’ view and held that the centre of management and control was not within the UK. They stated that:

			‘only constitutional, and therefore authorised, management and control are relevant to an inquiry as to the residence of a company’.35

			Based on this, the High Court and the Court of Appeal placed ‘central management and control’ in Africa, as the companies’ articles of association clearly stated where control should be performed. They did not look at the facts to determine where de facto control was exercised.

			The House of Lords opposed this formalistic view by the High Court and the Court of Appeal, and placed ‘central management and control’ in the UK. It stated that:

			•	‘the local management tasks were performed in the UK, despite the provisions in the companies’ articles of association’; and

			•	‘from the facts, it was clear that the UK board of directors usurped the whole local management’.

			In Lord Radcliffe’s view, ‘[the Special Commissioners] admit of only one conclusion, that, by the year 1952, every decision of any importance that concerned the running of the businesses in Kenya of the Alfred Booth & Co. Ltd. subsidiaries was being taken in London by directors of the parent company.

			On those facts, the seat of the ‘central management and control’ of the subsidiaries changed, and passed from Africa to the United Kingdom. This is a straightforward case of de facto control being actively exercised in the United Kingdom, while the local directors ‘stood aside’ from their directorial duties and never purported to function as a board of management’.36

			Unit Construction held that, if the statutory directors stand aside and allow others to manage and control the company, it is those people, actually managing the company, to whom one must look in reaching a conclusion on tax residence.37

			Comment

			In Unit Construction, the court found that ‘central management and control’ is a question of fact and that constitutional propriety is irrelevant. Contrary to the tax authorities’ view as set out above, it is necessary to look to where the real heart of the company is situated.38 The Lords, dissenting from the decisions in both the lower courts, dismissed the argument that ‘only constitutional, and therefore authorised, management and control are relevant to an enquiry as to the residence of a company’.

			It should be pointed out here that the facts in Unit Construction were fairly straightforward: they undisputedly showed that virtually all decisions were taken by the board of directors in the UK, and it was they that effectively controlled the African subsidiaries. The African management merely rubber-stamped the decisions taken at a higher level. 

			The judge in Wood v. Holden, Park J., suggested that the House of Lords decision in Unit Construction should be regarded as highly exceptional due to its straightforward circumstances.39 Later cases, with less-straightforward facts, did not always have the same outcome.40 Therefore, it should always be assessed whether all major (management) decisions are taken elsewhere (on the lines of Unit Construction), or whether just some decisions are taken elsewhere. If the local board of directors continues (independently) to exercise its local powers (or at least some of them), ‘central management and control’ remains local. This does not mean that a parent company cannot influence its subsidiaries. But, a distinction must clearly be made between influence and control.41

			As a precedent, Unit Construction made it clear that, in order to determine residence, all factual circumstances should be analysed, rather than only the formal elements (i.e. ‘substance-over-form’).42 It also demonstrated that it is the highest level of control of the business that counts. That control may be exercised by the board of directors in accordance with the articles of the company, as in De Beers, or by some other person, such as a parent company or individual shareholder who has in fact assumed management and control of the business, as in Unit Construction.43 The court places a lot of stress on the senior management function, rather than the daily management.

			>	Wood v. Holden (Inspector of Taxes) (2006)44

			The issue of a board merely rubber-stamping decisions taken at a higher level was also the nub of a later tax case, Wood v. Holden.

			Facts

			Wood, a UK taxpayer, incorporated a company in the Netherlands for the mere purpose of acquiring a holding and later selling it again at a profit. As a result, the latent gains resting on the shares were ‘parked’ in the Netherlands and became subject to a more beneficial tax regime than in the UK. The managing director of the Dutch special purpose vehicle was a local trust office. The trust office executed the share purchase and sale transaction in the name of the Dutch SPV.

			The objective of the transaction, namely to circumvent the UK’s capital gains taxation rules, could only be achieved if the Dutch SPV qualified as a non-resident for UK tax purposes. Therefore, ‘central management and control’ had to be outside the UK.

			The UK tax authorities contested the transaction by arguing that the UK shareholder (guided by a professional tax consultant) took all the relevant decisions for the Dutch SPV in the UK, and they were rubber-stamped by the Dutch board of directors. Thus, according to the tax authorities, ‘central management and control’ was situated in the UK, and all gains resulting from the sale were taxable in the UK.

			The main observations by the UK tax authorities were that:

			•	no actual management took place in the Netherlands as the only local management actions were the mere drafting and signing of documents (execution of board resolutions regarding the purchase and sale of the shares). These resolutions were not acts of management according to the UK tax authorities;

			•	the decisions taken by the local management were not ‘informed’ decisions. An informed decision is ‘an effective decision as to whether or not the resolution should be passed and the documents signed or executed’ and such decisions require some minimum level of information. The decisions must at least to some extent be informed decisions. Merely going through the motions of passing or making resolutions and signing documents does not suffice.45

			As the actual decisions were taken in the UK (e.g. the acquisition/sale of the shares) and the Dutch board of directors merely rubber-stamped them, the UK tax authorities argued that the board of directors did not actually make the necessary reflections before carrying out its actions, and did not exercise any ‘management actions’ whatsoever, or take any informed decisions. If the board of directors had examined and reflected what the board documents entailed, they would have exercised management functions (and ‘central management and control’ would not have laid in the UK).

			Decision

			The Court of Appeal agreed with the High Court and stated that, in applying the ‘central management and control’ test, one must look to the actual business of the company. If its business is such that no great intervention or management is required for carrying out its tasks, this needs to be taken into account in applying the test. If these tasks are no more than signing and executing certain documents, and they are performed in the Netherlands, ‘central management and control’ is placed there.

			Park J. phrased this as follows in the High Court:

			‘There is a difference between, on the one hand, exercising management and control and, on the other hand, being able to influence those who exercise management and control. There is another difference, highlighted by Unit Construction v Bullock, between, on the one hand, usurping the power of a local board to take decisions concerning the company and, on the other hand, ensuring that the local board knows what the parent company desires the decisions to be’.

			He went on to state:

			‘It is also necessary to keep in mind that, while the cases which I have referred to so far all involved the residence of companies with active continuing businesses, it is possible (and is common in modern international finance and commerce) for a company to be established which may have limited functions to perform, sometimes being functions which do not require the company to remain in existence for long. Such companies are sometimes referred to as vehicle companies or SPVs. ‘Vehicle’ has a belittling sound to it, but such companies exist. They can and do fulfil important functions within international groups, and they are principals, not mere nominees or agents, in whatever roles they are established to undertake. They usually have board meetings in the jurisdictions in which they are believed to be resident, but the meetings may not be frequent or lengthy. The reason why not is that in many cases the things which such companies do, though important, tend not to involve much positive outward activity. So the companies do not need frequent and lengthy board meetings’.46

			The Court of Appeal concurred in the High Court’s opinion as voiced by Park J.47

			Comment

			Three important conclusions can be drawn from Wood v. Holden.

			First, the judgment is in line with the old case law, as discussed above in Unit Construction48 or other, similar case law, where a differentiation is made between ‘influence’ and ‘control’.49

			The board of directors may be ‘influenced’ by other persons, but this does not mean that de facto it has ceased to exercise its management functions. In the court’s view, the directors of the SPV did all that could be expected of them:50

			•	they engaged a consultant to advise and represent them in the negotiations for resale of the shares;

			•	the consultants reported to the directors of the SPV at least twice; 

			•	the consultants recommended that the board of directors accept the offer from the outside purchaser;

			•	the legal department of the SPV reviewed the legal documents together with the consultants, who gave a second opinion;

			•	the SPV gave written confirmation to the consultants that they agreed with the drafted agreements and that they would execute them accordingly.

			It is clear from Wood v. Holden that the directors of a subsidiary have to give up all management and control, and all their roles have to be usurped by the (directors of the) parent company, for a shift of ‘central management and control’ to be deemed to have taken place.

			The case confirmed that the key issues relating to corporate residence are:

			•	the place where ‘central management and control’ of the company are exercised by its constitutional organs (usually the board); and

			•	whether the functions of the board as a constitutional body have been usurped.

			Second, it is not necessary to prove intense activity in a company whose business does not require to be intense.51 In this respect, Park J. stated explicitly that ‘[i]n general, although large amounts of money may have been involved, the functions which the companies were established to fulfil did not involve much regular activity, so there was no great need for frequent exercises of ‘central management and control’’.52

			Third, when directors meet, they should make informed, substantiated decisions. If they do not take substantiated decisions, and merely rubber-stamp decisions taken elsewhere and do not apply their minds to or think about those decisions, it will be difficult to say that the jurisdiction in which the directors meet is the centre of the company’s management and control.

			On the other hand, if the directors do apply their minds to, and do think about, the decisions they have to take, the company will be resident in the place where the directors meet. 

			>	Laerstate BV v. HMRC (2009)53

			The issue of ‘rubber-stamped’ decisions has also been the subject of another, more recent, case: Laerstate.

			Facts

			A German national who took up residence in the UK in 1993 had acquired the entire issued share capital of Laerstate, a Dutch BV, in December 1992. Between December 1992 and November 1996, he was intimately involved in various negotiations in the UK for the acquisition and subsequent sale by Laerstate of shares in Lonrho plc, a UK company. The German shareholder also sat on the board of directors between December 1992 and August 1996. 

			Over this period, Laerstate’s board occasionally met in the Netherlands to approve various aspects of the subsequent share deals and to execute certain legal documents. Laerstate pointed to these board meetings and the agreements as evidencing exercise of ‘central management and control’ in the Netherlands, rather than the UK. It argued that ‘central management and control’ should be located by reference to the resolutions of the board that approve the relevant transactions and documentation, or where legal documents are signed. If all board meetings were held outside the UK and no material legal documents were signed there, ‘central management and control’ could not be located within the UK. As a consequence, Laerstate was not a UK tax resident. 

			The UK tax authorities confirmed that, in the event that a company is directed at board meetings, the location of ‘central management and control’ is usually where the board of directors meet. In this case, however, the board did not function as such and all the business decisions had been made by a dominant director who was also the company’s 100% shareholder and resident in the UK at the time. The question was therefore whether the shareholder urged and persuaded his co-directors, who then made the decisions; or whether the other directors had simply abdicated their responsibility in relation to management of the company. Evidence showed that it was the German shareholder who made the strategic and policy decisions on behalf of Laerstate, both during the period in which he was a director and after he resigned. Certain factors brought the tax authorities to the conclusion that Laerstate was a UK tax resident, rather than a Dutch tax resident:

			•	Although the company had more than one director, each of them could separately bind and represent the company, i.e. the German shareholder could easily represent and contract legal agreements on a standalone basis in his residence State (the UK) without any involvement by his peer directors.

			•	Most board meetings of Laerstate considered only minor (administrative) matters. There were no fundamental policy or strategy meetings. 

			•	The shareholder held negotiations regarding the acquisition and sale of the Lonrho shares. If other directors were to be involved, this was only secondary.

			•	No draft agreements were provided to the other directors prior to their being signed showing that they had been thoroughly reviewed and considered by them.

			•	Travel records showed that the German shareholder was in the UK at critical times during the subsequent transactions. The shareholder’s own diary clearly showed that he had been in the UK when a large number of critical decisions were taken.

			•	The German shareholder carried on all relevant negotiations and instructed London solicitors, who reported to him alone.

			•	The board did not actually meet until March 1996, so the minutes of prior board meetings appeared to be of the German shareholder having a meeting with himself. Moreover, the Tribunal found that, although the German shareholder had actually been at three meetings, the minutes did not record this.

			Decision

			The court was asked to determine whether the company’s ‘central management and control’ was in the UK, and subsequently, whether the ‘place of effective management’ of the company was in the UK as opposed to the Netherlands. The opinion of the court hinged on such specifics as whether decisions were made by the board of directors or by one director living in the UK and therefore whether the taxpayer company was de facto resident in the UK due to its ‘central management and control’ being operated from the UK.

			The tribunal found that a distinction had to be drawn between two time periods: (i) the period in which the German shareholder was a member of the board of directors and (ii) the period in which he was no longer a member of the board of directors. During the period in which the shareholder was a member of the board of directors, the body of evidence demonstrated that he arranged, negotiated and made (all) the crucial decisions in relation to the relevant transactions, while the other directors were only involved after the negotiations had been completed. Due to the fact that the shareholder could represent Laerstate individually, ‘central management and control’ was to a great extent exercised by the shareholder in the UK (making Laerstate a UK tax resident). 

			The mere fact that sporadic board meetings were held outside the UK did not change this:

			‘Just as for an individual, for example, where a temporary departure from the UK would not of itself give rise to a change of residence, the residence of a company will not fluctuate merely by reason of individual acts of management and control taking place in different territories. The whole picture must be considered in each case’.54

			For the period in which the shareholder was no longer a director of Laerstate, the court referred to Wood & another v. Holden (see Part 2, The Domestic Level, section 4.1). As the shareholder could no longer represent and bind Laerstate, its residence during that period turned on whether the other directors were at that time in possession of the minimum details necessary to make informed decisions in their capacity as board members.

			The court found as follows:

			‘On the evidence, central control and management of the [Company] was exercised in the UK during the entire relevant period. In the period to 30 August 1996 when Mr B [the shareholder] left the [Company], Mr B’s activities as a director of the [Company] went much further than ministerial matters or matters of good house-keeping. His activities in the UK as a director of the Company were certainly concerned with policy, strategic and management matters, and included decision-making in relation to the [Company’s] business in that period. Furthermore, after Mr B ceased to be a director on 30 August 1996 there was no change in the way the [Company] was managed. From August 1996 and December 1996, on the evidence, Mr T [the other director] acted on Mr B’s instructions without considering the merits of them. The decisions made were those of Mr B, who predominantly made those decisions in the UK, and Mr T’s activities were limited to signing documents when told to do so and dealing with routine matters such as the accounts. The [Company] was therefore resident in the UK during the time after Mr B ceased to be a director on 30 August 1996 until at least 31 December 1996’.

			In contrast with the taxpayer in Wood v. Holden, Laerstate was not able to claim that the board was in possession of even an absolute minimum of information upon which it could base a decision. For example, at one stage, the shareholder referred to the Lonrho shares as ‘his’ shares, and said that he had ordered the director to dispose of ‘his’ shares.

			The appeal against the verdict of the First-Tier Tribunal was struck out on 1 March 2011.55 

			Comment

			Determining ‘central management and control’ is a question of fact and there can be ‘no assumption that ‘central management and control’ must be found where the directors meet’. In this case, none of the board meetings were held in the UK, nor were any of the documents signed there. However, in consideration of these facts, the court referred to the case of De Beers and the words of Lord Loreburn, who had said that the test of ‘central management and control’ does not ‘confine itself to a consideration of particular actions of the company, such as the signing of documents or the making of certain board resolutions outside the UK’. This decision stresses the importance of not only holding regular meetings outside the country one is seeking to avoid tax residence of, but also ensuring that proper discussions take place (and are minuted) and informed decisions made rather than the motions of a meeting or signing a document just being gone through.

			>	Federal Court of Appeal Canada, St. Michael Trust Corp. v. Her Majesty the Queen [Garron] (2010)56

			In Garron, the Federal Court of Appeal of Canada ruled that the ‘central management and control’ test was not only applicable to legal entities, but also to trusts. This case law is important, as with regard to trusts, there is little jurisprudence on this topic. 

			Facts

			In this case, the management and control of some trusts set up in Barbados, and its implications for their liability to Canadian income tax were questioned. 

			The appellants were two Canadian residents, Dunin and Garron, who jointly owned a Canadian company (‘PMPL’). Two trusts were settled by a resident of St. Vincent, an island in the Caribbean (the ‘Garron Trust’ and the ‘Dunin Trust’, collectively the ‘Trusts’). The trustee for both Trusts was St. Michael Trust Corp., a trust company resident in Barbados. The Canadian shareholders received preference shares redeemable at CDN 50M (the freeze shares) of PMPL. Each Trust respectively owned an Ontario holding company that acquired common shares (the growth shares) to which would accrue the post-freeze value of PMPL.

			Two years post implementation, the Trusts disposed of the shares as PMPL was sold to a third party. As a result, the Trusts realised a capital gain of approximately CDN 450M.

			According to the taxpayers, this capital gain was tax exempt, based on the fact that the Canada-Barbados tax treaty exempted these gains from Canadian tax because the trusts were administered in Barbados. Previous Canada Revenue Agency (CRA) practice, based on a court decision called ‘Thibodeau’57, stated that a trust was resident in the same jurisdiction as its trustee, i.e. Barbados (capital gains are exempt according to Barbados law). 

			The tax authorities did not agree with the above, arguing that the Trusts were resident in Canada due to the exercise of management and control in Canada. As back-up, it also argued for Canadian residence on the basis of a special rule for non-resident trusts (section 94 of the Canadian tax code); and if that failed, on the basis of Canada’s general tax anti-avoidance rule.

			The Tax Court of Canada58 dismissed the taxpayers appeals and held that the judicial test of residence that has been established for corporations, ‘where the ‘central management and control’ actually abides’, should apply to trusts with appropriate modifications. The court stated that Thibodeau should not be taken as setting out a test for trust residence based solely on residence of the trustee, as that only was relevant in that particular case. 

			Decision

			The Federal Supreme Court of Canada decided in favour of the Canadian Tax authorities. At the Tax Court, Justice Woods held that the residence of a trust for tax purposes is to be determined by applying a ‘central management and control’ test similar to that applied in determining the residence of a corporation, contradicting the earlier CRA practice. This method was confirmed by the Supreme Court. 

			In arriving at this conclusion, the Court noted that no previous case has rejected the ‘central management and control’ test as an appropriate legal test for the residence of a trust, at least not in situations where it was found, that someone other than the trustee exercised management and control of the trust property.

			The difficulty with trust structures is that, according to the Court, a fine line must be drawn between the beneficiary giving (strong) recommendations to the trustee (but allowing him to have an own decision making process) and the situation wherein the beneficiaries are actually controlling the trust. The Court cautioned that on which side of the line a case falls is a factual question, requiring consideration of the evidence in its totality. 

			In its argumentation, the Supreme Court agreed with the statement of the Tax Court, in which management and control should be interpreted within the corporate context, i.e. it is usually to be found to reside with the directors (senior management), even if they may be under significant influence from shareholders or others. Only when the influence of those shareholders is considered to be ‘usurping’, ‘central management and control’ could be located at the level of the shareholders. In the trust context, it was noted that effective management occurs where key decisions are made (usually by the beneficiaries) notwithstanding that a trustee may be making certain low level decisions elsewhere.59

			In this case, the role of the trustee was limited to signing and executing documents, despite its other competences under the trust indenture, a.o. reference can be made to:

			•	an internal memorandum in which the trustees competences were limited;

			•	most of the Trust’s investments were made on the indication of certain beneficiaries (in Canada); 

			•	tax advisors to the Trust had mostly contact with the beneficiaries;

			•	no evidence could be provided to show that the trustee played an active role within the Trust (beyond administrative management and signing documents). Also, it was questionable that the trustee had the required qualifications to perform more than administrative management.

			As such, the Supreme Court concluded that ‘central management and control’ had to be located at the level of the beneficiaries, and the Trust must be considered to be a Canadian tax resident.

			Comment

			This case provides important guidance on how the residence of trusts will be determined for tax purposes in Canada (and probably also other Common Law countries). In essence, these case affirms that the residence of a trust is, for Canadian tax purposes, the place where the ‘central management and control’ of the trust is actually exercised, which is not necessarily the place where the trustees reside. In essence, the Court stated that the same ‘substance-over-form’ approach should be followed as for determining residence.

			Also important is the confirmation that the use of the ‘central management and control’ test for trusts is a difficult one – as it should be measured within the context of trusts. For trusts it is considered to be normal that the beneficiary ascertains a strong steering role towards the trust. However, this role must be limited to only steering, while the actual decision making process remains with the trustee, and as such can be evidenced by facts. This will be a very difficult balancing act. 

			The appeal by the taxpayer was recently denied by the Supreme Court of Canada.60

			The UK’s HMRC Statement of Practice 1/9061

			It is clear that case law plays a defining role in development of the ‘central management and control’ test. However, it is not the sole contributor. Her Majesty’s Revenue and Customs, the UK’s tax authority, has issued an interesting statement of practice setting out the relevant questions to be answered in order to determine tax residence in the UK.62 Naturally, ‘central management and control’ play a central role in the statement of practice, which is reproduced in International Taxation Manual 120200.

			After enactment of the Finance Act 1988,63 which introduced the ‘incorporation rule’ into the UK (see Part 2 , The Domestic Level, section 2) as a first residence test, a great deal of confusion existed regarding the expressions used in the 1988 provision (particularly ‘carrying on business’ and ‘taxable in a territory outside the UK’). In 1990, the HMRC issued a statement of practice to explain its interpretation. The 1990 statement replaced an older one,64 which already dealt with the interpretation of the ‘case law rule’. The new statement of practice did not change the old one, except for an amendment in paragraph 19 to suggest that ‘there may be cases where it is not possible to identify any one country as the seat of ‘central management and control’’.65

			The statement of practice is a helpful guide, setting out the relevant questions to be answered in order to determine tax residence in the UK:

			‘Residence has always been a material factor, for companies as well as individuals, in determining tax liability. But statute law has never laid down comprehensive rules for determining where a company is resident and until 1988 the question was left solely to the Courts to decide. FA88/S66 introduced the rule that a company incorporated in the UK is resident there for the purposes of the Taxes Acts. Case law still applies in determining the residence of companies excepted from the incorporation rule or which are not incorporated in the UK’.66

			On the case law test (‘central management and control’ concept) it goes on to say:

			‘In determining whether or not an individual company outside the scope of the incorporation test is resident in the UK, it thus becomes necessary to locate its ‘place of central management and control’. The case law concept of ‘central management and control’ is, in broad terms, directed at the highest level of control of the business of a company. It is to be distinguished from the place where the main operations of a business are to be found, though those two places may often coincide. Moreover, the exercise of control does not necessarily demand any minimum standard of active involvement: it may, in appropriate circumstances, be exercised tacitly through passive oversight. Successive decided cases have emphasised that the ‘place of central management’ and control’ is wholly a question of fact. For example, Lord Radcliffe in Unit Construction said that ‘the question where control and management abide must be treated as one of fact or ‘actuality’. It follows that factors which together are decisive in one instance may individually carry little weight in another. Nevertheless the decided cases do give some pointers. In particular a series of decisions has attached importance to the place where the company’s board of directors meet. There are very many cases in which the board meets in the same country as that in which the business operations take place, and ‘central management and control’ is clearly located in that one place. In other cases ‘central management and control’ may be exercised by directors in one country though the actual business operations may, perhaps under the immediate management of local directors, take place elsewhere’.67

			Although the UK’s tax authority seems to attach a great deal of weight to the place where the board of directors gathers, it also recognises that it is not always conclusive in determining ‘central management and control’. In some cases, ‘central management and control’ are exercised by another body, or a single individual (e.g. a shareholder). In such cases, the residence of the company is where the controlling body or individual exercise their powers.68 If problems should arise in determining a company’s residence, the UK tax authority will adopt the following approach:

			‘Generally, however, where doubts arise about a particular company’s residence status, HM Revenue & Customs adopt the following approach:

			•	they first try to ascertain whether the directors of the company in fact exercise ‘central management and control’;

			•	if so, they seek to determine where the directors exercise this ‘central management and control’ (which is not necessarily where they meet);

			•	in cases where the directors apparently do not exercise ‘central management and control’ of the company, HMRC then look to establish where and by whom it is exercised’.69

			Perhaps the most interesting part of the Statement of Practice is this last one, as it explains the steps the HMRC will take in order to assess the residence of a company. However, for a definition of central management and control, it seems to refer mostly to case law, rather than giving its own definition or interpretation.

			‘Central management and control’ has been developed within the one-tier model. The one-tier model does not differ between the executive and non-executive tasks of the board of directors. Both forms of decisions are executed within the same legal vessel, by the same persons. In essence, the one-tier model invests all corporate powers in a single board of directors, unlike the separation between management and supervisory boards provided for in the two-tier model. Therefore, the place where the board meets and takes its decisions will be the pinnacle of power, and the place of ‘central management and control’.

			The separation of management and supervision in the two tier-model has led to an alternative interpretation of residence: the ‘place of management’ test.

			4.2	‘Place of management’

			One of the alternatives for ‘central management and control’ is ‘place of management’. Like ‘central management and control’, discussed above, the ‘place of management’ is another concept under the ‘real seat’ doctrine. Here, we analyse how this test should be used, and how it compares to ‘central management and control’.

			Definition

			In continental Europe, the fiscal residence of companies is often based on the concept of the ‘place of management’. No uniform definition is available. Each country has its own, slightly different interpretation, based on its domestic law, case law and administrative guidelines. Some States use it in a sense more akin to that of ‘central management and control’, which is management at the highest level, while other States refer more to day-to-day management. This can be explained by the differences in fiscal culture among the countries that use the concept.

			In most cases, national rules also refer to so-called open norms.70 This means they are not defined very strictly, and require a case-by-case analysis, leaving the norm open to interpretation by the tax authorities and courts. A few examples illustrate these differences in interpretation.

			>	Belgium

			Belgium uses the term ‘seat of management’ (‘zetel van bestuur of beheer’/‘siège de direction ou d’administration’). The ‘seat of management’ has been defined in the Belgian case law and official commentaries as the place from where directing impulses emanate or the place where the company’s effective management and central administration abide, meaning where the corporate decision-making process actually occurs. In most scholars’ view, and supported by case law, the notion refers to the place where senior management is performed, and where the general policy decisions are taken.71 Usually, reference is made to the place where the board of directors gathers.

			>	Denmark 

			An assessment of level of substance, ‘place of management’, etc. is not relevant in relation to determining the tax residence (in Denmark) of companies incorporated in accordance with Danish corporate law. Such companies are in any case considered resident in Denmark for tax purposes.

			In relation to other limited liability companies, including foreign companies, the sole relevant criterion is the ‘place of management’. Thus, a company will be considered tax resident in Denmark if day-to-day management of the company is carried on there – without taking into account where the business of the company is carried on or located.

			>	France

			According to the most recent internal interpretation,72 ‘effective management and control’ is closely associated with the place where strategic decisions are made for the purpose of determining the management, industrial and commercial policy necessary for running the business. The effective ‘place of management’ is in principle the place where the person or persons at the most senior level (e.g. the board of directors) take their decisions. Where the effective ‘place of management’ is located is a question of facts and circumstances.

			>	Germany

			A company is resident in Germany for corporate tax purposes if it has either its management or its registered office there.73 The General Tax Code defines ‘management’ as being the central point of upper management74 and will generally be the place where important company decisions are regularly deliberated and taken – not necessarily where they are carried out.75 

			The realm of upper management in taking important decisions does not necessarily include the determination of general corporate policy and participation in uncommon or irregular measures or decisions of particular economic importance.76 This also applies to the supervision of management or other special functions that are typically exercised by shareholders (of a private limited liability company – GmbH) or a supervisory board and general shareholders’ meeting (of a public limited liability company – AG).77 

			In general, the management is carried on by the persons who are entitled to represent the company, i.e. the managing directors or the board of directors. However, de facto management can be in the hands of other persons, for instance the shareholders or a simple service provider.78 

			These principles apply regardless of where the company was incorporated. A company established outside Germany and that has legal representatives outside Germany will still be considered resident there for tax purposes if the important decisions for the company are made in Germany. Even offices in a foreign country will not prevent the company from being resident in Germany if the office acts only on instructions from persons resident in Germany. 

			In any case, the ‘place of effective management’ is determined on the basis of the actual facts and circumstances of each individual case. The registered office of the company is as set out in the company’s constitutive documents. 

			>	Italy

			According to Italian tax law,79 resident companies are those that have in Italy (for the greater part of the tax year):

			•	their statutory seat;

			•	their ‘place of effective management’; or 

			•	their main business purpose.

			The statutory seat is that resulting from the articles of association of the company. 

			The ‘place of effective management’ is the place where the most crucial decisions are made and where the company’s directional activity is carried on. Therefore, consideration must be given to where company directors usually meet to take decisions on the company’s business. 

			>	Luxembourg

			According to section 159 of the Income Tax Act, the test for tax residence is satisfied if a company has either its registered office (as defined in its articles of association)80 or its place of central administration in Luxembourg. 

			Strictly speaking, the mere fact that a company’s registered office is in Luxembourg means it will likely be considered a Luxembourg tax resident from a Luxembourg tax perspective. The registered office is generally defined as the seat of the company as fixed in its articles of association. However, under section 2 of the Companies Act, a company has to maintain its central administration (head office) in Luxembourg in order to maintain its Luxembourg nationality. 

			While the Income Tax Act refers to either the registered office or the place of central administration, from a legal viewpoint, a company will be subject to Luxembourg law only if it has its central administration in Luxembourg (this is called the ‘théorie du siege social’ (‘management doctrine’, as opposed to the ‘théorie du siege statutaire’, or ‘incorporation doctrine’). Until such time as evidence to the contrary is produced, the central administration of a company is deemed to be located at its registered office. 

			>	The Netherlands

			In determining the ‘place of (effective) management’ of a legal entity, the Supreme Court’s emphasis is on strategic rather than day-to-day management.81 

			The following general guidelines can be distilled from case law on this subject: 

			•	the place where the directors who have legal authority to bind the company82 execute their board decisions is the most important factor; 

			•	where these directors merely execute instructions given to them by others, it is the location of those other, actual decision-makers that is crucial; 

			•	in determining who makes decisions, all the company’s core activities have to be taken into account; non-core activities are of lesser importance; 

			•	other criteria such as bank accounts, offices, bookkeeping, etc. are of secondary moment and generally become more relevant if it is not clear where decisions are made in relation to the company’s core activities, as they provide an indication of where the main decision-making location is probably situated in the case of multiple locations. 

			>	Switzerland

			Under domestic law,83 a commercial corporate entity (corporation) is subject to income and annual capital taxes84 in Switzerland on the basis of its personal affiliation, i.e. it is considered tax resident in Switzerland if it has either: 

			•	its registered office in Switzerland (i.e. is either incorporated in Switzerland or has re-domiciled to Switzerland); or 

			•	its ‘place of effective management’ in Switzerland. 

			A company can choose where to have its registered office. However, it must register in the commercial register at its chosen location. Alternatively, tax residence is also established, for both Swiss and foreign corporate entities, by the ‘place of effective management’. This term has to be interpreted, whereas actual facts and circumstances are decisive, i.e. a ‘substance-over-form’ approach is applied.

			The term ‘place of effective management’ has largely been defined in practice by the Federal Supreme Court, in the domestic context of proscribed inter-cantonal double taxation,85 as being where a commercial corporate entity has its economic and actual centre of existence, where the activity takes place that would normally be carried out at its statutory seat and where the activity in pursuit of the company’s statutory purpose as a whole takes place.86 In sum, the ‘place of effective management’ is basically where the management of the daily business of the company – which consists of the important decision-making in this regard – is carried on. The content and extent of the company’s daily business depends on its purpose and needs to be analysed on a case-by-case basis. 

			The management of the daily business needs to be distinguished from:

			•	those activities that are purely administrative in nature (e.g. clerical and bookkeeping tasks); and 

			•	the purely strategic decisions and control functions made and carried out by the top management body of a commercial corporate entity. None of both elements are sufficient to establish the ‘place of effective management’. The place where board meetings and (annual/extraordinary) general meetings are held is not a decisive factor, either. However, in cases where there is limited business activity, these factors can give an indication of the ‘place of effective management’. The place of residence and domicile of the shareholders are not relevant. 

			As stated above, from these different variations on the same concept, it is not possible to draw a clear-cut, ‘one-size-fits-all’ definition. A useful reference in defining the framework of the notion can be found in the OECD BP-TAG87 draft for public comment of 30 June 2001,88 which suggests the following definition:

			‘It is the centre of top-level management, i.e. the place at which the person authorised to represent the company carries on his business managing activities. If a controlling shareholder does in fact manage the conduct of the company’s business, then that shareholder may be regarded as being in charge of the top level management, and the place where those decisions are made would appear to be the centre of management’.

			We refer to part 8 for further analysis of the residence criteria of 48 countries around the globe.

			Case law

			‘Place of management’ has been developed within a continental European (civil law) context. As opposed to the ‘central management and control’ concept, developed within an Anglo-American context, case law does not play such an important role for its development. Therefore, the relevance of continental European case law will be less regarding the interpretation of ‘place of management’, and no general definition can be derived from it.

			>	Amsterdam District Court, 26 May 200489

			This case offers guidance on what activities or factors could be of importance to determine ‘place of management’.

			Facts

			A company incorporated under Belgian law formed part of a large Dutch multinational. The activities of the Belgian company were twofold. It acted as:

			•	a group coordination centre: coordination of several group activities (such as administration, centralised financial transactions and hedging); and

			•	a strategic business unit (‘SBU’) for Europe and the US: coordinating functions between the two.

			The Belgian subsidiary was organised as follows:

			•	the subsidiary was managed by the board of directors of the subsidiary;

			•	the board of directors was partly made up of Dutch residents and partly of Belgian residents;

			•	part of the board of directors was made up of members of the board of directors of the Dutch parent company;

			•	meetings of the subsidiary’s board of directors and shareholders took place in Belgium;

			•	the parent company gave directions to the subsidiary regarding strategic acquisitions;

			•	staff of the parent company gave advice or instructions in respect of loan and factoring agreements relating to financial activities of the coordination centre that took place in Belgium;

			•	the activities of the strategic business unit were performed by the subsidiary’s staff in Belgium;

			•	Belgian staff carrying out daily management of the coordinated financial activities within the Belgian subsidiary had full access to the bank accounts of the Belgian subsidiary, and carried out their duties in Belgium.

			As a result, according to the Dutch tax authorities, a distinction had to be drawn between the two activities performed by the Belgian subsidiary (coordination centre and SBU). Regarding the SBU activities, as they were partly performed in Belgium by Belgian staff, the ‘place of management’ was held to be in Belgium. However, regarding the financial activities of the Belgian subsidiary, as they were performed by the board of directors or staff of the Dutch parent company, the ‘place of management’ was held to be situated in the Netherlands.

			The Dutch tax inspector thus found that the Belgian subsidiary had its (or at least a) ‘place of management’ in the Netherlands, as the financial activities were carried out by the board of directors or by staff of the Dutch parent company.

			Decision

			The court held that, for the purposes of the ‘place of management’, only the activities of the company as described in the company’s articles of association are relevant (i.e. its key activities), being the economic tasks actually carried out by the taxpayer.

			For a multinational, it is common for a parent company to exercise general managerial influence over the activities of its subsidiary. This is necessary for strategic coordination of the group, and necessary to protect the interests of the shareholders, and does not affect the ‘place of management’. What is decisive is the question of whether the parent company has a steering role in respect of the key activities of the subsidiary, and whether these key activities are carried out by the subsidiary or by the parent company.

			Here, the subsidiary had its ‘place of management’ in Belgium, because an essential part of the subsidiary’s key activities were performed in Belgium (its coordinating role as an SBU, which took place in Belgium and was managed by Belgian staff). The fact that the financial activities were partly managed from the Netherlands, though carried out in Belgium, did not entail a change in its ‘place of management’.

			The board of directors of the Belgian subsidiary had power to take day-to-day management decisions with respect to the key activities of the Belgian subsidiary. They performed a steering role, thus putting its residence in Belgium.

			The parent company also took direct operational decisions for the subsidiary, but not with respect to its key activities. They were limited to mere managerial decisions and were taken for the purposes of strategic coordination of the group, protecting the shareholders’ interests. They did not play a steering role in the key activities of the subsidiary.

			This decision was appealed to the Dutch Supreme Court, where the decision of the court at first instance was upheld.90

			Comment

			As with the ‘central management and control’ test, determination of a company’s ‘place of management’ is a question of fact. However, what is intriguing in this case is the sort of functional analysis that is required for the activities of the taxpayer and its shareholder (e.g. the parent company) to determine their key activities and establish a ‘place of management’.

			The key activities of a company are the economic tasks it carries out. Whoever performs these key activities (or at least a considerable part thereof) has a steering role, and consequently determines where the ‘place of management’ of the company is deemed to be located.

			The sort of management referred to in the case is not ‘shop-floor management’, but management at the level of the senior executives.91 It is the day-to-day management that is necessary to perform the economic tasks of the company, its key activities.

			Moreover, according to Burgers, ‘[t]he fact that decisions that are relevant for the subsidiary are taken by the top management of a multinational does not make this top management the effective manager of the subsidiary if these decisions relate to key activities of a shareholder’.92

			This case law gives the – correct – impression that the ‘place of management’ is interpreted somewhat differently from ‘central management and control’.

			The ‘place of management’, like ‘central management and control’, is determined by examining all the relevant facts. However, the facts that need to be examined differ somewhat from the ‘central management and control’ test. ‘Central management and control’ seems to concentrate on the place where the top executive decisions are taken, while ‘place of management’ seems rather to be where day-to-day management takes place.

			This can again be explained by differences in legal cultures and corporate governance models. The ‘place of management’ notion has been developed within the two-tier model, which differentiates between management tasks and supervisory tasks. It is the day-to-day management tasks, executive decisions, that will determine the ‘place of effective management’. As explained above, ‘central management and control’ has been developed within the one-tier model.

			The main differences between the two concepts can be summarised as follows:
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			When it comes to tax residence at a domestic level, most countries use the place of incorporation as a first, simple test. However, many also look at the real seat of companies, interpreted as the ‘place of central management and control’ (in common law jurisdictions) or ‘place of management’ (in the civil law countries). Differences in interpretation may be frequent, especially when insufficient substance is available in the country of incorporation. This will lead to potential double taxation and the question then arises as to how this can be resolved. This is the topic of the next chapter. 
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			The OECD level

			We have explained the impact of domestic law concepts when trying to determine a company’s tax residence and the competent tax authority.

			In this chapter, we deal with the potential for double taxation when two States both conclude that they have taxation authority, and the relevance of residence to double taxation under the OECD MTC.1 Article 4 OECD MTC allocates the residence of a company to a given Contracting State based on the entity’s liability to tax in that State by reason of its ‘place of effective management’. Hence, it is only in cross-border situations that the OECD MTC determines which country should be considered the home State and which the source State. Article 4 answers the residence question as follows:

			‘1. For the purposes of this Convention, the term ‘resident of a Contracting State’ means any person who, under the laws of that State, is liable to tax therein by reason of his domicile, residence, ‘place of management’ or any other criterion of a similar nature, and also includes that State and any political subdivision or local authority thereof. This term, however, does not include any person who is liable to tax in that State in respect only of income from sources in that State or capital situated therein’.2

			In order to determine the residence of an entity, article 4(1) OECD MTC refers to the definition of that term in the domestic legislation of the Contracting States involved. Hence, it does not give an autonomous definition of residence, but instead refers to national legislation.

			In some cases, this can mean that a ‘double fiscal residence’ or double residence claim might arise between the two Contracting States. It was for this reason that the OECD introduced article 4(3) (and article 4(2) for private individuals) as a tie-breaker rule. In cases of double residence, the tie-breaker rule decides (or should decide) which country can claim residence. The tie-breaker rule deals with this by referring to the ‘place of effective management’ as the decisive criterion:3

			‘3. Where by reason of the provisions of paragraph 1 a person other than an individual is a resident of both Contracting States, then it shall be deemed to be a resident only of the State in which its ‘place of effective management’ is situated’.4

			Neither the OECD MTC nor its Commentaries provide a clear definition of the ‘place of effective management’ concept. The interpretation of this concept is therefore a matter of difficulty.

			In 2001, the BP-TAG5 issued a draft on the ‘place of effective management’ as a tie-breaker rule. It states:6

			‘15. However, the term ‘place of effective management’ is not defined in any of the Articles7 mentioned above, nor is any further guidance given on its meaning.

			16. In the absence of any specific definition of ‘place of effective management’, many commentators have been influenced by concepts used in domestic tax law residence rules, such as ‘central management and control’ and ‘place of management’, when considering the meaning of the term ‘place of effective management’.

			Below, we outline some of the issues impacting the ‘place of effective management’ concept, followed by an historical overview of the concept. Finally, we discuss the current meaning of ‘place of effective management’.8

			1	Autonomous interpretation of the ‘place of effective management’ concept

			Countries have tended to (and still do) interpret the concept of ‘place of effective management’ according to their own domestic rules, rather than using it as an autonomous treaty concept. For a tie-breaker rule, this approach is counter-intuitive as it limits the rule’s ability to ‘break’ the tie. As discussed in chapter 1, there is no uniform domestic interpretation of residence. At least two different tendencies can be extracted: ‘place of management’ and ‘central management and control’, each with its own interpretations (see Part 2 , The Domestic Level, section 4):

			Interpreting article 4(3) according to domestic legislation can therefore lead to residence conflicts.

			Hence, contrary to the term ‘place of management’ as used in article 4(1), which refers to domestic law, the term ‘place of effective management’ as used in the tie-breaker rule in article 4(3) OECD MTC must be interpreted autonomously,9 since the purpose of such a rule is to provide for a final result. Its very essence is to settle possible disagreements between treaty countries on the residence of a given company. As we illustrate below, attempts have been made to establish an autonomous interpretation for the tie-breaker rule throughout its history.

			 

			
				
					
					
				
				
					
							
							Central management and control

						
							
							Place of management

						
					

				
				
					
							
							Generally where the board of directors resides, as the board combines executive and non-executive tasks in the one-tier model.

						
							
							Decisions by the board are less relevant as it merely has a supervisory role in the two-tier model.

						
					

					
							
							Emphasis on the ‘pinnacle of power’.

						
							
							Emphasis on day-to-day management.

						
					

					
							
							The highest level of control of a company (supervision, protecting the shareholders’ interests).

						
							
							Managing ordinary operations of the business (not the place where a business is merely supervised).

						
					

					
							
							Policy-making decisions by the directors.

						
							
							Activities regarding the usual conduct of the business.

						
					

					
							
							Location of shareholders’ decisions is usually not relevant.

						
							
							Location of shareholders’ decisions is usually not relevant.

						
					

				
			

			

			2	The tie-breaker rule and its history

			2.1	History of article 4(3) OECD MTC

			Bilateral treaties for the avoidance of double taxation have existed since the late 19th century. These early adopters (mostly European allied or federally organised states) used international tax rules to avoid double taxation. However, they lacked generality, and were only concluded for specific types of income, such as royalties or interest.

			The first general treaty on double taxation was signed in 1899 between Austria-Hungary and Prussia, marking the beginning of a network of double tax treaties across the whole of Europe. Though revolutionary in their general approach, they were still bilateral treaties and were only of relevance to the signatory parties. As a consequence, this early double taxation treaty network lacked uniformity. Each had its own set of rules and peculiar principles, and resulted from negotiations dominated by the party with the greatest bargaining power. Disturbingly, this crippled the network, casting question on its very raison d’être, the avoidance of double taxation.10

			The 20th century brought new perspectives.

			The aim here is to show how article 4(3) OECD MTC, which deals with dual residence conflicts, has evolved over time. This evolution provides insight into how the meaning of the term ‘place of effective management’ ought nowadays to be interpreted. Although it is an autonomous notion, this does not mean it has not been influenced by other (earlier) conventions, case law, national legislation or international treaties.

			Following the Mexican and London examples (see Part 2 , The OECD Level, section 2.1), the OECD proposed 25 articles to deal with international taxation in the 1963 OECD draft double taxation convention on income and on capital. This convention, in addition to its commentaries, played a guiding role in most double taxation treaties concluded after 1965.11

			1928-1963: League of Nations

			The creation of the League of Nations in Geneva on 25 January 1919 was designed primarily to achieve international cooperation and the promotion of international peace and security. The main intention of this supranational organisation was ‘to make an end to all wars’. At its peak, the League had 58 members. 

			Despite the fact that history would reveal how the League of Nations was to fail in its ultimate goal, being disbanded in 1946, its role in the development of international law must certainly not be underestimated. In the first half of the 20th century, the League’s model treaties and numerous published reports critically helped develop an international standard for double taxation treaties, which would develop into a true foundation for international taxation.

			Over the course of its existence, the League of Nations introduced a new approach to the double taxation treaty concept. The groundwork for this milestone in international taxation was set out in the Report on Double Taxation,12 which was written by four economists and reported to the League’s financial committee.13 It was based on one simple principle, which became the mantra of international taxation: ‘a person’s whole faculty is taxed, but only taxed once, and … the liability should be divided amongst the tax districts according to the relative interests in each’.14

			The four economists took the position that a State’s right to levy income tax should be justified by the economic location of a person’s wealth (situs) and factors pointing to the residence or domicile of the owner. As a consequence, it imposed a number of basic principles, which should be key to every (bilateral) double taxation treaty. It formed the basis of uniform treaty rules, and resulted in the first draft League of Nations convention.15 Between 1927 and 1940, several other draft conventions were adopted by the League, introducing various new elements to determine residence, but still based on the same principles: where wealth originates, and where it is produced.

			The concept of using an economic criterion such as ‘place of effective management’ was not new when it was introduced in the 1963 OECD draft convention. The 1928 League of Nations draft already referred to the notion of ‘real centre of management’ to allocate permanent establishment income and income from shares and similar interests. In the Commentaries on article 4 of the 1928 League of Nations Model, the term was defined as ‘the management and control of the business so that the case of a purely nominal centre of management is excluded’.16 This concept was called ‘fiscal domicile’. ‘Real centre of management’ was used in all the League of Nations drafts; the current ‘place of effective management’ concept was first used in the OEEC’s17 First Report (1958).18 

			Fiscal domicile was used as the ‘legal basis’ according to which an enterprise was categorised as a taxpayer of a Contracting State. It can be concluded that, as early as this, substance (as the real centre of management) was a critical factor in determining residence (and, accordingly, taxation rights) for double taxation treaty purposes.

			1928-1963: Mexican and London Model Conventions

			The work of the League of Nations culminated in the adoption of the 1943 Mexican Model Tax Convention and the 1946 London Tax Convention, which served as a pattern for most bilateral treaties signed or revised from the end of the Second World War until the early 1960s.19 An important difference between these two conventions was the definition of ‘fiscal residence’.

			The London Convention,20 a direct successor to the draft League of Nations Convention, built further on the League’s notion of ‘real centre of management’. According to the London formula, the ‘fiscal domicile’ of an entity was the country of its ‘centre of management’.

			The Mexican Convention21 differed – distinctly – in its definition of ‘fiscal domicile’. The Mexican approach turned away from the draft League of Nations Convention and defined fiscal domicile according to the ‘doctrine of incorporation’ (a formal criterion). A company was to be situated in the country under whose laws it was incorporated.22

			1928-1963: OEEC Fiscal Committee

			Following the example of the London and Mexico Conventions, the council of the OEEC issued a resolution for the establishment of a new Fiscal Committee, which was instructed to study questions relating to double taxation and other fiscal questions of a similarly technical nature. In its first report,23 the Fiscal Committee highlighted the fact that, in cases of double tax residence (with legal persons, partnerships and associations without legal personality), the State of residence (home State) was deemed to be the State in which the company was ‘managed and controlled’. 

			The term ‘managed and controlled’ originated from the United Kingdom, which used it consistently in its double taxation treaties. In these treaties, the United Kingdom used ‘managed and controlled’ to refer to its own domestic ‘tie-breaker‘ test, i.e. ‘central management and control’ (see Part 2 , The Domestic Level, section 4).24 From the various reports by the Fiscal Committee, it can be concluded that the ‘managed and controlled’ test was to be interpreted likewise within the OEEC context.25 

			‘In its former reports Working Party No. 2 proposed to adopt as a preference criterion the term used in the Conventions concluded by the United Kingdom: ‘where its business is managed and controlled’.26

			For the first time in the history of the ‘tie-breaker’, the link to the concept of ‘central management and control’ provides a significant clue as to interpretation of the term ‘management’ in article 4(3) of the OECD MTC. Indeed, when ‘managed and controlled’ was to be replaced in subsequent reports and model treaties by ‘place of effective management’, this was done with explicit acknowledgment of the fact that the terms meant the same thing, thus including the reference to the Anglo-American concept of ‘central management and control’.27 As discussed above (see Part 2 , The Domestic Level, section 4), ‘central management and control’ refers to the pinnacle of power, i.e. senior management. 

			The first draft OECD MTC (1963)

			The commentaries accompanying this report gave further insight into how the ‘place of effective management’ was to be interpreted:

			‘18. It would not be natural to attach importance to a purely formal criterion like registration which is used but rarely in double taxation conventions. Generally, these attach importance to the place where the company is actually managed, but the formulation of this criterion varies from one Convention to another.

			19. The formulation of the preference criterion in the case of persons other than individuals was considered in connection with the question of the taxation of income of shipping, inland waterways transport and air transport enterprises. A study of the existing bilateral Conventions for the avoidance of double taxation on such income has shown that a number of Conventions accord the taxing power to the State in which the ‘place of management’ of the enterprise is situated; other Conventions attach importance to its ‘place of effective management’, others again to ‘the fiscal domicile of the operator’. The Conventions concluded by the United Kingdom in recent years provide, as regards corporate bodies, that a company shall be regarded as resident in the State in which ‘its business is managed and controlled’. In this connection it has been made clear on the United Kingdom side that this expression means the ‘effective management’ of the enterprise’.28

			In the introduction to the OECD MTC and the Commentaries thereon, the OECD also made reference to other, existing, bilateral treaties and some national concepts of the residence criterion (such as the ‘place of management’ and ‘central management and control’).29 The term ‘place of effective management’ seems to be the aggregation of these domestic principles.

			In conclusion, it can be accepted that, with respect to the first draft of the OECD MTC, we can equate the concept of the ‘place of effective management’ to the phrase ‘central management and control’, which is to be defined as ‘the place where the brain, management and control of the business is situated’.30 This is a factual approach to determining the ‘place of effective management’.

			1963-2001: OECD MTC 

			After the draft OECD MTC was introduced in 1963, several amendments were made to it (and its Commentaries) during the following years, resulting in the 1977, 1992, 1995, 2000, 2005, 2008 and 2010 updates. 

			The 1977 OECD MTC

			The OECD MTC of 1977 added little to paragraph 3 of article 4. Noteworthy is the comment that New Zealand added to the commentary:

			‘25. New Zealand’s interpretation of the term ‘effective management’ is practical day-to-day management, irrespective of where the overriding control is exercised’.31

			For New Zealand, effective management was not therefore ‘top-level management’ or senior management. New Zealand thus clearly distanced itself from the (then) prevailing interpretation of ‘place of effective management’, i.e. ‘central management and control’.

			The 1992 OECD MTC

			The only relevant change in 1992 regarding the concept of ‘place of effective management’ was that the UK no longer mentioned that ‘central management and control’ is synonymous with ‘place of effective management’.

			The 2000 OECD MTC

			The 2000 update of the OECD MTC Commentaries gave some additional interpretation to the concept of the ‘place of effective management’:32

			‘‘Place of effective management’ is where key management and commercial decisions that are necessary for the conduct of the entity’s business are in substance made. The ‘place of effective management’ will ordinarily be the place where the most senior person or group of persons (for example the board of directors) makes its decisions, the place where the actions to be taken by the entity as a whole are determined; however no definitive rule can be given and all relevant facts and circumstances must be examined to determine the ‘place of effective management’’.

			This commentary clearly shows that the OECD had finally abandoned the form-over-substance approach. Purely formal criteria, though easy to identify, are not sufficient (even if they are relevant) to determine the residence of a company. Contrary to the place of incorporation, or any other formal criteria (such as the location of registered offices, etc.), the ‘place of effective management’ depends on factual elements, such as the place where critical decisions are in fact made. This clearly emphasises a ‘substance-over-form’ approach.33

			With the insertion of a reference to the board of directors and senior management, the OECD seems to officially adopt the view that ‘effective management’ is the same as (or very close to) the UK concept of ‘central management and control’ (senior management). 

			2001-2008: Business Profits Technical Advisory Group

			With the new millennium came new business models and technologies, which put pressure on the OECD MTC, specifically article 4(3). The communication revolution made it easy for management to establish companies across the globe (with a preference for low-tax regions) while controlling them from their foreign headquarters. At the same time, as newly emerging business models have tended to be organised less hierarchically, they have sometimes made it difficult to determine a company’s ‘place of effective management’. Furthermore, multiple places of effective management can sometimes even be identified.

			On top of that, due to easy access to transport, a ‘place of effective management’ can become mobile (e.g. a director constantly on the move or a board of directors meeting in various places). The tie-breaker rule does not provide solutions to these evolving trends, as the concept was designed for traditional organisational structures characterised by rigid hierarchical systems.34

			In 2001, this development prompted the BP-TAG to prepare a discussion draft on the OECD tie-breaker concept.35

			The BP-TAG 2001 discussion draft

			In February 2001, the BP-TAG publicly released its 2001 BP-TAG discussion draft for comment. The BP-TAG made a statement in arguing that the best method to determine the ‘place of effective management’ is to use the place of incorporation concept. 

			The main disadvantage of this approach is that, as with all elements of a formal character, it is susceptible to manipulation. However, and this is stressed by the OECD, the ‘place of effective management’ remains a question of fact. So, alongside an examination of non-formal elements (such as the place where the directors meet to make decisions relating to the management of the company, where the centre of top-level management is located, where business operations are actually conducted, where controlling shareholders make key management and commercial decisions), formal elements (e.g. the place of incorporation, the location of the registered office and the place of residence of the directors) are still elements to be considered in the factual approach.36

			The BP-TAG proposed the following four different alternatives as tie-breaker rules.

			>	Option A: replacement of the ‘place of effective management’ concept

			Option A suggests replacing the existing ‘place of effective management’ concept. The following alternatives are suggested for determining residence:

			•	state of incorporation: however, as explained above, this formal criterion is susceptible to manipulation;37

			•	residence of directors/shareholders: this option is similar to the statement made in paragraph 24 of the 2000 OECD MTC Commentaries. This alternative also has its limitations: ‘As noted above, a test relying solely on where the directors/senior managers or shareholders reside will not always give a clear result. Even a test relying on where the majority of shareholders or directors/senior managers reside may not always result in certainty and may give rise to extreme results where the shareholders are not natural persons’;38

			•	strongest economic nexus: the ‘economic nexus’ test put forward in the 2001 discussion draft is somewhat vague: ‘The economic connection to a State may be characterised by the extent that land, labour, capital and enterprise (the factors of production) are used by the company in deriving its profits. Using those characteristics, the tie-breaker would serve to determine to which State the company has its strongest ties and to deem the company to be a resident solely of that State. It could be argued that, if the State provides certain facilities and infrastructure for its residents, those who benefit most from such facilities and infrastructure ought to contribute to the State via residence-based taxes. So, if a company uses the legal infrastructure, consumes or uses the facilities etc. in that State, there is a case that it ought to be treated as a resident. If it does so in more than one State, then a tie-breaker rule based on economic nexus would require a determination (as with individuals) of where its ties/consumption is stronger’.39

			Overall, the rationale is that the country that invests most in a company should be able to claim taxation rights. The problem of this is that it lacks lucidity. How can one measure the economic nexus of a company? When does a State have the stronger connection? This option seems to raise more questions than it resolves.

			>	Option B: further refinement of the ‘place of effective management’ concept

			Option B tries to further explain the meaning of the ‘place of effective management’: it extends the ‘predominant factors’ of the 2000 OECD MTC Commentaries (i.e. the place where the most senior person or group of persons makes its decisions and where the actions to be taken by the enterprise as a whole are determined) by adding additional factors:

			‘However, where analysis of these predominant factors does not produce a single ‘place of effective management’, it may be necessary to consider other additional factors, as is suggested in paragraph 24 of the Commentary, where it states that ‘however, no definitive rule can be given and all the relevant facts and circumstances must be examined to determine the ‘place of effective management’’. Other facts which may be considered in association with the dominant factors could include:

			•	location of and functions performed at the headquarters;

			•	information on where ‘central management and control’ of the company is to be located as contained within company formation documents (articles of association etc.);

			•	place of incorporation or registration;

			•	relative importance of the functions performed within the two States; and

			•	where the majority of directors reside’.

			>	Option C: hierarchy of tests

			Option C sets down a hierarchy of successive tests, similar to those used in article 4(2) for private individuals. The hierarchy means that it is only if the ‘place of effective management’ cannot be determined that the next test should be applied. The successive tests include:

			•	the ‘place of effective management’;

			•	the place of incorporation;

			•	economic nexus; and

			•	mutual agreement.

			We further discuss these tests below (see Part 2 , The OECD Level, section 2.1).

			>	Option D: combination of B and C

			As mentioned, option C uses a hierarchy of tests. The first test in option C uses the ‘place of effective management’ to determine residence. Therefore, the BP-TAG suggests combining option C with option B, which gives insight into how the ‘place of effective management’ can be determined, and therefore how residence can be decided:

			‘A number of different options have been identified above and while some of these may prove to be an ineffective option in isolation they may be effective when combined with others. Therefore further consideration should be given to identify possible combinations resulting in an effective tie-breaker test’.40

			As is essential for a discussion draft, parties were invited to submit alternatives or remarks on the draft. The main problem with the above options was that they were presented merely as an explanation of the tie-breaker rule. From a reading of the draft, it appeared as if the options were an addition to the existing Commentaries, while, in reality, they were alternatives to the term ‘place of effective management’ (meaning they were changes to the OECD MTC, as opposed to mere updates of the Commentaries on the OECD MTC).41 It is important to note here that the member states never reached consensus on any changes to the OECD MTC.

			The reason why the changes were introduced in the Commentaries and not the OECD MTC itself was procedural expediency. Changes to the OECD MTC itself take years to trickle through to any actual double tax treaties (let alone all double tax treaties). But changes to the Commentaries are of immediate effect. This approach could have legal implications. One could be that the Commentaries on the OECD MTC will not be accepted by national administrations (e.g. if a member state has made a reservation on the Commentaries) or by their courts.42 The Commentaries would be useless if that were so, and would fail to resolve the very issues the BP-TAG wanted to address.

			The BP-TAG 2003 discussion draft

			The revised 2003 proposal draft deals with the issues mentioned above by offering two new alternatives based on the public comments on the 2001 draft.

			The first proposal (‘refinement of the ‘place of effective management’ concept’) aims at expanding the Commentaries’ explanations as to how the concept should be interpreted. They do not alter the OECD MTC.43

			The second proposal (‘hierarchy of tests’) puts forward an alternative version of article 4(3) OECD MTC, together with the Commentaries thereon. It offers three different options as regards a possible second tie-breaker test.44

			>	First proposal: fine-tuning the ‘place of effective management’

			The first proposal seeks to refine the concept of the ‘place of effective management’ by expanding the explanations formulated in the Commentaries on how the test should be interpreted.

			The changes mainly try to set down criteria for determining where it is that key decisions are in substance made.

			‘The ‘place of effective management’ is ordinarily the place where the most senior person or group of persons (for example a board of directors) makes its decisions, which normally corresponds to where it meets. There are cases, however, where the key management and commercial decisions necessary for the conduct of the entity’s business are in substance made in one place somewhere by a person or group of persons but are formally finalised somewhere else by it or by another person or group of persons. In such cases, it will be necessary to consider other factors. Depending on the circumstances, these other factors could include:

			•	where a board of directors formally finalises key management and commercial decisions necessary for the conduct of the entity’s business at meetings held in one State but these decisions are in substance made in another State, the ‘place of effective management’ will be in the latter State;

			•	if there is a person such as a controlling interest holder (e.g. a parent company or associated enterprise) that effectively makes the key management and commercial decisions that are necessary for the conduct of the entity’s business, the ‘place of effective management’ will be where that person makes these key decisions. For that to be the case, however, the key decisions made by that person must go beyond decisions related to the normal management and policy formulation of a group’s activities (e.g. the type of decisions that a parent company of a multinational group would be expected to take as regards the direction, co-ordination and supervision of the activities of each part of the group);

			•	where a board of directors routinely approves the commercial and strategic decisions made by the executive officers, the place where the executive officers perform their functions would be important in determining the ‘place of effective management’ of the entity. In distinguishing between a place where a decision is made as opposed to where it is merely approved, one should consider the place where advice on recommendations or options relating to the decisions were considered and where the decisions were ultimately developed’.45

			However, the proposed changes did not offer new insight into the principle of the ‘place of effective management’, as they were all based on the same (pre-existing) principle of where key decisions are made in substance (see 2000 OECD MTC Commentaries: ‘where key management and decisions are … in substance made’). They do, on the other hand, offer a good illustration of how these key decisions should be applied in practice. The proposal thus provides additional guidelines on how the ‘place of effective management’ should be interpreted today.46

			One criticism advanced by Hinnekens47 is that the above changes solve non-existent problems. ‘The emphasis added by its clarification of the concept of ‘place of effective management’ would be misleading where it systematically tends to deem subsidiaries effectively residents of the state of their parent because their board more often than not routinely approves its strategic decisions. The equivalent situations of subsidiaries, which are closely controlled by their parent and whose paper board meetings rubberstamp its decisions, has in practice rarely given rise to their ‘place of effective management’ being challenged. It would not be the first time that added detail may become a friend or foe’.

			>	Second proposal: introducing the hierarchy of tests

			An alternative approach proposed by the BP-TAG in 2003 was to replace the existing text of article 4(3) with a hierarchy of successive tests, similar to the 2001 discussion draft. However, the tests are elaborated on more in the 2003 draft, and offer a variation of choices. This proposal not only changes the Commentaries on the OECD MTC, but aims at a direct change to the OECD MTC itself.

			‘The second proposal is to adopt the following new version of paragraph 3 of Article 4 of the Model Tax Convention (the tie-breaker rule for persons other than individuals). That new version, which would replace the existing paragraph, follows the approach currently used in paragraph 2 (the tie-breaker rule for individuals) of using four different rules that apply in succession to resolve the dual-residence situation. Three different options have been offered as regards the second rule that would apply if the situation could not be solved through the ‘place of effective management’ test. Comments are particularly invited on which of these three options should be preferred, on whether one of these options (e.g. option C, as was suggested by some members of the TAG) should be made the first rule after ‘place of effective management’ with one of the other two options becoming the next rule in the hierarchy, and on whether the three options should rather be offered as three additional rules in the proposed hierarchy (and, if yes, in which order)’.

			Based on the second proposal, the ‘new’ test of article 4(3) OECD MTC would read as follows:

			‘3. Where by reason of the provisions of paragraph 1 a person other than an individual is a resident of both Contracting States, then its status shall be determined as follows:

			−	it shall be deemed to be a resident only of the State in which its place of effective management is situated;

			−	if the State in which its ‘place of effective management’ is situated cannot be determined or if its ‘place of effective management’ is in neither State, it shall be deemed to be a resident only of the State [OPTION A: with which its economic relations are closer] [OPTION B: in which its business activities are primarily carried on] [OPTION C: in which its senior executive decisions are primarily taken];

			−	if the State [with which its economic relations are closer] [in which its business activities are primarily carried on] [in which its senior executive decisions are primarily taken] cannot be determined, it shall be deemed to be a resident of the State from the laws of which it derives its legal status;

			−	if it derives its legal status from neither State or from both States, or if the State from the laws of which it derives its legal status cannot be determined, the competent authorities of the Contracting States shall settle the question by mutual agreement’.48

			The first test seeks to further pick up on the evolution in the ‘place of effective management’ notion to date, by citing the 2000 OECD MTC almost verbatim. This test should be interpreted along the lines set out in the 2001 discussion draft, and in continuity with existing tie-breaker practice.

			A good point in both the 2001 and 2003 discussion drafts is the fact that the limitations on the ‘place of effective management’ concept were taken into account. If no definite State of residence can be identified by means of the ‘place of effective management’, a new subsidiary test can be applied. However, it should be noted that the Commentaries on the draft stated very clearly:

			‘In some rare cases it may be impossible to make a clear determination of the State in which the ‘place of effective management’ of the entity is situated or the facts may indicate that this place is situated in none of the Contracting States’.49

			Therefore, the subsidiary test can only be applied if the analysis of the ‘place of effective management’ does not produce an adequate answer.

			The second test uses an economic approach if no ‘place of effective management’ can be determined. If the first test fails (‘place of effective management’), the State with the strongest economic ties can successfully claim residence. The draft offers three options to determine the economic relationship (which all fail in clarity and usability):

			•	option A builds further on the economic nexus concept – the State in which the company uses the most economic resources is the State of residence (e.g. legal, financial, physical, people infrastructures such as personnel, management, HQ, etc.);

			•	option B focuses on business activities – the State in which they are mainly carried on is the State of residence;

			•	option C focuses on the executive decision-making process – this can be compared with the ‘board of directors’ concept from the 2000 OECD MTC Commentaries.

			The second test is an innovative one. As a ‘safety net’ for the ‘place of effective management’, it could be useful to determine residence using an economic approach according to one of the above options. However, what it adds in innovation, it lacks in lucidity. For example, how can one measure (and, more importantly, compare) business activities, or economic nexus? As there is no guidance on the interpretation in the Commentaries on the OECD MTC, the test raises the same interpretation issues as the ‘place of effective management’ (and in fact solves nothing).

			According to some comments on the 2003 BP-TAG proposal, the draft also fails to make these options useful. Given that all of them could be used to determine residence, it is not clear or explicit who would select what criterion to do so (choices vary amongst ‘economic nexus’, ‘business activity’ and the ‘executive decision-making process’).50 Would it be the body responsible for implementing the draft into the OECD MTC and Commentaries (OECD Working Party No. 1) that selected one of the options or rather the Contracting States themselves when concluding individual treaties?

			The third test is revolutionary, as it departs from ‘substance-over-form’. If the foregoing tests fail to determine the residence of a company, the next step should be to examine its place of incorporation. This is the known, legalistic approach (‘form-over-substance’). As the BP-TAG already outlined in 2001, this approach could lead to abuse (see Part 2 , The OECD Level, section 2.1). Nonetheless, it could be a good approach to determining residence if the above other ‘substance’ tests proved inconclusive.

			The last test is to apply the mutual agreement procedure, which could turn out to be a useful way to determine residence. It is nevertheless time-consuming.51 Plus, in a mutual agreement process, States ‘negotiate’ residence. It is therefore unclear on what legal grounds they would do so.52 In most cases, it would be on the basis of their own domestic residence rules or interpretations. This, again, would lead to dual-residence issues, leaving the tie unbroken in such cases. Strictly speaking, including a mutual agreement procedure in the hierarchy of tie-breaker rules is unnecessary, as it is already contained in article 25 OECD MTC.53

			IFA54 Congress, Vienna (5-10 September 2004)

			In a joint effort with the OECD, the IFA seminar discussed the meaning of the ‘place of effective management’ in article 4(3) OECD MTC as the tie-breaker for dual-resident persons other than individuals (entities).

			The IFA panel discussed four fictional cases55 involving ‘residence queries’. First, the cases were analysed on the basis of the 2000 OECD MTC Commentaries. Then, the various methods of the BP-TAG draft (2003) were applied to assess which was capable of adding value. The discussions highlighted the many problems with the ‘place of effective management’ concept in practice. 

			The panellists were heavily influenced by their own fiscal culture and interpreted ‘place of effective management’ in different ways, resulting in different outcomes in each case. The BP-TAG’s proposals fell short of resolving these differences.

			Not only did the panel conclude, therefore, that the BP-TAG’s proposals did not ensure sufficient allocation of the ‘place of effective management’ to one country, but they also raised the question of whether the ‘place of effective management’ should be replaced by another test to ensure a proper allocation. A suggestion was made to change ‘effective management’ into ‘executive management’, which is executive officers and senior management employees exercising day-to-day responsibility for more of the strategic, financial and operational policy decisions for a company (including its direct and indirect subsidiaries).56

			The most important conclusion was that, in any case, the concept of ‘place of effective management’ should be refined.

			The outcome: the 2005 MTC

			The 2001 and 2003 draft proposals of the BP-TAG certainly made for good intellectual discussion. However, despite all the BP-TAG’s efforts, the 2005 OECD MTC failed to give new insight into the tie-breaker rule. The Convention and Commentaries remained unchanged with regard to article 4(3).

			In the draft contents of the 2008 update to the MTC, the OECD told why they had not adopted the suggested changes in the 2005 MTC:

			‘Over the last few years, the Working Party has discussed the proposals formulated by the Business Profits TAG, the comments thereon as well as a number of alternatives. Based on its own discussions as well as on discussions at a session on this topic during the IFA Vienna Congress in 2004, the Working Party has concluded that the proposed expansion of the Commentary put forward by the Business Profits TAG would not be in line with the views of the majority of its member countries as to the meaning of the concept of ‘place of effective management’. Many countries, in particular, considered that the TAG’s proposed interpretation gave undue priority to the place where the board of directors of a company would meet over the place where the senior executives of that company would make key management decisions. A majority of countries also considered that the cases of dual-residence of legal persons that they encountered in practice did not justify replacing the current concept of ‘place of effective management’ by the approach based on a hierarchy of tests that was put forward by the Business Profits TAG’.57

			3	2008 OECD MTC

			The history of the tie-breaker rule illustrates the complexity of establishing an autonomous interpretation for the ‘place of effective management’ concept. The absence of thorough guidance means that ‘place of effective management’ is still interpreted in treaty practice in a manner that is far from consistent, while attempts to give it an autonomous interpretation have been unsuccessful. States therefore usually fall back on their domestic concepts in interpreting it.

			In trying to resolve this problem, on 24-25 June 2008, the OECD Committee on Fiscal Affairs approved an update of its Commentaries on the OECD MTC. It includes an attempt at a new clarification of the tie-breaker test under article 4(3) OECD MTC and introduces an alternative provision that countries can opt to use. The main reason for these changes was the OECD’s concern (backed by a majority of member states) that its interpretation of ‘place of effective management’ had veered close to the common law concept of ‘central management and control’ and its reliance on the place where the board of directors meets.58 

			First, the OECD deleted the reference to the ‘board of directors’ that was contained in the 2000 OECD MTC Commentaries (see Part 2 , The OECD Level, section 3.2).59 They now merely contain a general description of the ‘place of effective management’ concept. Second, it introduced an alternative to the ‘place of effective management’, in the form of the mutual agreement procedure (‘MAP’). By contrast with its Commentaries on the ‘place of effective management’, the OECD has provided (non-exhaustive) criteria for how States can solve their conflicts in a MAP (see Part 2 , The OECD Level, section 3.3).

			3.1	Changes in the OECD MTC Commentaries

			The commentaries were changed as follows:60

			‘24. As a result of these considerations, the ‘place of effective management’ has been adopted as the preference criterion for persons other than individuals. The ‘place of effective management’ is the place where key management and commercial decisions that are necessary for the conduct of the entity’s business as a whole are in substance made. The place of effective management will ordinarily be the place where the most senior person or group of persons (for example a board of directors) makes its decisions, the place where the actions to be taken by the entity as a whole are determined; however, no definitive rule can be given and a All relevant facts and circumstances must be examined to determine the ‘place of effective management’. An entity may have more than one ‘place of management’, but it can have only one ‘place of effective management’ at any one time.

			‘24.1 Some countries, however, consider that cases of dual residence of persons who are not individuals are relatively rare and should be dealt with on a case-by-case basis. Some countries also consider that such a case-by-case approach is the best way to deal with the difficulties in determining the ‘place of effective management’ of a legal person that may arise from the use of new communication technologies. These countries are free to leave the question of the residence of these persons to be settled by the competent authorities, which can be done by replacing the paragraph by the following provision:

			3. Where by reason of the provisions of paragraph 1 a person other than an individual is a resident of both Contracting States, the competent authorities of the Contracting States shall endeavour to determine by mutual agreement the Contracting State of which such person shall be deemed to be a resident for the purposes of the Convention, having regard to its ‘place of effective management’, the place where it is incorporated or otherwise constituted and any other relevant factors. In the absence of such agreement, such person shall not be entitled to any relief or exemption from tax provided by this Convention except to the extent and in such manner as may be agreed upon by the competent authorities of the Contracting States. Competent authorities having to apply such a provision to determine the residence of a legal person for purposes of the Convention would be expected to take account of various factors, such as where the meetings of its board of directors or equivalent body are usually held, where the chief executive officer and other senior executives usually carry on their activities, where the senior day-to-day management of the person is carried on, where the person’s headquarters are located, which country’s laws govern the legal status of the person, where its accounting records are kept, whether determining that the legal person is a resident of one of the Contracting States but not of the other for the purpose of the Convention would carry the risk of an improper use of the provisions of the Convention etc. Countries that consider that the competent authorities should not be given the discretion to solve such cases of dual residence without an indication of the factors to be used for that purpose may want to supplement the provision to refer to these or other factors that they consider relevant. Also, since the application of the provision would normally be requested by the person concerned through the mechanism provided for under paragraph 1 of Article 25, the request should be made within three years from the first notification to that person that its taxation is not in accordance with the Convention since it is considered to be a resident of both Contracting States. Since the facts on which a decision will be based may change over time, the competent authorities that reach a decision under that provision should clarify which period of time is covered by that decision’.61

			3.2	Reference to the board of directors

			What is immediately noticeable is the deletion of the reference to the ‘board of directors’ in paragraph 24 of the Commentaries. This amendment was intended to avoid any possible misinterpretation that the board of directors might be taken as the only decisive criterion. The OECD wanted to make it clear that the ‘place of effective management’ is not always where the board of directors meets (especially in cases where the board merely rubber-stamps decisions that, in substance, are taken elsewhere – i.e. a supervisory role). With this deletion, the OECD has re-formed paragraph 24 into a general statement. No longer is there any guidance to explain the ‘place of effective management’ aspect. The OECD has thus made it even harder to (autonomously) define the ‘place of effective management’. Although apparently unintended, the changes made to the commentaries will most probably lead to individual States giving their own, domestic interpretation to the term, leading in turn to greater uncertainty.

			Notwithstanding, despite the absence of an autonomous definition, the emphasis lies on decisions that are necessary for operation of the business as a whole (‘key management and commercial decisions’),62 essential for smooth functioning of the company’s operations. This seems more to be linked to the day-to-day management of a company and the domestic concept of ‘place of management’ than the ‘central management and control’ concept, which tends to look at the ultimate control of major policy decision-making.63 

			With deletion of the reference to the board of directors, this alignment only gets stronger. The ‘place of effective management’ concept tends to look increasingly to management decisions necessary for business operations (day-to-day management) and less to decisions necessary for long-term corporate policy.

			3.3	Alternative provision

			The 2008 update of the OECD MTC Commentaries seems to recognise that the ‘place of effective management’ is not always the optimum way to deal with dual-residence issues. For those member states that wish to use it, the OECD Commentaries now provide an alternative provision for resolving dual-residence conflicts using a mutual agreement procedure. Even though a mutual agreement procedure could already be initiated under article 25 of the OECD MTC, inclusion of this option in article 4(3) clarifies it as an alternative for dual-residence issues. Paragraph 24.1 is quoted ad longum above (see Part 2 , The OECD Level, section 3).

			Although only inserted into the OECD Commentaries in 2008, many OECD-based double taxation treaties already refer to mutual agreement procedures as a way of resolving dual residence situations. For example, several of Belgium’s treaties make no reference to the ‘place of effective management’, but in fact rely on a mutual agreement procedure.64 Other countries such as the United States and Canada have extensive networks of double taxation treaties that rely on mutual agreement procedures for residence issues: Contracting States need to determine where a specific entity should be regarded as resident for the purposes of the relevant tax treaty based on the specific listed factors that are important for determining residence in those States. 

			The majority specify that ‘in the absence of such agreement, such person shall not be deemed to be resident of any of the Contracting States for purposes of enjoying the benefits under the convention’. Thus, if no agreement can be reached, the situation of dual residence is not resolved and double taxation remains an issue. 

			This provision lets States deal directly with dual residence conflicts, without any intrusion by the ‘place of effective management’ concept as a tie-breaker rule. However, in its 2008 OECD Commentaries, the OECD clearly states that, within the mutual agreement procedure, parties need to take into account ‘various factors, such as where the meetings of its board of directors or equivalent body are usually held, where the chief executive officer and other senior executives usually carry on their activities, where the senior day-to-day management of the person is carried on, where the person’s headquarters are located, which country’s laws govern the legal status of the person, where its accounting records are kept, whether determining that the legal person is a resident of one of the Contracting States but not of the other for the purpose of the Convention would carry the risk of an improper use of the provisions of the Convention’.65

			This is a non-exhaustive list, and countries can include other aspects that they find important, albeit subject to certain limitations; and factors that result in improper use of the provisions of the OECD MTC must be excluded. No examples of such factors are given. Yet, for the mutual agreement procedure, the OECD does provide a list of possible criteria (including ‘place of effective management’), and even the option to add more. Though no guidance whatsoever is given on the ‘place of effective management’ concept.

			Under the OECD mutual agreement provision, the competent authorities are not obliged to reach a solution.66 

			Until a solution is reached, the dual-residence company cannot claim any treaty benefits.67 For purposes other than treaty benefits (such as exchanging information), the company will be regarded as a resident of both Contracting States.68

			The alternative mutual agreement provision has its advantages of course, one being that the difficulties with the ‘place of effective management’ concept can be avoided. It also throws up disadvantages, and it is questionable whether it is optimal for resolving residence issues:69

			•	the competent authorities are not bound to any timing, or to achieve a result;

			•	the procedure creates uncertainty, as countries are not bound by any specific guidelines, the result is unclear;

			•	they will most likely seek a result based on their own domestic legislation, from which the conflict arose in the first place.70 Thus, it is questionable whether a result is even achievable through mutual agreement;

			•	if agreement can be obtained, there are no procedures in the OECD MTC (for the taxpayer) to appeal the decision (before a court, for instance).

			What impact the mutual agreement provision will have is as yet uncertain. One of its first applications is to be found in the UK-Dutch treaty.

			The UK-Dutch double taxation treaty71

			On 26 September 2008, a tax treaty was signed between the Netherlands and the UK. It came into force on 25 December 2010, and became effective in the United Kingdom on 1 April 2011 for corporation tax and 6 April 2011 for income tax and capital gains tax; its effective date was 1 January 2011 in the Netherlands.

			The new treaty is one of the first to include a reference to the mutual agreement procedure (in article 4(4)) following its introduction into the OECD Commentaries. It replaces the old rule that the ‘place of effective management’ is the tie-breaker:

			‘Where by reason of the provisions of paragraph 1 of this Article a person other than an individual is a resident of both Contracting States, then the competent authorities of the Contracting States shall determine by mutual agreement the Contracting State of which that person shall be deemed to be a resident for the purposes of this Convention. In the absence of a mutual agreement by the competent authorities of the Contracting States, the person shall not be considered a resident of either Contracting State for the purposes of claiming any benefits provided by the Convention, except those provided by Article 21, Article 24 and Article 25’. 

			The wording used differs from that in the Commentaries on the OECD MTC. The first sentence does not mention any factors that should be taken into account by the Contracting States when determining residence by mutual agreement. As a result, negotiating States have no guidance. And, for that matter, companies also have no guidance whatsoever on how to avoid potential dual residence.

			Its second sentence also deviates from the OECD mutual agreement tie-breaker. Where no agreement is reached, a taxpayer is deemed not to be a resident of either Contracting State, and will not be able to benefit from the treaty provisions. An exception to this rule applies for articles 21 (relief provision), 24 (non-discrimination) and 25 (mutual agreement procedure). Under the OECD approach, the dual resident is only excluded from treaty benefits but nonetheless remains a (dual) resident. 

			These changes go beyond the dual-resident entity to affect the rights of certain other UK and Dutch-resident taxpayers (which have no control over dual residence, let alone the absence of any mutual agreement): the OECD’s approach only denies treaty benefits to the dual-resident taxpayer itself.72

			Also worthy of note here is the fact that the company cannot request binding arbitration to resolve a dispute, which constitutes a significant departure from the OECD MTC. This could lead to grimmer treatment of companies, certainly when they transfer their tax residence between the treaty partners.73 Paragraph 24.1 of the commentary on articles 4 and 25(1) of the OECD MTC indicate that the mutual agreement procedure will normally be initiated by the dual-resident entity itself. This seems logical as it will be the entity and not the Contracting States that is aware that both States are wanting to tax it. It will normally be in its interests that a mutual agreement is reached so that double taxation can be avoided.74

			Insertion of a reference to mutual agreement procedures caused a fair backlash in the Netherlands.75 The main concern was that this alternative tie-breaker creates uncertainty, just like the ‘place of effective management’ criterion. In a more recent memorandum, the Dutch state secretary of finance therefore seeks to create clarity on residence: future policy will be for tie-breakers to be based on the ‘place of effective management’,76 and situations of perceived abuse will be challenged based on that definition.77 Therefore, it would seem that the Netherlands would sooner refrain from using mutual agreement clauses for residence issues in future tax treaties. In fact, none of the Netherlands’ post-2010 double taxation treaties (in force or pending) contains a mutual agreement tie-breaker.

			Other countries are still using the alternative mutual agreement procedure, but face the same obstacles as described above.78 They refer to both criteria (‘place of effective management’ and mutual agreement procedures), using the latter as a back-up.79

			4	OECD MTC versus United Nations model double taxation convention between developed and developing countries 

			When countries party to a tax treaty that is based on the OECD MTC and have similar flows of capital between them, the OECD MTC treaty usually works well. This is not true when the flows of capital are asymmetric, as the case may be between a developed and a developing country.80 

			That is why the UN understood that the OECD MTC was not suitable for a developed country-developing country tax treaty negotiation. Consequently, in 1968 it set up the Ad Hoc Group of Experts on tax treaties. Representatives of several developing countries were part of the group and had the opportunity to express their ideas.81 

			The UN Model Tax Convention (‘UN MTC’), in fact, is simply an OECD version corrected to the extent that will be acceptable to both developed and developing countries. As such, both in structure and conception, the UN MTC is similar to the 1963 Draft OECD Model (and its updates). 

			The difference of the UN MTC with the OECD MTC is that it generally preserves a greater share of tax revenue to the ‘source State’ (developing country), i.e. the country where investment or other activity takes place. While the OECD MTC preserves a greater share to the ‘residence State’, i.e. the country of the investor, trader, etc. The UN MTC thus normally allows developing countries more taxing rights on income generated by foreign investments in these countries.

			Article 4(3) of the UN MTC is a reproduction of article 4, paragraph 3 of the OECD MTC, and also uses ‘place of effective management’ as a tie-breaker rule: 

			3. Where by reason of the provisions of paragraph 1 a person other than an individual is a resident of both Contracting States, then it shall be deemed to be a resident only of the State in which its ‘place of effective management’ is situated.

			Also the Commentaries of the UN MTC refer to the Commentaries of the OECD MTC with respect to the interpretation of ‘place of effective management’.82 In this respect, it should be noted that the commentaries of the UN MTC in this respect have not been changed since its first adoption date (1979), and thus in principle do not include the changes in the OECD MTC Commentaries after that date. 

			Next to the references to the OECD MTC Commentaries, an interesting paragraph is added on how the notion ‘place of effective management’ should be interpreted:83 

			10. It is understood that when establishing the ‘place of effective management’, circumstances which may, inter alia, be taken into account are the place where a company is actually managed and controlled, the place where the decision-making at the highest level on the important policies essential for the management of the company takes place, the place that plays a leading part in the management of a company from an economic and functional point of view and the place where the most important accounting books are kept.

			This reference (quite expressly) classifies ‘place of effective management’ under senior management, i.e. the highest level of management. Such clear statement is not included in the OECD MTC (or its Commentaries) today. 

			Article 4(3) OECD MTC contains a tie-breaker rule (‘place of effective management’) that should allow taxation authority to be allocated to one of the Contracting States in cases of dual residence and potential double taxation. Over the past century, several attempts have been made to achieve an autonomous interpretation of the tie-breaker rule (by introducing a clear definition) but, even today, no such interpretation is available. This is not surprising given the differing views around the world on the interpretation of ‘place of effective management’ (see part 8). 

			The main issue with article 4(3) OECD remains: what kind of management is ‘effective management’. Is it the supervisory management exercised by a typical common law, one-tier board of directors? Or is it the active management of a typical European two-tier board of directors? Or is it daily management, or even shop-floor management? The lack of uniformity means Contracting States still have to apply domestic concepts, though the OECD seems to be evolving more to a day-to-day management criterion. In the words of the UK tax authorities:

			‘The ‘place of effective management’ is generally understood to be the place where the Head Office is: the Head Office in the sense of – not the registered office – but the central directing source. The place where one would expect to find the finance director, for example, the sales director and, if there is one, the managing director. The company records would normally be found there together with the senior administrative staff’.84

			However, great uncertainty reigns. The 2008 update of the OECD Commentaries on article 4(3) failed to clarify the issue but has the merit of allowing Contracting States to opt for a mutual agreement procedure in new double tax treaties instead of a tie-breaker ‘rule’.

			In recent years, EU law has gained in importance in this field, especially through landmark ECJ decisions. In the next chapter, we analyse whether they offer additional guidance in arriving at a better understanding of what is required for a company to have sufficient substance and be tax resident in a given state.

			1 2008 OECD MTC.

			2 Article 4(1) and (2) 2008 OECD MTC.

			3 The London Convention used the term ‘centre of effective management’.

			4 Article 4(3) 2008 OECD MTC.

			5 Advisory Group on Monitoring the Application of Existing Treaty Norms for the Taxation of Business Profits (‘BP-TAG’).

			6 OECD draft for public comment of 30 June 2001 (BP-TAG), ‘The impact of the Communications Revolution on the Application of ‘Place of Effective Management’ as a Tie-Breaker Rule – Discussion paper’, 15-16.

			7 This is a reference to the ‘place of management’ and ‘central management and control’.

			8 This publication was updated until 15 june 2012.

			9 K. Vogel, ‘Klaus Vogel On Double Tax Conventions; A Commentary to the OECD, UN and US Model Conventions for the Avoidance of Double Taxation of Income and Capital, with Particular Reference to German Treaty Practice, Third Edition’, Boston: Kluwer Law and Taxation Publishers, 1997, 262.

			10 K. Vogel, op. cit., 17.

			11 Such as the US model tax convention on income, adopted on 15 November 2006.

			12 Report on Double Taxation, League of Nations Doc. EFS 73 F19 1923 (reporting findings of Professors Bruins, Einaudi, Seligman and Sir Josiah Stamp to the Financial Committee of the League of Nations).

			13 Report on Double Taxation, League of Nations Doc. EFS 73 F19 1923 (reporting findings of Professors Bruins, Einaudi, Seligman and Sir Josiah Stamp to the Financial Committee of the League of Nations).

			14 S. Shalhav, The evolution of Article 4(3) and its impact on the ‘place of effective management’ tie-breaker rule. Intertax, 2004, Vol. 32, Issue 10, 463.

			15 League of Nations, Doc. C216. M. 85, 1927.

			16 I. J. J. Burgers, Some thoughts on further refinement of the concept of ‘place of effective management’ for tax treaty purposes, Intertax, 2007, Vol. 35, Issue 6/7, 378. 

			17 OEEC = Organisation of European Economic Co-operation (1948-1961), which was the predecessor of the OECD. The OEEC came into being with the signing of the Convention for European Economic Cooperation on 16 April 1948 by the 17 countries that constituted the original members. They were joined by the USA and Canada, and became the original 20 members (plus Spain) of the OECD (1961).

			18 Although it was the first time a model treaty used the phrase ‘place of effective management’, it was not new. The expression was first used in a Swiss Federal Court decision of 27 June 1919 (AG Columbus).

			19 S. Shalhav, op. cit., 466.

			20 Published in 1943.

			21 Published in 1946.

			22 The Mexican Convention was mostly influenced by American law (as well as the draft conventions of the League of Nations). American law still uses the incorporation doctrine to determine tax residence.

			23 OECD, Working Party No. 2 of the Fiscal Committee (Denmark – Luxembourg), Report on the concept of fiscal domicile, 23 May 1957.

			24 J. Sasseville, The meaning of ‘place of effective management’, in G. Maisto (ed.), ‘Residence of companies under Tax Treaties and EC law’, Amsterdam: IBFD publications, 2009, 290.

			25 Omission of the word ‘central’ (from ‘central management and control’) in the treaties concluded by the United Kingdom pointed to the fact that, for the purposes of double taxation, there can only be one centre of ‘management and control’. That is why the UK preferred to use ‘managed and controlled’ rather than ‘central management and control’ (which also occurred in various places) in its tax treaties. See J.F. Avery Jones, Corporate residence in Common Law: The Origins and Current Issues, in G. Maisto (ed.), op. cit., pp. 164 to 166 and 188 and footnote 196.

			26 Working Party No. 2 of the Fiscal Committee (Denmark – Luxembourg), ‘Fourth report on the concept of fiscal domicile’, 28 October 1957, Document FC/WP2(57)3, 9.

			27 Working Party No. 2 of the Fiscal Committee (Denmark – Luxembourg), ‘Fourth report on the concept of fiscal domicile’, 28 October 1957, Document FC/WP2(57)3, 9.

			28 Commentary on the 1963 draft convention, article 4(3), paragraphs 18-19 (currently paragraph 23, 2008 OECD Commentary). Still broadly included in the current 2008 commentaries, paragraphs 22 and 23 (‘1963 draft convention commentaries’).

			29 1963 draft convention commentaries, article 4(3), paragraph 19 (currently paragraph 23, 2008 OECD MTC Commentaries).

			30 S. Shalhav, op. cit., 468.

			31 Commentary on 1977 OECD MTC, paragraph 25.

			32 Commentary on 2000 OECD MTC, article 4(3), paragraph 24.

			33 Several treaty countries made observations on paragraph 24 of the commentary. Italy, for example, observed that it does not adhere to the interpretation given there and does not consider the most senior person or group of persons (for example, a board of directors) to be the sole criterion for identifying the ‘place of effective management’ of an entity. In its opinion, the place where the main, substantial activity of the entity is carried on is also to be taken into account when determining the ‘place of effective management’. Canada does not apply the ‘place of management’ test of article 4(3), but prefers the ‘place of incorporation’ test or the mutual agreement procedure. The United States of America and Mexico have made the same observation. France and Germany made an exception to article 4(3) for partnerships.

			34 E. Burgstaller and K. Haslinger, ‘Place of effective management’ as a tie-breaker rule - Concepts developments and prospects, Intertax, 2004, Vol. 32, Issue 8/9, 381.

			35 OECD draft for public comment of 30 June 2001, ‘The impact of the Communications Revolution on the Application of ‘Place of Effective Management’ as a Tie-Breaker Rule – Discussion paper’ (‘2001 BP-TAG draft’).

			36 C. Romano, The Evolving Concept of ‘Place of Effective Management’ as a Tie-Breaker Rule under the OECD Model Convention and Italian Law, European Taxation, 2001, Vol. 41, Issue 9, 340.

			37 2001 BP-TAG draft, 52.

			38 2001 BP-TAG draft, 58.

			39 2001 BP-TAG draft, 59.

			40 2001 BP-TAG draft, 73

			41 L. Hinnekens, Revised OECD-TAG Definition of Place of Effective Management in Treaty Tie-Breaker Rule, Intertax, Vol. 31, Issue 10, 316.

			42 L. Hinnekens, loc. cit.

			43 OECD discussion draft for public comment of 27 May 2003 (BP-TAG), ‘Place of effective management concept: suggestions for changes to the OECD Model Tax Convention’, Paragraph 3 (‘2003 BP-TAG draft’).

			44 2003 BP-TAG draft, paragraph 3.

			45 2003 BP-TAG draft, paragraphs 6-7.

			46 E. Burgstaller and K. Haslinger, op. cit., 384.

			47 L. Hinnekens, op. cit., 317.

			48 2003 BP-TAG draft, paragraph 8.

			49 2003 BP-TAG draft, paragraph 24.2.

			50 L. Hinnekens, op. cit., 318.

			51 See also p. 119 et seq.

			52 E. Burgstaller and K. Haslinger, op. cit., 386.

			53 E. Burgstaller and K. Haslinger, loc. cit.

			54 International Fiscal Association.

			55 For a thorough review of these cases, see J.F. Avery Jones, ‘Place of Effective Management’ as a Residence Tie-Breaker rule, Bulletin For International Fiscal Documentation, January 2005, Vol. 59, Issue 1, 20-24.

			56 Reference was made to the test of ‘primary management and control’, which was mentioned in the limitations on benefits clause in the US-Dutch double taxation treaty.

			57 Draft contents of the 2008 OECD MTC, 3.

			58 J. Sasseville, The meaning of ‘place of effective management’, in G. Maisto (ed.), op. cit., 294.

			59 See also p. 105 et seq.

			60 The wording in bold indicates new additions; the wording struck through was deleted.

			61 Comm. 2008 OECD MTC, Article 4(3), paragraph 24-24.1.

			62 Comm. 2008 OECD MTC, Article 4(3), paragraph 24.

			63 E. Burgstaller and K. Haslinger, op. cit., 380. See also: P. Baker, ‘Double taxation conventions: a manual on the OECD model tax convention on income and on capital’, London: Sweet & Maxwell, updated to 2009, 4B.17 – 4B.18 and HRMC SP1/90.

			64 See the Belgian double taxation treaties with Canada (2002), Estonia (1999) and the United States (2006).

			65 Comm. 2008 MTC, Article 4(3), paragraph 24.1.

			66 As opposed to the mutual agreement procedure with individuals.

			67 R. Russo, The 2008 OECD Model Tax Convention – Guest Editor’s Note, European Taxation, 2008, Vol. 48, Issue 9, 460.

			68 R. Russo, loc. cit.

			69 See also BIAC comments on the OECD Public Discussion Draft: Draft Comments of the 2008 Update to the OECD MTC, 31 May 2008, 4 (www.oecd.org).

			70 Only in the case of a conflict between national laws (where different national criteria are used to determine residence, which results in double residence) can the tie-breaker rule in article 4(3) OECD MTC be used. If no conflict exists, residence must be handled using article 4(1) OECD MTC (and therefore will be dealt with under national law).

			71 2008 Income and Capital Gains Tax Convention and Final Protocol between the Netherlands and the UK.

			72 See J. P. van den Berg and B. van der Gulik, The mutual agreement tie-breaker – OECD and Dutch perspectives, Tax Notes International, 2009, May, 426.

			73 R. Offermans and P. M. Smit, The new Netherlands-UK Tax Treaty 2008 – An analysis, European Taxation, 2009, February, Vol. 49, Issue 2, 61.

			74 J. P. van den Berg and B. van der Gulik, op. cit., 422.

			75 Though it was certainly not the first Dutch double taxation treaty to include a mutual agreement procedure to decide residence conflicts. See for example: Agreement between Canada and the Kingdom of the Netherlands for the avoidance of double taxation and the prevention of fiscal evasion with respect to taxes on income, signed in The Hague on 27 May 1986; Convention between the Government of the Kingdom of the Netherlands and the Republic of Latvia for the avoidance of double taxation and the prevention of fiscal evasion with respect to taxes on income and capital, signed in The Hague on 14 March 1992; Convention between the Kingdom of the Netherlands and the United States of America for the avoidance of double taxation and the prevention of fiscal evasion with respect to taxes on income, signed in Washington D.C. on 18 December 1992.

			76 Dutch Ministry for Finance, ‘Notitie fiscaal verdragsbeleid’, 11 February 2011, 34. 

			77 J. P. Van den Berg and J. Vrolijk, Highlights of the new Dutch tax treaty policy, Tax Notes International, May 2011, Vol.62, Issue 9, 727. 

			78 See for example: 2011 Income and Capital Tax Agreement and Final Protocol between Uruguay and Finland (not yet ratified); 2011 Income Tax Treaty between Portugal and Japan; 2010 Income Tax Agreement and Final Protocol between Hong Kong and Japan.

			79 See for example: 2011 Income and Capital Tax Agreement between Georgia and India.

			80 E. Baistrocchi, The structure of the asymmetric tax treaty network: theory and implications, Brit. Tax Rev., Issue 4 (2008).

			81 A. A. Verstraeten, Argentina’s tension with the permanent establishment concept, Tax Notes International, October 2011, Issue 3, Vol. 64, 223.

			82 UN MTC Commentaries, Article 4(3), paragraph 8 – 10. More particular, the UN MTC Commentaries refer to paragraph 21 – 24 of the OECD MTC Commentaries on Article 4(3). 

			83 UN MTC Commentaries on article 4(3), paragraph 10.

			84 ITH348; INTM120210 (HMRC International Tax Manual).

		

	
		
			The EU level

			Both primary and secondary EU law prevail not only over the Member States’ domestic legislation but also over OECD-based double taxation treaties in so far as they are of direct effect in the Member States. It is therefore of paramount importance to take EU law into account when determining the tax residence of companies within the EU in the context of resolving the substance question.

			This chapter looks at how residence is viewed in an EU context, but we start with a brief overview of the four fundamental freedoms. These lie at the very heart of the EC Treaty1 and are therefore very relevant in the field of taxation. Under the Lisbon Treaty, the European Union replaced and succeeded the European Communities.2 In the field of direct taxation, the Treaty on the Functioning of the European Union (‘TFEU’) is also of significant relevance. The TFEU entered into force on 1 December 2009.3 The freedom of establishment is the most important fundamental freedom to be taken into account when analysing (freedom of choice in terms of) companies’ tax residence: can an EU Member State apply its domestic anti-abuse tax provisions (i.e. substance requirements) if they might prevent companies from setting up new entities or migrating to other EU Member States? 

			1	The four fundamental freedoms

			In general, the EU Member States have broad sovereignty in the field of direct taxation; after all, each State has its own national taxation system. However, each must also be mindful to exercise its taxation rights consistently with its obligations under the European Treaties and the legislative provisions enacted under those Treaties.4 The four fundamental freedoms are of paramount importance in this respect.

			The following provisions of the TFEU give meaning to the fundamental freedoms:

			•	the free movement of goods: articles 28-37 TFEU (articles 23- 31 EC Treaty);

			•	the free movement of persons (including the free movement of workers and the freedom of establishment): articles 45-55 TFEU (articles 39-48 EC Treaty);

			•	the free movement of services: articles 56-62 TFEU (articles 49-55 EC Treaty);

			•	the free movement of capital: articles 63-66 TFEU (articles 56-60 EC Treaty).

			The structures of these provisions are very similar. The starting point for each is a prohibition against Member States adopting measures that restrict the fundamental freedom in question. However, the Treaty also names a limited number of grounds on which EU Member States may restrict a fundamental freedom, though the ECJ has ruled that such restrictive measures must be proportionate, i.e. it cannot be possible to achieve the purpose aimed at by using other measures that have a lesser impact on the fundamental freedom in question.

			France Presse5 was an early case in which the ECJ ruled on whether a national direct-tax measure was compatible with the free movement of goods. Following this case, the body of European case law has expanded substantially and, today, it is hard to keep pace with the tax cases ruled on by the ECJ. Before delving deep into the case law, however, we turn the spotlight onto the wider field of European economic integration and the very broad interpretation the ECJ has given to the fundamental freedoms in this context.

			1.1	European economic integration 

			General 

			Articles 2-4 of the EC Treaty provide a clear view of how the EU is to evolve. The competences of the EU are determined by its main objective: European economic integration. The main objective is to promote balanced, sustainable development of economic activities throughout the European Union.

			‘For the purpose set out in Article 2, the activities of the EC shall include, as provided in this Treaty, the establishment of an internal market characterised by the abolition, between Member States, of obstacles to the free movement of goods, persons, services and capital’.6

			The ‘internal market’ is defined as ‘an area without internal frontiers in which the free movement of goods, persons, services and capital is ensured in accordance with the provisions of the Treaty’.7 The concept of a common market, as defined by the ECJ in a consistent line of decisions, involves ‘the elimination of all obstacles to intra-Community trade in order to merge the national markets into a single market bringing about conditions as close as possible to those of a genuine internal market’.8 Of course, domestic tax regulations have a substantial impact on how this process of European economic integration evolves together with the creation of the internal market. Taxes must not prevent or restrict the free movement of goods, persons, services or capital between Member States. Their domestic laws must be approximated to the extent required for the functioning of the internal market.9

			The TFEU lays down various measures to achieve European integration. Two main streams of integration can be distinguished:

			•	negative integration (also referred to as ‘market integration’) is achieved within the private sector by prohibitions embedded in the TFEU. When conflicts arise between market participants, the ECJ has an important role to play in interpreting the provisions that are meant to regulate the internal market;

			•	positive integration refers to integration by means of harmonisation: the domestic laws of the Member States are geared to one another by means of secondary EU law, to the extent that this is necessary for achievement of an internal market. In the area of direct taxation, this is mostly achieved by using directives and ‘soft law’, such as recommendations. Naturally, this ‘soft law’ has to be in line with the TFEU.10

			Negative and positive integration are closely inter-related: the more positive integration (e.g. directives or soft law) there is to regulate the internal market, the less negative integration there will be, and vice versa.

			Direct taxation 

			When it comes to direct taxation matters, it is often said – and is also emphasised in the judgments of the ECJ – that the EU has no competence to interfere in matters of the like, as they lie entirely within the exclusive prerogative of the Member States. The power to levy taxes is considered to be the crown jewels of their sovereignty. The EU plays only a subsidiary role with respect to direct taxes; its intention is not to standardise the Member States’ tax systems but simply to ensure that they are compatible not only with one other but also with the objectives of the TFEU.11

			In this respect, the ECJ has frequently ruled that, for the time being at least, direct taxation per se does not fall within the scope of the TFEU. However, the powers that continue to be invested in the EU Member States must nevertheless be exercised in a manner consistent with EU law12 though, to date, harmonisation of Member States’ domestic laws in the field of direct taxation has been fairly limited. Any integration that has occurred has primarily been based on the ECJ’s interpretation of the Treaties.13

			Thus, a distinction is drawn between the allocation of fiscal competence and the exercise of that competence. Only the latter, though falling within the authority of the EU Member States, need to comply with EU law.14

			In addition to the Treaty articles referred to, article 352 TFEU may also be relevant to direct taxes: if action by the European Union should prove necessary and the founding Treaties have not furnished the necessary powers, it authorises the European Council to take appropriate measures to attain any of the objectives of the EU. The Council may (acting unanimously) take the measure on a proposal from the European Commission and after obtaining endorsement from the European Parliament. The Council Regulation on the European Economic Interest Grouping,15 which also contains provisions on direct taxes, is based on article 352 TFEU.16

			1.2	Discrimination based on nationality and the impact on direct tax legislation 

			All provisions on the fundamental freedoms are considered to give specific expression to the prohibition against discrimination on grounds of nationality. Under the founding Treaties, EU nationals in the same situation enjoy the same treatment in law irrespective of their nationality, a principle enshrined in article 18 TFEU: ‘[w]ithin the scope of application of the Treaties, and without prejudice to any special provisions contained therein, any discrimination on grounds of nationality shall be prohibited’.

			First, article 18 states that it only applies to situations falling within the scope of the Treaty. It does not therefore cover purely domestic situations.17 In this respect, the ECJ is very indulgent: the fundamental freedoms can be invoked in any situation with some connection to intra-Community trading (i.e. with a cross-border element).18 The fact that there has to be a cross-border element in order to invoke the fundamental freedoms can paradoxically lead to a resident of an EU Member State who is treated less favourably than a non-resident not being able to invoke the protection of the TFEU due to the lack of such an element. This is referred to as ‘reverse discrimination’.19 Article 18 TFEU does not cover reverse discrimination, due to the absence of any cross-border nexus.

			The non-discrimination provision of article 18 TFEU does not require the existence of an economic connection. In early case law, specifically Werner (which concerned the free movement of workers), the ECJ stated that a move from one Member State to another while the private individual still continued to work in the first Member State did not fall within the scope of the EC Treaty and, hence, an economic nexus did seem to be required.20 However, since articles 18-22 TFEU came into force on ‘non-discrimination and citizenship of the union’, an economic nexus has no longer been required for article 18 TFEU to apply. This has also been confirmed in more recent ECJ case law.21 Since there is no concept of ‘citizenship of the union’ in relation to companies, the so-called Werner doctrine is still relevant for companies exercising their fundamental freedoms. More specifically, the free movement of workers, the freedom to provide services and the freedom of establishment always involve an economic interest.22

			Second, article 18 TFEU is applicable without prejudice to any special provision contained therein. This means that it is lex generalis, which can be set aside by lex specialis. Because of the fact that all provisions on the fundamental freedoms contain a specific prohibition against discriminatory measures based on nationality, article 18 TFEU is considered to be a ‘fall-back clause’ for the case that no specific non-discrimination provision is available.23 Thus, the provisions on the fundamental freedoms are to be considered as lex specialis that sets aside the lex generalis, i.e. article 18 TFEU.24

			Third, article 18 TFEU only prohibits discrimination on the ground of nationality. The ECJ, however, has interpreted the prohibitions on discrimination based on nationality very broadly: discrimination consists of dissimilar treatment in comparable situations, as well as similar treatment in different situations. Differentiation based on objective criteria is permissible,25 but any unjustified difference in treatment constitutes discrimination.

			Still according to the ECJ, a distinction is to be made between direct and indirect discrimination. Whereas direct discrimination involves differentiation on the grounds of nationality, indirect discrimination involves differentiation on the grounds of other criteria (e.g. residence). As income taxes are mostly levied on the criterion of residence, differentiation on that basis can therefore constitute a form of indirect discrimination even if it applies equally to nationals and non-nationals.26

			The four fundamental freedoms are considered as giving specific expression to the general prohibition against discrimination on grounds of nationality. Initially, whether or not a case was ruled upon by the ECJ as being an instance of discrimination or of a restriction was important in terms of justification: 

			•	in the case of discrimination, it could only be justified by the mandatory requirements of the public interest test set out in the TFEU (e.g. public health, public security, and so forth);

			•	in the case of a non-discriminating restriction, this could be justified if:

			−	 it pursued a legitimate objective compatible with the TFEU; and

			−	 the domestic rules were appropriate and proportionate for the attainment of that objective (this test is also known as the ‘rule of reason’).27

			In the area of direct taxation, however, the ECJ has started to merge these concepts when it comes to their justification.28 

			2	Substance and the freedom of establishment within the EU

			The mobility of private individuals and companies within the European Union has increased as the fundamental freedoms of the TFEU have become economic reality. Their relevance for companies is whether they can rely on them to choose to incorporate a new entity in, or to transfer their statutory seat or decision-making organs to, an EU Member State that has more-favourable laws.

			However, the domestic tax laws of the Member States still interfere with the cross-border activities of companies within the European Union (and beyond).29 They very often include anti-abuse rules to avoid (deemed) tax avoidance. Within an EU context, these anti-abuse measures have often been scrutinised by the ECJ. This is further analysed below (see Part 2 , The EU Level, section 3).

			Within the framework of this development, the fundamental freedom of establishment has become one of the most important protected by the TFEU. The purpose here is to take the freedom of establishment provisions as the starting point for an analysis of the notion of residence and the ever-increasing importance of corporate migration within the European Union.

			2.1	The freedom of establishment 

			The concept of the ‘freedom of establishment’ is of key importance in an ever-globalising world in which – from an economic perspective – national borders seem to be disappearing. Indeed, as businesses move forward on the constant quest for (cost) optimisation, cross-border conflicts might arise as a result of local jurisdictions imposing measures to protect their ‘internal market’.

			The notion of ‘fiscal residence’ will never be far off in discussions of the like. Because there are no provisions in the TFEU on the notion of tax residence, the tax-connecting factor of ‘fiscal residence’ will be given form by the domestic legislation of each of the different Member States in the European Union.30 In this respect, we refer to part 2, and the separate country chapters in part 8, which provide an overview of the approaches taken by 48 jurisdictions.

			Here, we discuss the main provisions in the TFEU with respect to the freedom of establishment, as well as the conditions that have to be met in order for companies to invoke this particular freedom. We also elaborate on the meaning of the term ‘establishment’.

			Main provisions – General 

			The freedom of establishment is embedded in article 49 TFEU: 

			‘Within the framework of the provisions set out below, restrictions on the freedom of establishment of nationals of a Member State in the territory of another Member State shall be prohibited. Such prohibition shall also apply to restrictions on the setting-up of agencies, branches or subsidiaries by nationals of any Member State established in the territory of any Member State. 

			Freedom of establishment shall include the right to take up and pursue activities as self-employed persons and to set up and manage undertakings, in particular companies or firms within the meaning of the second paragraph of Article 54, under the conditions laid down for its own nationals by the law of the country where such establishment is effected, subject to the provisions of the chapter relating to capital’.31

			Thus, in short, article 49 TFEU can be interpreted as prohibiting an EU Member State from discriminating against nationals of another Member State, as well as from discriminating amongst its own nationals seeking to establish themselves in another Member State.

			The form of establishment referred to in the first sentence of article 49 is a ‘primary establishment’. This includes the right to set up a new company under the laws of a given EU Member State (host state). In the second sentence, EU law talks of a ‘secondary establishment’, which implies the right for companies set up under the laws of one EU Member State to establish agencies, branches and subsidiaries in another EU Member State.32

			Limitations on and exceptions to the freedom of establishment are to be found in articles 51 and 52 TFEU (such as public policy, public security and public health). EU Member States are free to determine their own national public policy requirements, but the ECJ adheres to a very strict interpretation. The public policy must be acknowledged, and proven in each case.33 However, with respect to matters of direct taxation, these limitations are of minor importance because, so far, in the ECJ’s case law, they have only infrequently been invoked by Member States.

			The ECJ’s development of what is known in the literature as the rule of reason has been alluded to. The rule of reason can be seen as an instrument on which EU Member States can justify reasonable measures that restrict the fundamental freedoms.34 The Rule of Reason applies when the following four conditions are met: 

			•	no positive integration (harmonisation) has been achieved in the field of the measure that is being tested;

			•	the tested measure is applicable without differentiation (discrimination);

			•	the measure is justifiable on the grounds of an imperative demand of public interest;35 and

			•	the measure withstands the proportionality test,36 meaning that it is in proportion to the purpose aimed for.

			Justifications on the grounds of an imperative demand of public interest are often invoked by EU Member States. However, the ECJ seems only to accept the following five grounds: 

			•	the effectiveness of an appropriate tax audit;37

			•	the need to prevent tax avoidance or abuse;

			•	the coherence of the national tax regime;38

			•	the principle of fiscal territoriality;39 and

			•	preservation of the balanced allocation of taxing power.

			We discuss below the need to prevent tax avoidance or abuse and the preservation of the balanced allocation of taxing power relative to the theme of corporate residence and substance requirements for companies established within the European Union.

			Preservation of a balanced allocation of taxing power was accepted by the ECJ for the first time as an overriding reason in the public interest capable of justifying a restriction on fundamental freedoms in Marks & Spencer.40 This is a justification that can be invoked generally by EU Member States whenever the tested legislation serves the specific purpose of avoiding conduct than could jeopardise their right to levy taxes on activities performed on their territory.41

			In addition, the ECJ has held that the need to prevent tax avoidance or abuse can also form an overriding reason in the public interest. However, the notion of tax avoidance is, as we see below, limited to ‘‘wholly artificial arrangements’ aimed at circumventing the application of the legislation of the Member State concerned’.42

			Main provisions – Article 54 TFEU: freedom of establishment in a corporate environment 

			With respect to legal persons, reference is made to article 54 TFEU (the text is quoted in footnote 31). It extends the provisions of the freedom of establishment – as enshrined in article 49 of the TFEU – to companies formed in accordance with the law of an EU Member State and having their registered office, central administration or principal place of business within the EU. Companies or firms meeting these conditions are considered comparable to natural persons who are nationals of an EU Member State for the purposes of the TFEU.43

			Consequently, for companies, the situs of the registered office, central administration or principal place of business serves as the connecting factor with the legal system of a particular EU Member State in the same way as nationality serves as a connecting factor for private individuals.44

			Article 54 sets out two conditions that companies have to meet in order to invoke the freedom of establishment: 

			•	the first is that a company or firm has to be constituted according to the commercial or civil law of an EU Member State;

			•	the second concerns the ‘nationality’ of the company or firm: this is met whenever the company or firm has its registered office, central administration or principal place of business within the EU.45

			Consequently, companies from third countries (i.e. non- Member States of the EU) are excluded from the freedom of establishment as laid down in the TFEU. It is, of course, possible for nationals of third countries to establish firms and companies within the European Union. The freedom of establishment will then cover such firms and companies.46

			The application of article 49 requires an EU national to have exercised the right to establish in another EU Member State in a cross-border intra-EU situation. For example, the freedom of establishment cannot apply where a resident company of one Member State receives a loan from a company in another Member State that does not control the first company, even if the same resident company of a non-EU Member State controls both: no resident company of a Member State will have exercised the right to establish in another Member State, and so article 49 TFEU will not apply.47

			The meaning of the term ‘establishment’

			 The freedom of establishment as embedded in Article 49 of the TFEU enables companies to establish themselves on the territory of a Member State of the European Union48. However, the TFEU does not seem to give much guidance with respect to the notion of ‘establishment’. Therefore, reference can usefully be made to ECJ case law, which interpreted the concept in the Factortame case.49

			In that case, an ‘establishment’50 is defined as ‘the actual pursuit of an economic activity through a fixed establishment in another Member State for an indefinite period’. The definition clearly demonstrates that the ECJ takes economic and physical requirements into account while assessing infringements on, or the application of, the freedom of establishment.

			Thus, according to the ECJ, establishment has to be interpreted as a company pursuing its economic activity in another EU Member State. The Factortame case shows that the economic activity should be real and effective and that it should be demonstrated that it is attached to the economy of one of the EU Member States.

			In the Factortame case, the ECJ seemed to take an economic approach. On the basis of this approach, a mere statutory seat within the European Union does not guarantee Treaty protection. However, a pure statutory seat could be sufficient to invoke Treaty protection where the company has at least an (active) branch in another EU Member State. Establishment always implies a genuine economic link with the local economy.

			An establishment within the meaning of the TFEU involves two factors, being:

			•	a physical presence; and

			•	the exercise of an economic activity, both, if not on a permanent basis, at least on a durable one.51 

			Therefore, the question arises as to what extent a company that has no substantial economic activity itself (letterbox company) can invoke the freedom of establishment.

			Two situations can be distinguished to illustrate this.

			Example 1: A company with an economic activity has a holding in a pure letterbox company 

			In this situation, it would appear that the freedom of establishment cannot be invoked by the letterbox company, since it does not exercise any economic activity. In order to invoke the freedom of establishment, it is not sufficient for an EU resident company to set up a cross-border (tax-driven) structure without simultaneously carrying on an economic activity, or to set up a cross-border structure of a merely formal character, which is of lesser magnitude than the fiscal drivers of the structure.

			Example 2: A letterbox company has a holding in an economically active company

			The typical example is a letterbox company that does not carry on an economic activity in the EU Member State of origin but exercises its secondary right of establishment by acquiring a holding in an active subsidiary or setting up an active agency or branch in another Member State. In this situation, the freedom of establishment applies.52

			From the latter situation (i.e. a letterbox company with a holding in an economically active company, agency or branch), it can be concluded that it is not always necessary to pursue an economic activity in the home Member State in order to be able to invoke the freedom of establishment. A mere statutory seat in the home Member State can suffice, to the extent there is at least an (economically active) subsidiary, agency or a branch in another EU Member State.

			The reference to physical presence and the pursuit of an economic activity in our opinion shows that the ECJ attaches a great deal of importance to the presence of relevant economic substance in order for a company to be considered ‘established’ in an EU Member State.

			As will be discussed in the following, the ECJ took the notion of ‘physical presence’ and ‘genuine economic activity’ as a starting point for its analysis of the notion of ‘wholly artificial arrangements’.

			2.2	Migration of companies and the freedom of establishment

			 General 

			In an international business environment, functions, risks and assets may be portable, i.e. can be easily moved, which may result in the actual migration of companies. In this chapter, we will look at how the ECJ deals with the migration of companies within the European Union.

			To set the scene, reference should be made to Article 293 of the EC Treaty53, stating:

			‘Member States shall, so far as is necessary, enter into negotiations with each other with a view to securing for the benefit of their nationals:

			•	the protection of persons and the enjoyment and protection of rights under the same conditions as those accorded by each State to its own nationals;

			•	the abolition of double taxation within the Community;

			•	the mutual recognition of companies or firms within the meaning of the second paragraph of Article 48, the retention of legal personality in the event of transfer of their seat from one country to another, and the possibility of mergers between companies or firms governed by the laws of different countries; and

			•	the simplification of formalities governing the reciprocal recognition and enforcement of judgments of courts or tribunals and of arbitration awards’.

			Only the Arbitration Convention54 has been concluded amongst the Member States as a result of Article 293 of the EC Treaty.55 However, despite the absence of specific conventions facilitating attainment of the freedom of establishment, Member States should nevertheless honour it, as the ECJ considered in the Überseering case.56 In other words, the fact that no specific convention has yet been concluded in this respect does not deprive a company of its right to exercise the freedom of establishment.57

			Residence-based taxation raises some delicate questions of compatibility with EU law, whenever a resident of one of the Member States of the European Union decides to migrate to another Member State. The principle of territoriality implies that those who transfer their residence abroad cease to be subject to tax in the home state and start being subject to tax in the immigration state.

			The main issue with the transfer of residence lies in the fact that the emigration country often imposes ‘exit taxes’. These are levied on the overall income and capital gains that have accrued in the period that the taxpayer was a resident in the country of emigration.

			As exit taxes are likely to dissuade a taxpayer from transferring his residence to another EU Member State, levying them could be regarded as incompatible with EU law.58 Whether these anti-abuse provisions are indeed, wholly or partial, incompatible with EU law, is analysed further on (see Part 2 , The EU Level, section 3).

			Article 54 of the TFEU and corporate migration 

			Within the context of corporate migration, it is interesting to take a closer look at how the ECJ interprets Article 54 of the TFEU. The ECJ has had to deal with issues concerning primary and secondary establishment in a fragmented manner. As outlined above, primary establishment deals with migration out of the home state where the company was incorporated and where its registered office and, presumably, also its real seat was located, with a consequent change of applicable law. Migration is interpreted differently in incorporation countries (where a move of registered office is needed) and real seat countries (where a move of real seat is sufficient). Issues in ECJ case law concerning secondary establishment tend to be much more specific and most of the time deal with newly incorporated companies that operate exclusively in another country with less flexible company law. In these circumstances obstacles were present in the country of immigration as one tried to avoid the more stringent company law of that country.59

			Below, we briefly touch upon some landmark ECJ cases in this field.

			Before going into detail on the different cases dealt with by the ECJ, one should bear in mind the importance of the ECJ’s decision in the Avoir Fiscal case,60 in which the ECJ gave its interpretation of Article 54 of the TFEU, stating that it was the ‘domicile’ of a company that serves as a connecting factor with the legal system (and the tax jurisdiction) of an EU Member State.61 Consequently, in Avoir Fiscal (and subsequently in Daily Mail), the ECJ used the theory of incorporation to establish where companies had their fiscal residence as a complementary model to the real seat theory. Under these premises, the ECJ concluded in Avoir Fiscal that the seat of a company was the connecting factor between a company and a tax jurisdiction, implying that companies must have their real seat in the European Union if they wish to claim the protection of the fundamental freedoms.

			>	Daily Mail (1988)62

			In the Daily Mail case, the ECJ decided that a company incorporated in one EU Member State cannot invoke the freedom of establishment to transfer its ‘central management and control’ to another EU Member State, while retaining its status of incorporated company in the first EU Member State.

			Facts 

			Daily Mail was an investment holding company incorporated under the laws of England and having its registered office there. According to the legislation applicable in the UK at that time, a company had to obtain up-front consent from the tax authorities to transfer its ‘central management and control’ to another EU Member State. The authorities in principle had discretionary powers in this respect, but in fact only ascertained whether capital gains tax had effectively been paid.63

			Daily Mail wanted to transfer its ‘central management and control’ to the Netherlands64 in order to avoid unlimited tax liability on its worldwide income in the UK. The transfer was done without requesting the prior consent of the UK tax authorities, eventually resulting in a dispute before the English court, which made a reference to the ECJ for a preliminary ruling, Daily Mail arguing that the necessity for prior consent breached EU law. 

			Decision 

			The issue presented to the Court essentially was an exit-tax issue. However, the ECJ did not touch upon that issue and instead ruled on the compatibility of the real seat theory with the freedom of establishment as laid down in article 49 and 54 of the TFEU.65

			The ECJ started its analysis by pointing out that a variety of tax- connecting factors are to be found within the national legislation of EU Member States. It ruled that both the differences in national legislation concerning tax-connecting factors and the question of whether and how a company’s registered office or real head office can be transferred from one EU Member State to another were matters to be covered by future legislation or conventions.66

			The ECJ eventually decided that the freedom of establishment did not include the right for a company incorporated under the legislation of one EU Member State to transfer its ‘central management and control’ to another EU Member State, while retaining the status of an incorporated company in the first EU Member State.67

			Comment 

			The decision was remarkable, since Advocate General Darmon stated in his opinion that the transfer of the ‘place of central management and control’ of a holding company did not require the prior consent of the tax authorities. He stated that, where the transfer of ‘central management and control’ genuinely constitutes an ‘establishment’ within the meaning of the TFEU,68 no prior consent from the tax authorities may be required for exercise of a fundamental freedom laid down in the TFEU.69

			If the opinion of the Advocate General had been followed by the ECJ, companies would only have had the right to transfer their ‘central management and control’ where the transfer genuinely constituted ‘establishment’, i.e. provided there were no suggestions of abuse or circumvention of the law.70 In other words, the transfer of ‘central management and control’ of a company has to reflect genuine integration of the company into the economic life of the host Member State.

			Although the decision of the ECJ was somewhat remarkable, this did not prevent the case from becoming a landmark decision under EU law. The Daily Mail decision was heavily criticised by international tax commentators, as ‘the ECJ did not focus on the underlying tax query, but only saw the case in the light of a more general difficulty of approximation of company law. Some authors commented in this respect that the ECJ was probably wrong in not focusing on the actual problem and accordingly ascertaining whether the UK anti-abuse measures were compatible with the principle of proportionality. However, such a principle was too little developed at that time and the ECJ might have feared a dramatic increase in the number of cases filed on direct taxes with respect to potential abusive schemes. Therefore, one may understand the outcome of the Daily Mail decision, though not entirely justify it’.71 In the view of other authors, the ECJ tried to avoid creating a precedent that could have resulted in the increased migration of companies, which could have been a real possibility had the ECJ recognised the right of companies to transfer their ‘central management and control’ without incurring any tax liabilities.72

			The decision is generally perceived to be a victory for the real seat theory: a real seat country can deprive a company of its legal personality upon the transfer of its real seat outside its jurisdiction as a result of which the company will no longer be seen as a company governed by its law. The loss of legal personality would result in the winding-up of the company, which could trigger taxation.73

			>	Centros (1999)74 

			More than ten years after Daily Mail, the ECJ dealt with the Centros case. The ECJ ruled that a Member State should allow a company validly incorporated in another Member State where it has its registered office, to register another establishment in the host State, from which it may develop its entire business.

			Facts 

			Centros was a private limited company registered in the UK (with a small paid-up capital) held by Mr and Mrs Bryde, a Danish couple. Mrs Bryde was the director of Centros Ltd., which had its registered office in the UK at the home address of an acquaintance of Mr Bryde. In reality, no substantial business was carried on through Centros Ltd. in the UK.

			Under Danish law, a foreign private limited company could do business in Denmark through a branch if the company was established in a Member State of the EU.

			The Danish couple applied to the Danish Trade and Companies Board to register a branch of Centros in Denmark. The Board denied the request, arguing that the intention was to establish a principal establishment in Denmark without engaging in any actual trading in the UK. Moreover, the owners were required to incorporate their company in Denmark, as the Danish authorities were of the opinion that the reason why they wanted to establish a branch was to avoid the capital requirements for establishing a company in Denmark.75

			Decision 

			Before the ECJ, the Danish government argued that the underlying case concerned a purely internal, domestic Danish situation and thus could not give rise to any incompatibility with EU law. The ECJ, however, stated that it was of no importance that the company was formed in the first Member State merely with a view to establishing itself in the second Member State, where its main or entire business was to be carried on. The ECJ held that an EU Member State should allow a company validly incorporated in another EU Member State in which it has its registered office to register another establishment in the host state, from which it may develop its entire business. On that basis, the host Member State cannot impose its own substantive company law principles, in particular those in relation to share capital, on a company properly formed in another EU Member State.76

			The ECJ thus ruled against the Danish authorities, as the company was validly incorporated within the European Union. Consequently, the ECJ decided that a refusal to register a branch of a company incorporated in another Member State forms a restriction on the freedom of establishment.77

			Comment 

			In sum, the ECJ appears to attach great importance to the incorporation principle, even if there is reason to believe that the initial registration in one EU Member State is inspired by the desire to avoid certain (civil) law requirements in the other EU Member State. Incorporation in one EU Member State only to establish a branch, agency or subsidiary in another EU Member State is, according to Centros, acceptable as a general rule.78

			>	Überseering (2002) 

			In 2002, the German Federal Civil Court asked the ECJ in what circumstances the real seat doctrine would apply to cases concerning transfers of the fiscal residence of companies. In this case, the ECJ made a clear statement on the matter of the transfer of primary establishments within the European Union and the tax-connecting factors applying to companies resident in the European Union.79

			Facts 

			Überseering was a company incorporated and managed in the Netherlands and was owned by two shareholders, both German residents. Most of the company’s business was carried on in Germany. At a certain moment in time, Überseering acquired real estate in Germany and contracted a company to refurbish it. After the refurbishment was completed, Überseering claimed that the paintwork was defective.

			According to settled case law in Germany, a company’s legal capacity is determined by reference to the law of the state where its actual centre of administration is established (real seat theory). That rule also applies when the company has been validly incorporated in another state and has subsequently transferred its actual centre of administration to Germany.

			Überseering sought damages for the defective paintwork, and ultimately brought an action before the German court. The court dismissed the action for the reason that, after all its shares were acquired by the two German residents, Überseering had transferred its actual centre of administration to Germany, but wanted to stay incorporated in the Netherlands. As a consequence of this transfer, Überseering did not have legal capacity to start legal proceedings in Germany. In order to obtain that legal capacity, Überseering would have to re-incorporate in Germany.

			Decision 

			The ECJ emphasised that ‘despite the general terms in the Daily Mail case it was not intended to recognise a Member State as having the power, vis-à-vis companies validly incorporated in other Member States and found by it to have transferred their seat to its territory, to subject those companies’ effective exercise in its territory of the freedom of establishment to compliance with its domestic company law’.80

			Comment 

			The overall conclusion of the ECJ is important as it provides a clear statement on transfers of primary establishments of companies within the European Union and the tax-connecting factors applying to companies resident in the European Union.81

			By comparison with Daily Mail, the position of the ECJ with respect to the migration of companies has become much clearer. Going forward, the ECJ shows greater flexibility towards the migration of companies within the European Union as it takes the position that a company can be managed from a place different from that in which it is incorporated and that, consequently, such a company is not required to transfer its place of incorporation to the EU Member State in which it is managed.82 

			>	Inspire Art (2003)83 

			The principles laid down by the ECJ in Überseering were re-confirmed by the ECJ less than a year later in the Inspire Art case.

			Facts 

			Inspire Art was a company with its registered office in the UK and a branch in the Netherlands. The branch was not registered with the ‘Netherlands Chamber of Commerce’, a requirement set forth by the Dutch Formally Foreign Company Law (‘FFCL’).84

			The Netherlands’ FFCL defined a formally foreign company as a capital company formed under laws other than those of the Netherlands and having legal personality that carries on its activities in the Netherlands and does not have any real connection with the state in which the company is formally registered (incorporated). Inspire Art had its place of commercial registration in the Netherlands, but was formally registered in the UK. Moreover, the sole director of Inspire Art was domiciled in the Netherlands.

			Dutch law imposes various obligations on ‘formally foreign companies’ concerning registration in the commercial register, an indication of that status in all the documents produced by it, minimum share capital and the drafting, production and publication of annual accounts. The legislation also provides for penalties for failure to comply with those provisions.

			Taking the view that such registration was mandatory on the basis that Inspire Art traded exclusively in the Netherlands, the Chamber of Commerce argued that the company should be registered as a formally foreign company in the Dutch commercial register.85

			The UK, the European Commission and Inspire Art argued before the ECJ that certain requirements of the Dutch FFCL constitute an infringement of the freedom of establishment.

			Decision 

			The ECJ ruled that the fact that Inspire Art was formed in the UK for the purpose of circumventing Dutch company law, which lays down stricter rules with regard to minimum capital, does not mean that the company’s establishment of a branch in the Netherlands is not covered by the freedom of establishment.86

			Moreover, the ECJ ruled that the obligations that formally foreign companies have to fulfil form an infringement of the freedom of establishment.87

			Comment 

			In this verdict, the ECJ thus confirmed its opinion in Überseering.

			>	Cartesio (2008)88 

			In 2008, the ECJ was given the opportunity to formulate an opinion in a case that was very similar to the Daily Mail case. The ECJ stated that EU Member States are allowed to define the kind of connection required to be incorporated under its company law.

			Facts 

			Cartesio, a company incorporated under Hungarian law, wanted to transfer its operational headquarters to Italy while remaining incorporated in Hungary and continuing to be subject to Hungarian company law without being wound up.

			However, according to Hungarian company law, the seat of a company is the place where its operational headquarters (‘központi ügyintézés helye’) are situated. In other words, the place where a company has its operational headquarters is supposed to coincide with its place of incorporation.89

			The Hungarian government pointed out to the ECJ that, on the basis of the Daily Mail case, Cartesio’s situation fell outside the scope of Articles 49 and 54 of the TFEU. This argumentation is valid, since the ECJ’s verdict in Daily Mail was that a company could not rely on the freedom of establishment in order to transfer its ‘central management and control’ to another EU Member State while retaining its incorporation in the first EU Member State. As Hungarian company law currently stands, such a transfer in the first instance requires that the company ceases to exist and, second, that the company re-incorporates itself in compliance with the law of the country where it wishes to establish its new seat.

			Advocate General’s opinion 

			Advocate General Maduro, however, pointed out in his opinion in Cartesio that, since the Daily Mail judgement, the case law of the ECJ had developed and become more refined. The Advocate General was of the opinion that it is impossible to argue on the basis of the current state of EU law that EU Member States have an absolute freedom to determine the ‘life and death’ of a company established under their national company law. Especially for small and medium-sized companies, an intra- Community transfer of operational headquarters may be a simple and effective form of engaging in genuine economic activities in another EU Member State without having to face the costs and administrative burdens inherent in first having to wind the company up in its country of origin and then resurrecting it completely in the EU Member State of destination.90

			The Advocate General believed that it may be acceptable for an EU Member State to set certain conditions subject to which a company constituted under its own national company law can transfer its operational headquarters abroad. It might, for instance, be that the EU Member State considers that it will no longer be able to exercise effective control over the company and, therefore, could require the company to amend its constitution and cease to be governed by the full measure of the company law under which it was constituted.91

			However, since that was not the case here, the Advocate General suggested that the ECJ formulate the following reply: ‘Articles [49] and [54] of the [TFEU] preclude national rules that make it impossible for a company constituted under national law to transfer its operational headquarters to another EU Member State’.92

			Decision 

			The ECJ’s decision, however, was completely the opposite of the Advocate General’s opinion. According to the ECJ, companies are creatures of national law and exist only by virtue of the national legislation that determines their incorporation and functioning. This means that, under Hungarian law, a company incorporated in Hungary may not transfer its seat, as defined by that law, to another EU Member State while continuing to be subject to Hungarian law as the law governing its articles of association.93

			The EU Member State may define the kind of connection required in order to be incorporated there and, on the grounds thereof, decide whether or not to accord the right of establishment, and whether the company can maintain that status.

			The ECJ stated that two different situations are to be distinguished. One is where the seat of a company incorporated under the law of one EU Member State is transferred to another EU Member State with no change as regards governing law. The other is where a company governed by the law of one EU Member State moves to another EU Member State with a change of governing law. The ECJ stated that the laws of the various EU Member States have not as yet dealt with, or eliminated, the difference between these two situations.

			The ECJ emphasised that domestic legislation hindering a company from moving from one EU Member State to another and thus also changing the applicable domestic company law constitutes a restriction on the freedom of establishment.94 In the situation where a company – such as Cartesio – wishes to transfer its seat to another EU Member State while retaining its status as an incorporated company in the first EU Member State, it cannot rely on the freedom of establishment, and the EU Member State of emigration can impose certain conditions or restrictions on such movements.

			Comment 

			Scholars sincerely hoped that the ECJ would have seized the opportunity in Cartesio to overrule Daily Mail. On the contrary, it seems that that judgment is still valid in the European Union today. It can indeed be said that the ECJ missed an opportunity to lay the real seat theory to rest within the European Union, which would have made a transfer of the real seat possible in all circumstances without any company law consequences.95

			>	National Grid Indus (2011)96 

			On 29 November 2011, the ECJ handed down a landmark judgment in the National Grid case concerning Dutch exit tax levied on a Dutch company moving its place of effective management from the Netherlands to the UK.

			Facts

			National Grid Indus BV, a company incorporated in the Netherlands, transferred its place of residence from there to the UK. The Dutch Corporate Income Tax Act contains a fiction that a company established under Dutch civil law is deemed to have its place of residence in the Netherlands, resulting in the company being tax resident in both the Netherlands and the UK.97 

			Since 10 June 1996, National Grid Indus BV had had a claim of GBP 33,113,000 against National Grid Company plc, a company established in the UK. Due to the rise in the pound sterling against the Dutch guilder, an unrealised exchange rate gain was generated on that claim. On 15 December 2000, the date on which National Grid Indus BV transferred its place of effective management to the UK, the exchange rate gain was NLG 22,128,160.

			Due to a provision in the Dutch Corporate Income Tax Act, these hidden reserves became taxable in the hands of National Grid Indus BV upon it transferring its place of effective management from the Netherlands to the UK.98 The company argued that that provision constituted an obstacle to the freedom of establishment.

			Advocate General’s opinion99 

			First, the Advocate General looked into whether or not the freedom of establishment applied to the case. She stated that ‘we have here a ‘live’ company which meets all the requirements of the law of the State of incorporation to continue to be regarded by the State as a company governed by national law. Why then should it not be able to plead the freedom of establishment as against the State in which it was incorporated’?100 

			Then, she came to the conclusion that there was a restriction on the freedom of establishment: a final settlement tax was charged in the Netherlands when a company’s place of effective management was moved to another Member State. If the transfer took place in the Netherlands, there was no final settlement tax. That unequal treatment undoubtedly worked to the disadvantage of cross-border transfers, a disadvantage that, financially, could even assume existential dimensions. Because of its deterrent effect, a final settlement of tax such as in the case in question was likely to prevent exercise of the freedom of establishment and therefore represented a restriction of that freedom.101 

			With regard to transfer of a company’s taxing jurisdiction to another Member State, and where a considerable amount of assets is involved, an exit tax that is levied without its collection being postponed can be justified by the need to safeguard the allocation of taxing powers among Member States and with a view to the coherence of a jurisdiction’s national tax system. If the amount of assets is limited and they are easy to follow, then collecting the exit tax before the latent capital gain has been realised goes beyond what is necessary to attain the objective of territoriality.102 

			Decision

			The ECJ also found that there was a restriction on the freedom of establishment. National Grid Indus BV was placed at a disadvantage in terms of cash flow compared to a similar company keeping its place of effective management in the Netherlands. This difference in treatment was liable to deter a company from transferring its place of management to another Member State and, therefore, was prohibited in principle.

			The ECJ confirmed that exit taxation is not fundamentally contrary to EU law. However, regarding the proportionality of the exit tax, the ECJ drew a distinction between levying the tax and collecting it: immediate taxation is allowed, immediate recovery of the tax is not.103 

			Regarding recovery of the tax, the ECJ considers an immediate tax to generally be a disproportionate measure. The ECJ clearly states that national legislation should offer taxpayers the choice between (i) delaying paying tax until a gain is actually realised (possibly subject to interest) and (ii) paying the tax immediately.104

			Comment

			It can be concluded from this that the freedom of establishment does not preclude a Member State from levying a final settlement tax on latent capital gains on transferred assets further to transfer of a company’s ‘place of effective management’ to another Member State. The final settlement tax can be justified by the need for a balanced allocation between Member States of powers of taxation and to maintain the coherence of the national tax system. However, final settlement taxes on latent capital gains cannot be collected until the gain is actually realised.105 

			According to EU law, a company can invoke the freedom of establishment whenever its registered office, central administration or principal place of business is situated within the European Union. Therefore, it is the situs of the registered office, central administration or principal place of business that serves as a connecting factor in the same way as nationality serves as a connecting factor for private individuals.

			In order for companies to be able to invoke the freedom of establishment, there has to be a form of‘ establishment’ within the European Union. The notion of establishment is not defined as such in the TFEU, so that other sources have to be relied on to interpret its meaning. In this respect, useful reference can be made to the ECJ, which has put forward an economic approach, stating that establishment requires pursuit of an economic activity. Companies should be able to demonstrate that a genuine establishment is created within the European Union, involving two factors, being:

			•	physical presence; and

			•	the exercise of an economic activity, both, if not on a permanent basis, at least on a durable one.

			By making reference to these concepts, one might conclude that the ECJ is clearly of the opinion that there needs to be relevant economic substance within an EU Member State for that company to be able to invoke the fundamental freedom of establishment. A company considering/involved in international tax planning therefore has every reason – including from an EU law perspective – to ensure the presence of relevant economic substance to ensure its effectiveness and to safeguard its protection under the TFEU.

			With respect to the hot topic of company migration within the European Union, the ECJ draws a clear distinction between, on the one hand, transferring a company’s seat to another EU Member State while retaining its incorporation status in the first EU Member State, and, on the other hand, transferring a company’s seat to another EU Member State and at the same time accepting a change in governing law.

			In the present state of EU law, it appears to be impossible to invoke the freedom of establishment in the first situation. This position has been confirmed by the ECJ in the Cartesio case.

			In the second situation, however, the ECJ allows companies to form primary or secondary establishments with economic substance in one EU Member State in order to circumvent the company law formation requirements in another EU Member State.106 The Centros, Überseering and Inspire Art cases are the most important precedents in this respect. In these landmark decisions, the ECJ obliged Member States to recognize foreign companies as legal persons when lawfully established in another Member State, which means that, in this respect, Member States must follow the incorporation theory and disregard the real seat theory.107

			Irrespective of the type of migration, companies will have to pay sufficient attention to company law in both EU Member States concerned in order to safeguard the continuity of legal personality.

			3	The compatibility of domestic anti-abuse rules with EU law

			Previously, the relevance of the fundamental freedoms in dealing with cross-border operations was discussed. However, the TFEU also lays down a number of grounds on which the Member States can restrict the fundamental freedoms. The question then is how far countries can stretch their domestic laws and comply with EU law.

			Over the past decade, the ECJ has frequently been asked to examine cases involving questions of abuse in relation to EU Member State’s tax laws and their compatibility with the fundamental freedoms.

			Tax authorities nonetheless continue to argue that general anti- abuse measures, forming a restriction on EU law can be justified to prevent tax avoidance. The ECJ has commented on this issue in several cases.108

			As will become clear hereinafter, only specific anti-abuse measures to counter tax avoidance are accepted by the ECJ as one of the reasons in the public interest that can justify a restriction on exercise of the fundamental freedoms. The ECJ has always adhered to a very strict interpretation of these grounds. In the next chapter, it will be examined which requirements are set by Community law for national anti-abuse measures to be permissible under the fundamental freedoms.

			3.1	Abuse of Community law in the framework of indirect taxation 

			To set the scene, we will hereinafter first elaborate on the concept of abuse of Community law in the framework of indirect taxation, since the ECJ case law in this respect clearly links the notion of abuse of Community law with the presence of genuine economic substance. 

			In its Emsland Stärke and Halifax case law, the ECJ has provided for a framework on the basis of which can be assessed whether an economic actor is abusing Community law.

			For the first time in its 1974 Van Binsbergen judgement109 and in a consistent body of case law thereafter110, the ECJ has taken the position that Community law cannot be relied upon for fraudulent or abusive purposes and that Member States are entitled to take measures to prevent abuse of Community law.

			In Emsland Stärke111, the ECJ for the first time formulated the contours of a concept of abuse of Community law. A finding of abuse requires, first, a combination of objective circumstances in which, despite formal observance of the conditions laid down by the Community rules, the purpose of those rules has not been achieved. It requires, second, a subjective element consisting in the intention to obtain an advantage from the Community rules by creating artificially the conditions laid down for obtaining it.112 Hence, the concept of abuse of Community law operates on the basis of a test comprising two elements: 

			•	an objective element: a combination of objective circumstances in which, despite formal observance of the conditions laid down by Community law, the purpose of those rules has not been achieved; and

			•	a subjective element: the intention to obtain an advantage from the Community rules by creating artificially the conditions laid down for obtaining it.113

			The definition of abuse as formulated by the ECJ in its Emsland Stärke judgement, comprises two forms of abuse of Community law:

			•	one relies on Community law to circumvent a cumbersome provision of national law;

			•	one sets up an artificial arrangement to directly claim a benefit provided for by Community law.114

			>	Halifax (2006)

			Where Emsland Stärke sets the contours of the concept of abuse of Community law, the ECJ in its Halifax judgement115 clarified substantially the role and concept of abusive practices in the area of indirect taxation.

			Facts 

			Halifax involves a series of transactions set up by a UK bank that is unable to fully recover VAT on goods and services supplied to it whit the view to significantly increase its capability of recovering upstream VAT. UK VAT legislation did not provide for a rule that allows tax authorities to challenge transactions that were set up with no other purpose than to optimize a taxpayer’s VAT position. However, the UK tax authorities challenged the scheme on the ground that there is a general principle of Community law according to which an economic operator cannot abusively exercise rights derived from Community law.116

			Decision 

			In first instance, the ECJ referred to its settled case law in matters of abuse of Community law and stated that Community law cannot be relied upon for abusive or fraudulent ends.117 Community law cannot be extended to cover abusive practices by economic operators, that is to say transactions carried out not in the context of normal commercial operations, but solely for the purpose of wrongfully obtaining advantages provided for by Community law.118 The ECJ also refers to the subjective condition and the objective condition that have to be present in order for abuse of Community law to be present.119 

			The question whether transactions are abusive is for the national court to verify. In order to assess whether transactions seek essentially to obtain a tax advantage, it is the responsibility of the national court to determine:

			‘the real substance and significance of the transactions concerned. In so doing it may take account of the purely artificial nature of those transactions and the links of a legal, economic and/or personal nature between the operators in the scheme for reduction of the tax burden’.120

			Consequently, with respect to the exercise of a Treaty freedom to circumvent national law, there is abuse of the Treaty where an economic operator avails himself of the Treaty without pursuing any objective underlying the Treaty and this with the sole purpose of circumventing national law. A combination of objective circumstances has to reveal that the economic operator has set up an arrangement that is so artificial that he cannot have had any other purpose than to circumvent national law. To determine the artificiality of the arrangement, the ECJ thus looks at its real substance and its implementation in reality.121

			In what follows, we will have a closer look at how the ECJ looks at issues relating to abuse of Community tax and national anti- abuse measures from a direct tax point of view.

			3.2	Pre-Cadbury Schweppes case law

			 In matters of direct taxation, the ECJ has dealt with a number of cases where it had to judge whether a domestic anti-abuse measure could be held to be compatible with EU law. In its early case law the ECJ has been reluctant to recognize that Member States could invoke the prevention of tax avoidance as a justification for their national tax rules that discriminated or restricted the exercise of the fundamental freedoms. However, over the years, the ECJ has developed a concept of abuse of Community law in matters of direct taxation and of illegitimate tax avoidance.122

			In the following we discuss some of the landmark decisions in this respect.

			>	Avoir Fiscal (1986)123 

			In the Avoir-Fiscal case, France justified a rule which discriminated French branches of German insurance companies against French insurance companies, on the ground that the rule was necessary to prevent tax avoidance. The ECJ categorically rejected this justification.

			Facts 

			French tax legislation provided for a charge of corporation tax on all profits made by companies and other taxable companies. In principle, companies are liable to corporation tax irrespective of where their registered office is situated. However, account is taken only of profits made in undertakings operating in France or those liable to taxation in France by virtue of a double taxation agreement.

			In order to reduce the effects of double taxation of profits distributed by companies (dividend distributions), French tax law provided for a tax credit called ‘avoir fiscal’ which was granted to recipients of dividends distributed by French companies and was equal to half the amount actually paid by those companies. This tax credit was only granted to persons who had their habitual residence or registered office in France. Furthermore, French tax law said that the benefit could also be granted to persons resident in the territory of States which have concluded double taxation agreements with France.

			Various double tax treaties concluded with France provided that a company whose registered office was in one of the Contracting States and which held shares in French companies among the assets of its principal establishment could benefit from the tax credit. On the other hand, there was no case in which benefit of the tax credit was granted in respect of shares forming part of the assets of secondary establishments, branches or agencies of companies whose registered office was not in France.

			The European Commission sought to establish that the rules governing shareholder’s tax credit were discriminative against branches and agencies of companies whose registered office was situated in another Member State and constituted an indirect restriction on the freedom to set up secondary establishment. The French government argued, inter alia, that said rules were not contrary to EU law and that these rules were necessary, in particular, in order to prevent tax evasion.124

			Decision

			 The ECJ ruled that the risk of tax avoidance cannot be relied upon in this context. The freedom of establishment does not permit any derogation from the fundamental principle of the freedom of establishment on such ground.125 

			It would be wrong to draw from this judgement the conclusion that the ECJ does not recognize that the TFEU allows Member States to enact anti-avoidance measures in matters of direct taxation and, as is shown hereinafter, such conclusion is not supported by later case law.126

			>	Daily Mail (1988)127 

			As already outlined above, in the Daily Mail case, Daily Mail wanted to transfer its seat of ‘central management and control’ from the United Kingdom to the Netherlands for tax purposes. The Advocate General in its opinion to the ECJ stated that Community law offers no assistance where ‘objective factors’ show that a particular activity was carried out ‘in order to circumvent’ national legislation. The fact that the essential activities of a company take place on the territory of a Member State other than that to which it intends to transfer its central management may not be ignored. Such circumstances may, in certain cases, constitute an indication that what is involved is not genuine establishment, in particular when the effect of the transfer of the ‘central management and control’ is to cause the company to cease to be subject to legislation which would otherwise apply to it.128 

			The Advocate General proposed that the national judges may assess whether, in a specific case and having regard to the circumstances, there is no suggestion of abuse of a right or circumvention of the law and whether it should decide not to apply Community law.129

			The ECJ avoided the discussion on abuse of Community law and tax avoidance.130

			>	ICI (1998)131 

			The ECJ’s judgment in the Imperial Chemical Industries case marks a turning point. In this case, the ECJ ruled that counteracting tax avoidance can justify a restriction on the freedom of establishment, but only to the extent that the legislation at stake has the specific purpose of preventing ‘wholly artificial arrangements’.

			Facts 

			The case concerned ICI, a company established in the UK. Together with Wellcome Foundation Ltd., also established in the UK, it formed a consortium, via which ICI owned 49% (and Wellcome Foundation Ltd. 51%) of the shares in Coopers Animal Health (Holdings) Ltd. (‘Holdings’). Holdings’ only activity consisted of holding participations in 23 subsidiaries, of which 4 were established in the UK, 6 in other Member States of the EU and 13 in third countries.

			When ICI claimed the group relief provided for by UK law, the tax authorities refused and argued that, since the majority of Holdings’ subsidiaries were established outside the UK, it did not qualify as a holding company for group relief purposes.

			ICI challenged this position, arguing that this interpretation of national law constituted an infringement of EU law.

			Decision 

			The ECJ stated that establishment in another (low-taxed) EU Member State does not itself constitute an abuse of the freedom of establishment, since such a company is in any event subject to the tax legislation of the state in which it is established. The UK’s legislation, however, applied to all situations in which the majority of a group’s subsidiaries were, for whatever reason, established outside the UK and therefore it did not serve the specific purpose of preventing ‘wholly artificial arrangements’.132 The ECJ followed the tax payer’s argumentation in stating that the legislation concerned constituted a general anti-abuse measure and therefore formed a restriction on the freedom of establishment that could not be justified. Only to the extent that the legislation at stake has the specific purpose of preventing ‘wholly artificial arrangements’, a restriction on the freedom of establishment can be justified.

			>	X&Y (2002)133 

			In the X&Y case, the ECJ reconfirmed its ICI judgement by stating that the legislation in question did not serve the specific purpose of preventing purely artificial schemes, aiming at circumventing Swedish tax law.

			Facts 

			This case concerned a Swedish anti-abuse measure combating transfers of holdings at undervalue. According to the Swedish legislation, a transfer of assets is treated as if the asset was disposed of for a consideration equivalent to its acquisition value. If, however, the market value is higher than the acquisition value, the asset is deemed to have been disposed of for a consideration equivalent to the market value.

			However, these rules do not apply when the transferor directly or indirectly holds shares in a Swedish limited company. Specifically, this means that, whenever assets are transferred at undervalue, the difference between the market value and the acquisition cost is only taken as the basis for taxation to the extent that the transfer is made to a foreign legal person in which the transferor directly or indirectly has a holding or to a Swedish company in which a foreign legal person directly or indirectly has a holding. However, if the transfer at undervalue is made to a Swedish company whose shares are not held by a foreign owner, this does not give rise to an immediate tax charge.134

			X and Y were two private individuals of Swedish nationality, both residents for tax purposes in Sweden. Both had a holding in a Swedish limited company, X AB. X and Y wanted to transfer their shares in X AB at undervalue to another Swedish limited liability company, Z AB. The latter company was a subsidiary of a Belgian company, Y SA. X and Y requested a preliminary ruling from the Swedish tax authorities with respect to the transfer of the shares in X AB to Z AB.

			Based on the ruling, X and Y were excluded from the benefit of deferred taxation on the capital gains realised on the sale of the shares. X and Y asked the Swedish national court whether the difference in tax treatment depending on whether the shares were transferred at undervalue to a Swedish company without foreign owners or to a Swedish company with such owners could be upheld in the light of the freedom of establishment and the free movement of capital.

			Decision 

			The ECJ emphasised that the risk of tax avoidance can be a ground on which a restriction of a fundamental freedom can be justified (in this case the freedom of establishment). However, the legislation in X&Y was not specifically designed to prevent purely artificial schemes aimed at circumventing Swedish tax law. It generally targeted every situation in which, for whatever reason, the transfer at undervalue is made to a Swedish limited liability company whose shares are held by a foreign entity.135

			>	Lankhorst-Hohorst (2002)136 

			In the Lankhorst-Hohorst case, the ECJ again ruled that the legislation in question did not serve the purpose of preventing ‘wholly artificial arrangements’ designed to circumvent German tax law. On the contrary, the legislation in that case applied generally to any situation in which the parent company had its seat (i.e. registered office, central administration or principal place of business) outside Germany.

			Facts 

			Lankhorst-Hohorst was a German GmbH that sold boating equipment, goods for water sports, leisure and craft items. Its sole shareholder was Lankhorst-Hohorst BV (LH BV), whose registered office was in the Netherlands. The sole shareholder of LH BV was Lankhorst Taselaar BV (LT BV), whose registered office was also in the Netherlands.

			LT BV granted Lankhorst-Hohorst GmbH a loan, repayable within ten years in annual instalments and bearing interest at a variable rate. The interest was payable at the end of each year.

			The loan was intended to serve as a substitute for share capital. LT BV would waive repayment of the loan if third-party creditors made claims against Lankhorst-Hohorst GmbH. The loan enabled Lankhorst-Hohorst GmbH to reduce its bank borrowing as well as its external interest charges.

			The German tax authorities took the view that the interest paid to LT BV was equivalent to a disguised distribution of profits within the meaning of the German Corporate Income Tax Act.137 Lankhorst-Hohorst appealed the assessments issued and argued before the national court that the regulation in question was discriminatory in light of the treatment applicable to German shareholders in like cases. Indeed, German shareholders would have been entitled to a tax credit, whereas this was not the case for corporate shareholders having their registered office in the Netherlands.

			Decision 

			In Lankhorst-Hohorst the ECJ’s considerations were similar to those in the ICI and X&Y cases. With explicit reference to ICI, the ECJ ruled that the legislation in question did not have the specific purpose of preventing ‘wholly artificial arrangements’ designed to circumvent German tax law from attracting a tax benefit. On the contrary, the tax rule applied generally to any situation in which the parent company, for whatever reason, had its seat outside Germany. Such a situation did not, in itself, entail a risk of tax evasion, since such a company would in any event be subject to the tax legislation of the state in which it was established.138

			>	De Lasteyrie du Saillant (2004)139 

			In de Lasteyrie du Saillant, the ECJ considered that the French legislation in question was not specifically designed to exclude purely artificial arrangements aimed at circumventing French tax law from a tax advantage, and therefore did not constitute a justification based on the aim of preventing tax avoidance. It was generally aimed at any situation in which a taxpayer with substantial holdings in a company subject to corporation tax transferred his tax residence outside France for any reason whatsoever.140

			Facts 

			Mr de Lasteyrie decided to leave France in order to settle in Belgium. Upon leaving France, he held, or had at some time during the five years preceding his departure held, either directly or indirectly with members of his family, securities conferring entitlement to more than 25% of the profits of a French tax- resident company.

			The French tax legislation provided for an exit tax in the hands of taxpayers who transferred their residence abroad, resulting in Mr de Lasteyrie being taxed on the market value of the investments held by him. According to Mr de Lasteyrie, this constituted a restriction on the freedom of establishment, since such a system penalises taxpayers leaving France compared to those that remain French residents.

			Mr de Lasteyrie applied to the Conseil d’État (France’s Supreme Administrative Court) for annulment of the specific French provisions on the ground that they were unlawful as contrary to EU law. The Conseil d’État decided to refer the following question to the ECJ for a preliminary ruling:

			‘Does the principle of freedom of establishment laid down in Article 52 of the EC Treaty [now Article 49 TFEU] preclude the introduction by a Member State, for the purpose of preventing the risk of tax avoidance, of arrangements for taxing capital gains in the case of transfer of tax residence,…?’

			Decision 

			The answer from the ECJ was the same as in ICI, X&Y and Lankhorst-Hohorst. The French domestic tax law was not specifically designed to prevent purely artificial arrangements aimed at circumventing French tax law. On the contrary, it was aimed generally at any situation in which a taxpayer with substantial holdings in a company subject to corporation tax transfers his tax residence outside France.

			>	Marks & Spencer (2005)141

			Up until the Marks & Spencer case law, the ECJ had called to review various national anti-abuse measures because none of such measures had ‘the specific purpose of preventing ‘wholly artificial arrangements’, set up to circumvent a Member State’s tax legislation’. In Marks & Spencer, the ECJ for the first time accepted the countering of abuse as a justification while, in principle, it could have applied the same reasoning as it adopted in previous cases.142

			Facts 

			The legislation at issue in Marks & Spencer concerned a UK group relief system that allows UK-resident companies to offset their profits and losses amongst each other. Prior to 1 April 2000, group relief was only available for companies resident in the UK. As a consequence of the ICI case, the law was amended and losses incurred by a UK branch of a non-resident company could also be surrendered to another UK group company to be offset against the latter’s taxable profits. In addition, losses incurred by a UK-based company could be surrendered to a UK branch of a foreign entity.

			In the case at hand, Marks & Spencer’s subsidiaries in Belgium, Germany and France had incurred substantial losses. In the UK, Marks & Spencer claimed group relief in respect of the losses incurred by its non-UK subsidiaries, for the accounting periods ending within the period 1998-2001. 

			The claims for relief were rejected on the ground that group relief could only be granted for losses incurred in the UK. 

			Marks & Spencer appealed the tax authorities’ decision to the Special Commissioners of Income Tax, arguing that the legislation in question formed a prohibited restriction on the freedom of establishment. The Commissioners dismissed the appeal.

			Marks & Spencer then appealed that decision to the High court of Justice of England and Wales, Chancery Division, which referred the matter to the ECJ for a preliminary ruling.

			Decision

			 Although a general measure with the purpose of counteracting tax avoidance, the ECJ accepted that the restriction on the freedom of establishment could be justified. However, the ECJ did not find this to be the case on a stand-alone basis, but on the basis of a consideration of all three justification grounds together, being: 

			•	the risk of double utilisation of losses;

			•	the risk of tax avoidance; and 

			•	protection of a balanced allocation of power to impose taxes between Member States.143 

			Nevertheless, in examining whether the restrictive measure goes beyond what is necessary to attain the objectives pursued (i.e. the proportionality test), the ECJ came to the conclusion that, to the extent that a non-resident subsidiary has exhausted all the possibilities available in its state of residence for utilising the available tax losses locally, refusal of a group relief for overseas subsidiaries forms a prohibited restriction on the freedom of establishment. 

			On the basis of the foregoing landmark ECJ decisions, it can be concluded that the ECJ adheres to the notion of ‘wholly artificial arrangements’ (purely artificial schemes) designed to circumvent domestic (tax) legislation’ in order to assess whether or not a domestic anti-abuse measure can be justified in the light of EU law. However, the ECJ does not provide much guidance in interpreting this new concept. 

			In the cases touched upon, the ECJ at no point accepted the arguments formulated by EU Member States to allow generic anti-abuse measures. It seems that the ECJ is only willing to do so if the legislation in question is designed to target ‘wholly artificial arrangements’ aimed at circumventing domestic legislation and does not apply to general situations. However, in one case, Marks & Spencer, the ECJ accepted the counteraction of abuse as a ground on which a general anti-abuse measure could be justified, provided a number of specific conditions are met. 

			Summarizing what is set out above, companies can rely on Treaty protection, as long as their business, carried out within the European Union, does not constitute a purely artificial scheme. In this respect, companies must see to it that the requisite level of substance is provided for within the European Union. In what follows, we will discuss how the ECJ tends to assess whether or not an arrangement is to be considered wholly artificial, i.e. lacking economic substance.

			3.3	The Cadbury Schweppes case (2006) – the notion of ‘wholly artificial arrangements’ 

			On 12 September 2006, the ECJ rendered its landmark decision in Cadbury Schweppes, dealing with the CFC regime in the UK. The question is to what extent Cadbury Schweppes has consequences for other EU Member States, specifically for their CFC regulations or other general anti-abuse measures. 

			In all the above cases the ECJ recognized in abstracto that the need to prevent tax avoidance may justify a restriction of the exercise of the Treaty freedoms, but it never permitted the application of a national avoidance rule in concreto.144 Indeed, up until the Cadbury Schweppes case, the ECJ often made reference to the concept of ‘wholly artificial arrangements’ without giving clear guidance as to the interpretation of that notion. It did so for the first time in the case of Cadbury Schweppes, making this a very relevant case for extracting guidance in:

			•	understanding the rationale of earlier decisions taken by the ECJ; and 

			•	assessing the compatibility with EU law of as-yet-untested domestic anti-abuse provisions. 

			Facts and question referred for a preliminary ruling145 

			Cadbury Schweppes was a UK-resident company with holdings in a variety of subsidiaries established in the UK, in other EU Member States and in third states. The group included two subsidiaries fully owned (indirectly) by Cadbury Schweppes (the UK company), i.e. Cadbury Schweppes Treasury Services (CSTS) and Cadbury Schweppes Treasury International (CSTI), which were both established in Ireland. 

			Both subsidiaries were subject to an effective tax rate of 10%. The business purpose of CSTS and CSTI was to raise finance and provide intra-group financing. 

			According to the order for reference to the ECJ, Cadbury Schweppes established the Irish companies, which replaced an earlier structure involving a company established in Jersey, for the following three reasons:

			•	to remedy a Canadian tax problem for Canadian-resident preference shareholders of Cadbury Schweppes;

			•	to avoid the need to obtain consent from the UK Treasury for overseas lending; and 

			•	to reduce the withholding tax on dividends paid within the group by benefiting from Directive 90/435 (the Parent- Subsidiary Directive).

			According to the UK’s tax legislation, UK taxation powers were as a general principle limited to its territorial boundaries. However, contrary to this principle, the scope of the UK’s taxation exceeded this territorial limit by applying CFC legislation under which even the undistributed profits of an overseas company controlled by UK-resident companies and subject to a lower level of taxation could be taxed in the UK (with the possibility to credit foreign taxes).146 

			Evading CFC taxation was possible by passing amongst other the so-called ‘motive test’. This subjective test basically comes down to the taxpayer proving to the tax authorities that the incorporation of an overseas subsidiary and the transactions concluded therewith are not mainly inspired by motives of tax avoidance.147 

			In assessing the case, the UK’s Special Commissioners of Income Tax stated that all of the initial goals of the taxpayer – as stated above – would equally have been achieved if the companies had been established in the UK. 

			The Commissioners also stated that Cadbury Schweppes incorporated CSTS and CSTI in Ireland with the sole purpose of benefiting from the advantageous international financial services centre (IFSC) tax regime for group treasury companies in Ireland. As a consequence, intra-group financing income would be subject to a tax rate of 10%, whilst there would be no taxation in the UK. 

			Given the beneficial rate of tax applicable to companies in the IFSC, according to the national court, the profits of CSTS and CSTI were subject to ‘a lower level of taxation’ within the meaning of the UK’s legislation on CFCs.148 Therefore, the intra-group financing income had to be taxed in the UK with a credit for the underlying Irish tax paid. 

			Cadbury Schweppes appealed this tax notice to the Special Commissioners, where it argued that the UK legislation on CFCs was contrary to the freedom of establishment, the free movement of services and the free movement of capital. 

			Subsequently, the following question was referred to the ECJ for a preliminary ruling: 

			‘Do Articles 43, 49 and 56 of the EC Treaty (articles 49, 56 and 63 of the TFEU) preclude national tax legislation such as that in issue in the main proceedings, which provides in specific circumstances for the imposition of a charge upon a company resident in that Member State in respect of the profits of a subsidiary company resident in another Member State and subject to a lower level of taxation?’

			Advocate General Léger’s Opinion 

			The Advocate General starts his exposition by stating that it is not an abuse of EU law to establish a subsidiary in another EU Member State for the avowed purpose of enjoying the more favourable tax regime in that EU Member State.149 In the absence of Community harmonization, it must be accepted that there is competition between the tax regimes of the various Member States.150

			However, the difference in treatment provided for by the UK’s CFC legislation, dependent on the tax rate of the EU Member State of establishment, is, in his opinion, a hindrance to the freedom of establishment. An EU Member State may not differentiate in how it treats those of its resident companies that establish a subsidiary in another EU Member State on the basis of the tax rate applicable in the host state.151 

			In considering whether or not the restriction on the freedom of establishment can be justified on the grounds of combating tax avoidance, the Advocate General notes that ‘establishment’ requires the conduct of a genuine commercial activity – e.g. through a branch, agency or subsidiary – in the other EU Member State.152 Transactions between a CFC (in this case the Irish subsidiaries) and its parent company that result in a reduction in the latter’s taxable profits can therefore only be regarded as tax avoidance if the establishment of that subsidiary and those transactions constitute a ‘wholly artificial arrangement’ aimed at circumventing national law. On that view, the fact that a company selects another EU Member State with a low tax rate to establish certain activities of use to the entire group and seeks by that means to reduce the group’s overall tax burden does not in itself constitute an abuse, as long as the subsidiary responsible for those intra-group services is carrying on genuine economic activity in the host state. 

			Therefore, the assessment of whether there is a ‘wholly artificial arrangement’ intended to circumvent national tax legislation must entail a case-by-case examination of whether the subsidiary is genuinely established in the host state.153 

			To determine whether or not an establishment is a ‘wholly artificial arrangement’, the Advocate General postulated the following three-limb test: 

			•	the subsidiary is required to have the degree of physical presence in the other state, such as staff, premises and equipment, necessary to conduct its activities. This criterion relates to the question of whether the subsidiary is genuinely established in the host state. It means examining whether the subsidiary has the necessary premises, staff and equipment. If that is not the case, subjection to the fiscal sovereignty of the host state will appear to be a ‘wholly artificial arrangement’ designed to avoid taxation; 

			•	the nature of the activities performed by it needs to be genuine; in particular, the subsidiary’s staff has to be competent to perform the services. This test relates to the genuineness of the services provided by the subsidiary. It is therefore necessary to look at the skills of the subsidiary’s staff in relation to the services provided and the level of decision-making deployed in carrying out those services. For example, the fact that the subsidiary proves to be nothing but a mere executory tool because the decisions necessary to carry out its services are taken in another EU Member State is justification for considering that subjecting those services to the fiscal sovereignty of the host state constitutes a ‘wholly artificial arrangement’; and 

			•	the economic value of (or the economic value added by) the subsidiary’s activities with regard to the parent company and the entire group.154 The last test concerns the ‘added value component’ related to the subsidiary’s activity. If the services provided by the subsidiary have no economic substance in comparison with the parent company’s activity, it can be accepted that there is a ‘wholly artificial arrangement’ and the payments for the services can be viewed as a transfer of profits from the parent company to the subsidiary. 

			In the light of these considerations, the Advocate General concludes that it is for the national court, which has the task of determining the compatibility of its national law on CFCs with EU law, to assess whether the motive test in the UK’s CFC legislation may be given an interpretation that makes it possible to limit the application of that law to ‘wholly artificial arrangements’ intended to circumvent national tax law. 

			If that is the case, Articles 49 and 54 of the TFEU do not preclude the UK’s CFC legislation.155

			Decision of the ECJ 

			The ECJ’s decision is to a certain extent in line with the Advocate General’s opinion.

			It starts by repeating its established case law, under which the fact that a company is established in an EU Member State for the purpose of benefiting from more favourable legislation does not in itself suffice to constitute abuse of the freedom of establishment.156 

			The fact that Cadbury Schweppes decided to establish Irish companies with the purpose of enjoying a more favourable tax regime did not rule out reliance on Articles 49 and 54 of the TFEU. The ECJ stated that, in that case, it was clear that the UK’s CFC legislation constituted a difference in the treatment of resident companies, given that application of the CFC legislation was dependent on the level of taxation of the CFC. Therefore, the UK’s CFC legislation constituted a restriction on the freedom of establishment. However, this restriction could be justified by overriding reasons of public interest.157

			Before the ECJ, the UK government stated that the restriction on the freedom of establishment was intended to counteract a specific type of tax avoidance involving the artificial transfer of profits by a resident company to a CFC in another EU Member State so that said profits could be taxed at a lower rate in the latter EU Member State.158 

			In referring to ICI, X&Y, Lankhorst-Hohorst, de Lasteyrie du Saillant and Marks & Spencer, the ECJ stated that the mere fact that a resident company establishes a secondary establishment, such as a subsidiary, in another EU Member State cannot trigger a general presumption of tax evasion and justify a measure that compromises the exercise of a fundamental freedom guaranteed by the Treaty. However, still referring to the same case law, it stated that a national measure restricting the freedom of establishment may be justified where it specifically relates to ‘wholly artificial arrangements’ aimed at circumventing the application of the legislation of the EU Member State concerned.159 If this is the case, it must also be examined whether or not this measure is proportionate in relation to that objective.160 

			The ECJ held that, given the particular objective pursued by the freedom of establishment, the concept of establishment within the meaning of the Treaty provisions involves pursuit of a genuine economic activity. It follows that, in order for a restriction on the freedom of establishment to be justified on the ground of the prevention of abusive practices, the specific objective of such a restriction must be to prevent conduct involving the creation of ‘wholly artificial arrangements’ that do not reflect economic reality, with a view to escaping the tax normally due on the profits generated by activities carried out on the national territory.161

			Thus far, the ECJ did nothing but confirm the view of the Advocate General. However, with respect to the conditions that ought to be met in order for an arrangement to be considered wholly artificial, the ECJ gives more guidance than the Advocate General does: ‘In order to determine that there is a ‘wholly artificial arrangement’, there must, in addition to a subjective element consisting in the intention to obtain a tax advantage, be an objective circumstance showing that, despite formal observance of the conditions laid down by Community law, the objective pursued by freedom of establishment, the pursuit of a genuine economic activity, has not been achieved. That finding must be based on objective factors which are ascertainable by third parties. On the basis of the objective factors, one has to be able to assess whether the CFC physically exists in terms of premises, staff and equipment. If assessing those factors leads to the finding that the CFC is a fictitious establishment not carrying out any genuine economic activity in the territory of the host Member State, the creation of that CFC must be regarded as having the characteristics of a ‘wholly artificial arrangement’. That could be so in particular in the case of a ‘letterbox’ or ‘front’ subsidiary’.162 

			Moreover, the resident company, which is best placed for that purpose, must be given an opportunity to produce evidence that the CFC is actually established and that its activities are genuine. 

			In this case, it is for the national court to determine whether or not, as was maintained by the UK government, the motive test as defined by the legislation on CFCs lends itself to an interpretation that enables the taxation provided for by that legislation to be restricted to ‘wholly artificial arrangements’. If that should be the case, the CFC legislation should be regarded as being compatible with EU law, and vice versa.163

			3.4	ECJ case law after Cadbury Schweppes (2007-2012) 

			In the ECJ case law following on from Cadbury Schweppes, the same wording is to be found where combating tax avoidance is invoked as a justification for restriction of a fundamental freedom.164

			The ECJ always states that a national measure restricting a fundamental freedom may be justified where it specifically targets ‘wholly artificial arrangements’ designed to circumvent the legislation of the EU Member State concerned. A general presumption of abusive practices therefore cannot justify restriction of a fundamental freedom. 

			A similar approach is to be found in a number of cases, such as Rewe Zentralfinanz,165 Test Claimants in the Thin Cap Group Litigation,166 Test Claimants in the CFC and Dividend Group Litigation,167 Oy AA168, ELISA,169 and Aberdeen.170 

			In Test Claimants in the Thin Cap Group Litigation, the ECJ provided further clarification regarding the tax avoidance test. The ECJ concluded that article 49 TFEU precludes thin capitalization legislation resulting in an interest deduction restriction on loans from parent companies in other Member States, unless:

			•	the legislation provides for a consideration of objective and verifiable elements that make it possible to identify the existence of a purely artificial arrangement, entered into for tax reasons alone, and allows taxpayers to produce evidence as to the commercial justification for the transaction in question; and

			•	where it is established that such an arrangement exists, such legislation treats that interest as a distribution only so far as it exceeds what would have been agreed upon at arm’s length.171

			In NV Lammers & Van Cleeff172, the ECJ was asked to judge on the compatibility of a Belgian interest reclassification rule on the basis of which interest payments to a director which is a company established in another Member State were reclassified into distributed dividends insofar as at the beginning of the taxable period, the total of the interest bearing loans is higher than the paid-up capital plus the taxed reserves. Taking into account that this measure indeed formed a restriction on the fundamental freedom of establishment, the ECJ held that it could be justified where it specifically targets ‘wholly artificial arrangements’ designed to circumvent the legislation of the Member State concerned.173 

			Interesting in this case is that the ECJ argues that the fact that a resident company has been granted a loan by a non-resident company on terms which do not correspond to those which would have been agreed upon at arm’s length constitutes, for the Member State in which the borrowing company is resident (i.e. Belgium), an objective element which can be independently verified in order to determine whether the transaction in question represents, in whole or in part, a purely artificial arrangement, the essential purpose of which is to circumvent the tax legislation of the Member State.174 The arm’s length criterion thus constitutes an objective factor that can be used by Member States to determine the artificial character of a transaction.175

			In the present case, the interest payment made by the Belgian subsidiary on a loan granted by a non-resident company which is a director were reclassified as dividends, because the limit as described above had been exceeded. The ECJ stated that it was clear that, even if the application of such a limit seeks to combat abusive practices, it goes in any case beyond what is necessary to attain that objective.176

			Another recent case in this respect is SGI.177 Société de Gestion Industrielle (‘SGI’) was a holding company incorporated under Belgian law and active in the metallurgical industry. It owned a 65% shareholding in Recydem SA, a French company, and was one of the directors of that company. A Luxembourg company, SA Cobelpin, owned a 34% shareholding in SGI and was a director and managing director of SGI.

			For the 2001 and 2002 tax years, the Belgian tax authorities made an upward adjustment to SGI’s profits for notional interest on an interest-free loan granted to Recydem. The referring court observed that there was no economic reason for granting the loan: while Recydem had generated profits in the relevant period, SGI itself had substantial debts. In addition, the tax authorities denied SGI a deduction, for corporate income tax purposes, of management fees paid to Cobelpin, arguing that these were not arm’s length.178

			The ECJ ruled that the different tax treatment of gratuitous advantages, depending on whether the recipient company was a resident or a non-resident, constituted a restriction on the freedom of establishment.179 The Belgian government tried to justify the restriction, amongst others, by arguing that the measure was enacted to prevent tax avoidance. In that respect, the ECJ pointed out that permitting resident companies to grant abnormal or gratuitous advantages to related companies resident in other Member States, without applying any corrective tax measures, would bear the risk that by means of artificial arrangements income would be shifted to companies established in Member States applying the lowest tax rate or established in Member States which do not tax such income.180

			The legislation concerned was also held to be proportionate to the objectives pursued, as the taxpayer had the opportunity, without undue administrative constraints, to provide evidence of commercial justifications and could challenge the tax authorities’ assessments before national courts. In addition, only the non- arm’s length part of the advantage concerned was included in the tax base of the resident company that granted them.181

			In all of these cases, the ECJ refers to the notion of ‘wholly artificial arrangements’ in testing whether or not the domestic legislation at stake is compatible with the freedom of establishment or the free movement of capital. Moreover, the Cadbury Schweppes judgement is always referred to in the ECJ’s motivation. 

			Therefore, the interpretation put forward by the ECJ in Cadbury Schweppes can be considered established case law and useful reference to this interpretation can be made when assessing whether the legislation at stake forms an infringement on EU law.

			3.5	Comments on the Cadbury Schweppes case 

			The Cadbury Schweppes case is of particular importance to the theme of tax residence and the definition of the criteria that EU Member States may impose on companies to provide the necessary substance. 

			As already mentioned above, countering tax avoidance may be accepted by the ECJ as one of the reasons in the public interest that can justify a restriction on exercise of the fundamental freedoms, but only insofar as they address ‘wholly artificial arrangements’ aimed at circumventing domestic law and do not address general situations. Cadbury Schweppes was the first time that the ECJ had elaborated in detail on the more-profound implications of the notion of ‘wholly artificial arrangements’. The notion as such was not new, as the ECJ had already referred to it several times in earlier decisions. The innovative dimension lay in the fact that, for the first time, the ECJ made reference to the requirement for economic substance. 

			In the light of the purpose of the freedom of establishment, the ECJ rules that the pursuit of a genuine economic activity on a permanent or (at least) durable basis is worthy of Treaty protection. Only when, on the basis of objective factors ascertainable by third parties, it seems that there is no physical presence of a subsidiary in terms of premises, staff and equipment, can this Treaty protection be questioned. 

			As a further guidance, the ECJ elaborates on how this physical presence can be assessed. In order for a company to have enough economic substance in an EU Member State, the company must see to it that physical presence is manifested in the form of: 

			•	premises and equipment necessary for conducting the business of the company; 

			•	staff with a degree of competence necessary for serving the business of the company; and

			•	staff that have to be free independently to take decisions in matters relevant to the ongoing business of the company. 

			With respect to premises, the ECJ has itself referred to so-called letterboxes and front offices. These companies do not carry on any genuine economic activity in the host Member State and therefore do not constitute an establishment. Objective factors for determining whether there is adequate substance in this respect includes criteria such as the effective place of decision- making, the tangible presence of the establishment, and the real commercial risk assumed. 

			It is important to note that the ECJ connects the term ‘letter box’ company to the absence of conduct of economic activity. This is confirmed by the ECJ’s decision in Eurofood, where it used the term ‘letter box’ company for the first time. In paragraph 35 of the Eurofood case, the ECJ says: ‘That could be se in particular in the case of a ‘letter box’ company not carrying out any business in the territory of the Member State in which its registered office is situated’.182 In other words, a ‘letter box’ company is not a company that uses limited office space and/or has a small or no staff, but is a company that carries on no economic activity. As the notion of economic activity is wide, a holding, financing, asset management or other type of service performing company that is ran by skilled personnel or directors is not a ‘letter box’ company.183

			With respect to staff in the host Member State, they have to be present there in sufficient numbers so that the services provided to the parent company (which have resulted in the reduction in the tax due in the state of origin) can be carried out. 

			Closely related to the presence of staff in the host Member State is the intellectual capacity and competence of that staff: their competence must be adequate in relation to the services provided to the parent company and the level of decision-making in carrying out those services. If the decisions necessary to carry out the services are taken on another level, this might be a ground for considering the arrangement as wholly artificial. 

			Concretely, what is important is that the directors managing the company and/or the personnel carrying on the daily business are qualified for their job and know what they do. There is indeed no need for a holding company or financing company to use large offices of employ a lot of staff. Such activities can perfectly be carried out in a small office and by limited personnel.184

			In the view of the ECJ, the substance requirements are, compared to the three-limb-test the Advocate General put forward, less stringent. Only if the CFC is a fictitious establishment not carrying on any genuine economic activity in the territory of the host Member State, then, according to the ECJ, the creation of that CFC must be regarded as having the characteristics of a ‘wholly artificial arrangement’.185 This is particularly the case with a ‘letterbox’ or ‘front’ subsidiary.

			The Cadbury Schweppes case law has undoubtedly given greater explicit guidance on the criteria for detecting abusive practices, or avoiding a scheme being treated as an abusive practice, especially when tax authorities challenge the tax residency of a company, as EU law can prevail over not only domestic, but also over international law. 

			Irrefutable presumptions intended to ignore the pursuit of an economic activity or its genuineness with regard to certain business activities must be held contrary to EU law. Moreover, the use of irrefutable presumptions should be accepted only to the extent that they do not entail a shift in the burden of proof onto the taxpayer.186 

			Summarising the Cadbury Schweppes judgment, ‘wholly artificial arrangements’ require the simultaneous existence of a subjective element – being the intention to obtain a tax advantage – and an objective element, namely the absence of an actual establishment intended to carry on genuine economic activities in the host country.187 In determining whether an establishment is intended to carry on genuine economic activity, the ECJ focuses on physical establishment.188 

			Locating the genuine economic activity should focus on the existence of tangible elements characterising the business, which are, therefore, appropriate for the tax authorities to verify the economic activity.189 

			Taking into consideration all elements mentioned above, the ECJ clearly adheres to a true ‘substance-over-form’-approach. It is indeed economic reality, more than mere formal criteria that can be useful in assessing a restriction on the fundamental freedoms.

			3.6	Impact of Cadbury Schweppes 

			It goes without saying that Cadbury Schweppes has had a substantial impact on the EU Member State’s CFC regulations and general anti-abuse measures. Details of the changes enacted in a substantial number of countries are set out in the separate country chapters (see part 8). Here, we briefly highlight some countries in which changes have occurred. 

			>	Belgium190 

			The influence of Cadbury Schweppes on Belgian law has been fairly limited. However, it might be noted that Belgium was the only country that supported the reasoning of the Advocate-General in Cadbury Schweppes (which was broadly followed by the ECJ).191 

			Belgian law contains a number of specific anti-abuse provisions that run counter to development of the internal market. In order to avoid some of these applying, taxpayers must prove that the challenged transaction meets ‘legitimate financial and economic needs’. In the wake of Cadbury Schweppes, certain legal writers argue that this notion might not be entirely compatible with that of ‘wholly artificial arrangements’. 

			More recent anti-abuse measures refer to this latter notion. For example, taxpayers must declare payments made from Belgium to tax haven countries (over a certain amount) to the Belgian tax authorities. In addition, the taxpayer must also prove that the recipient is ‘a person other than a ‘wholly artificial arrangement’’.192 

			Recently, the Belgian government has inserted a new general anti-abuse measure in the Belgian income tax code. On the basis of this new measure, transactions cannot be opposed to the Belgian tax authorities when the latter can prove that the transaction is abusive. In the Parliamentary discussions in respect of this new anti-abuse measure, it was mentioned that the notion ‘tax abuse’ should be interpreted taking into account Cadbury Schweppes case law and more specifically, the notion of ‘wholly artificial arrangements’.

			>	Denmark193 

			Cadbury Schweppes and, more specifically, the concept of ‘wholly artificial arrangements’ have resulted in a number of changes and amendments to Danish tax law.

			First of all, Cadbury Schweppes led to a change in the CFC rules. Moreover, there is a general tendency in Danish tax law to introduce provisions aimed at ‘wholly artificial arrangements’ to counter, e.g., ‘circumvention’ of Danish withholding tax on dividends, interest and royalties. However, the interpretation of abuse as introduced into Danish law by the tax authorities does not necessarily accord with the interpretation under EU law and a number of cases are currently pending before the Tax Tribunal regarding this issue. 

			>	France194 

			French law contains a wide array of anti-abuse rules aimed at avoiding purely artificial schemes, including a general abuse-of-law mechanism in particular (section L64 of the Tax Procedure Code) and specific CFC rules (section 209 B of the Tax Code). 

			In the Sagal195 case, the court considered that investing in a Luxembourg holding company was an abuse of law and also ruled ex proprio motu that the abuse-of-law mechanism in section L64 of the Tax Procedure Code was compatible with article 49 of the TFEU on the freedom of establishment. 

			Cadbury Schweppes actually had a limited influence on France’s CFC rules, given that they had already been amended in the light of previous case law and EU legislation. Indeed, as a safeguard, section 209 B of the Tax Code provides that the CFC rules do not apply where the CFC is established or incorporated in an EU Member State unless the structure can be regarded as an ‘artificial arrangement’ that is intended to circumvent French tax law. In addition, the CFC rules do not apply if the profits of the CFC derived from true industrial or commercial activity carried on in the territory in which the CFC is established (subject to conditions and exceptions). 

			Cadbury Schweppes only influenced the French tax authorities’ new Guideline on article 209B,196 as this case law defines the concept of ‘artificial arrangement’ according to solutions laid down by the ECJ. The Guideline refers expressly to assessment criteria deriving from the Cadbury Schweppes case and particularly to ‘objective circumstances’ and ‘the degree of the CFC’s physical substance in terms of premises, employees and equipment’. 

			>	Germany197 

			As a result of the Cadbury Schweppes decision, a new section 8(2) was introduced into the Foreign Transactions Tax Act, preventing Germany’s CFC rules from applying if the taxpayer can prove that the foreign corporation has its corporate seat or ‘place of management’ within the European Economic Area and carries on genuine economic activity there. In addition, the EU Mutual Assistance Directive, or a comparable exchange of information clause under the relevant income tax treaty, has to be applicable. The term ‘genuine economic activity’ as used in the provision is not statutorily defined. 

			The characteristics of ‘genuine economic activity’ differ when comparing cases from the European Court of Justice, in particular the Cadbury Schweppes decision, the legislative history to section 8(2) of the Foreign Transactions Tax Act and a directive issued by the Federal Ministry of Finance on 8 January 2007 as a reaction to Cadbury Schweppes.198 The common criteria necessary for genuine economic activity are: 

			•	the corporation actually carries on economic activity through a fixed establishment in the Member State in question for an unlimited period; 

			•	the actual establishment of the corporation in the other country is verifiable based on objective factors that are ascertainable by third parties with regard, in particular, to the CFC’s physical existence in terms of premises, staff and equipment. A fictitious establishment is especially deemed to exist in the case of a mere letterbox or front company; 

			•	the corporation has personnel commensurate with the type and level of economic activity and they are able to make their own decisions of significance in rendering the services of the company. 

			In addition, the legislative history indicates that the core functions of the foreign corporation have to be carried out by the foreign corporation itself. It is not sufficient if the company is solely involved in occasional capital investment activities or the mere administration of shareholdings unless this is accompanied by its carrying out managerial functions. Over and above these criteria, the Ministry of Finance directive and the Advocate General have laid down a requirement that the activity of the foreign corporation has to add value for the recipient of the services, in particular where they are rendered to related persons. 

			As a result, there remain uncertainties, particularly with regard to the scope of the activities and the level of outsourcing of certain tasks of the company. For example, the provision and administration of loans could qualify as genuine economic activity (depending on whether the financial service is only provided to companies within a corporate group). In order to be characterised as an actual economic activity – besides the factors of qualified staff, office space and equipment – the financing activity should go beyond the occasional investment and management of assets. The finance company should also provide loans of varying duration and avoid providing only short-term or only long-term loans. Furthermore, the loans should be provided to more than one borrower. 

			In contrast, the administration of a small number of long-term loans by low-level office staff or even by directors or other persons not responsible for day-to-day operations would likely not qualify as genuine economic activity.199 

			Where the company pursues several activities, the above criteria would have to be met for each of them. 

			>	Sweden200 

			Sweden also amended its CFC regime in the light of the Cadbury Schweppes case. From 1 January 2008, the CFC-regime excludes from CFC treatment foreign legal entities that constitute an actual establishment from which activities conducted for business reasons are carried on. In determining whether these criteria are fulfilled, special consideration is given to the existence of premises, equipment and staff to the extent they are necessary for conducting the business.201 

			>	United Kingdom202 

			In 2008, the English High Court of Justice handed down a judgment in the Vodafone 2 case,203 in which it clearly followed the ECJ’s verdict in the Cadbury Schweppes case. 

			Vodafone 2 is an indirect, wholly-owned subsidiary of Vodafone Group plc. It was incorporated in the UK in 2000 and is resident in the UK for tax purposes. Vodafone Investments Luxembourg sarl (VIL) is a wholly-owned subsidiary of Vodafone 2 and resident in Luxembourg for tax purposes. 

			VIL fell within the scope of the UK CFC regulations, but Vodafone 2 was of the opinion that application of the CFC regulation would constitute an unlawful restriction on the freedom of establishment and/or the free movement of capital. 

			The High Court explicitly referred to Cadbury Schweppes, and particularly to the requirement for economic substance as put forward by the ECJ in its decision, in order to assess the compatibility of the UK motive test with EU law. The Court stated that it had to be considered whether VIL had sufficient economic substance in Luxembourg. 

			The UK’s CFC regulations could only be applied to the extent that Vodafone 2 did not actually pursue an economic activity through a fixed establishment in the host state for an indefinite period and had no actual establishment for the pursuit of that genuine economic activity. 

			Vodafone 2 evidenced that it was established in Luxembourg in accordance with the requirements of the ECJ as expressed in Cadbury Schweppes. On this basis, the High Court came to the conclusion that the UK’s CFC legislation could not be applied to Vodafone 2.204

			On 22 May 2009, the Court of Appeal205 reversed the High Court’s decision that the UK’s CFC rules could not be interpreted so as to ensure compatibility with EU law, and should therefore be disapplied for EEA companies until corrected by legislation. The Court of Appeal held that the CFC rules should instead be read as if they contained an exception for companies established in the EEA and carrying on genuine economic activities therein.

			The effect of the judgement is that HMRC may proceed with its enquiry into Vodafone 2’s tax affairs for the accounting period in question.206

			Vodafone 2 has applied to the Supreme Court, seeking leave to appeal against the Court of Appeal’s judgment. However, the Supreme Court declined to intervene, which means that the Court of Appeal’s judgment will stand. The position is therefore that the UK’s CFC rules are not disapplied, but are subject instead to a ‘conforming interpretation’. An additional exception will be ‘read into’ the CFC rules, stating that the rules do not apply if the foreign company was, in the relevant accounting period, actually established in the EEA state, and carrying on genuine economic activity there.207

			It goes without saying that domestic anti-abuse measures can form a restriction on the fundamental freedoms, in particular the freedom of establishment. In this context, in the past decade, the ECJ has frequently been asked to examine the compatibility of anti-abuse measures with EU law. 

			EU Member States often cite the counteraction of tax avoidance in order to justify a restriction on the fundamental freedoms as a result of anti-abuse measures. 

			The ECJ introduced the notion of ‘wholly artificial arrangements’ in the ICI case, whilst Cadbury Schweppes sets forth a clear link between that notion and economic substance. In determining factors on whose basis a structure can be assessed as being purely artificial, the ECJ refers to its case law in which it defines the term ‘establishment’, which requires pursuit of a genuine economic activity. In giving guidance on the concept of establishment, the ECJ advances objective factors in terms of premises, staff and equipment to assess whether or not an arrangement is deemed wholly artificial. 

			These elements are to be considered in light of the nature of the activities carried on in the host Member State; a mere holding activity or an isolated financial transaction does not require any significant presence in terms of premises, personnel and equipment.208 As the EU Commission has stated: ‘it is not altogether certain how those criteria may apply in respect of, for example, intra-group financial services and holding companies, whose activities generally do not require significant physical presence’.209 

			The key question here was whether EU Member States are allowed to apply their domestic anti-abuse tax provisions where they might prevent companies from setting up a new entity in or migrating to other EU Member States. In matters of the like, the ECJ seems to have taken the position that, for the freedom of establishment to be justified on the ground of preventing abusive practices, the specific objective of such a restriction must be to prevent conduct involving the creation of ‘wholly artificial arrangements’ that do not reflect economic reality with a view to escaping the tax normally due on the profits generated by activities carried out on national territory. Therefore, once a genuine economic activity is being conducted (involving the presence of premises, assets and qualified personnel), there would appear to be a significant likelihood that a taxpayer will prevail over the tax authorities on questions of the compatibility of domestic anti-abuse measures with EU law.
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			Part 3: Substance in corporate structures – Permanent establishments

			Introduction

			One of the paramount objectives of a tax treaty is to resolve the claims of competing jurisdictions where an enterprise is resident in one country and carries on business activities in another. Under the OECD MTC, the existence of a permanent establishment is the decisive condition for the taxation of income from ‘business activities’ and of capital pertaining to such activities. As such, article 7 of the OECD MTC lays down that a Contracting State may tax the profits derived by an enterprise of the other Contracting State only to the extent that it carries on business through a permanent establishment situated in the territory of the first State. The rationale behind this rule is that profits pertaining to business activities are only taxed by a State under the strict condition that sufficient economic bonds exist between the (taxing) State and the profit-generating enterprise. The presence of a permanent establishment is deemed to express the presence of a substantial activity in the source State and for that reason justifies a shift of the power to tax to that State. Conversely, if economic bonds with a foreign country are loose or non-existent, taxation will be reserved for the residence State only. 

			As such, having too much (or not enough) substance in the appropriate jurisdiction will trigger the permanent establishment question, as developed under international and domestic law. It represents the risk that an enterprise will be subject to tax in another country as a result of conducting activities there, regardless of its (tax) residence status. From a substance perspective, this means a structure could be challenged on a triple basis, i.e. having taxable presence in the form of (tax) residence (see part 2), taxable presence in the form of a permanent establishment (see part 3) or by means of a transfer pricing adjustment (see part 3 and part 5). 

			We do not conduct here a ‘conventional’ analysis of articles 5 and 7 of the OECD MTC, i.e. we will not discuss and analyse each paragraph of article 5 or 7 of the OECD MTC. This has already been the subject of much authoritative literature and does not beg repetition. In what follows, we select specific topics that we see as increasingly relevant in our daily international practice and that bear a direct link to the substance of permanent establishments. 

			In this respect, the crucial question is whether a foreign enterprise carries on business through a permanent establishment in the country where profits are earned. If not, then it can only be taxed in the country where it is a resident (provided sufficient substance is available for it to qualify as a resident there – see part 2). However, where the enterprise operates through a permanent establishment, that permanent establishment may be taxed by the country where it is located. If so, the next question will be which profits are attributable to that permanent establishment and whether the existing transfer pricing model is sustainable. 

			We first look at the ‘place of management’ criterion of article 5(2) OECD MTC, which (at first sight) bears many similarities to the ‘place of effective management’ criterion of part 2. We then continue with another hot topic to which fuel was added by cases such as Zimmer, Dell and Roche Vitamins: ‘principal structures’. 

			Please note that in this part we will refer to ‘place of management’ in the sense of article 5(2) OECD MTC. As such, this should not be confused with the term ‘place of management’ that has been discussed in part 2 (domestic interpretations of residence). In case we would refer in this part to place of management in the context of residence (see part 2), we will make a special note of it there.

		

		
			

		

		
			

		

	
		
			The ‘place of management’ criterion

			In part 2, we discuss how the place where management functions are performed is an essential factor in determining tax residence from a domestic, European and worldwide perspective. Having or lacking elements of management in a certain country determines where a company’s tax residence is deemed to be. 

			Within the context of permanent establishments, a similar line of reasoning can be followed. Crucial in this context is article 5(2) of the OECD MTC, which sets out a list of places that will prima facie constitute a permanent establishment. One of these is the ‘place of management’, which is not only similar in wording to the phrase ‘place of effective management’ in article 4(3) of the OECD MTC, but also shares the same history and origins.

			With this, the residence criterion connects (and overlaps) with the permanent establishment criterion. It also gives tax authorities an option, i.e. they can claim that a company is tax resident within their territory, or – possibly for only part of the company’s activities – that it has a permanent establishment based on management type of functions performed there. Both enable them to tax profits.

			 

			1	 Article 5(2) OECD MTC

			The official commentary on the OECD MTC explains the basic criteria for the existence of a material permanent establishment as follows:1

			•	the existence of a place of business, i.e. a facility such as premises or, in certain instances, machinery or equipment;

			•	this place of business must be ‘fixed’, i.e. it must be established at a distinct place with a certain degree of permanence;

			•	the ‘carrying-on of the business’ of the enterprise through this fixed place of business. This means usually that persons who, one way or another, are dependent on the enterprise (personnel) conduct the business of the enterprise in the State in which the fixed place is situated.

			The term place of business is defined in neither the model treaties nor the Commentaries. However, the OECD definition of the basic rule is followed by a ‘positive list’ of examples.2 The stem of article 5(2) states that ‘permanent establishment’ especially includes the following types of presence:3 

			•	a ‘place of management’;

			•	a branch;

			•	an office;

			•	a factory;

			•	a workshop; and 

			•	a mine, an oil or gas well, a quarry or any other place of extraction of natural resources. 

			1.1	Prima facie assumption of article 5(2) of the OECD MTC

			 In all cases, the business of the enterprise has to be ‘carried on in whole or in part at or through’ the relevant organisation before the organisation constitutes a permanent establishment; that is, the requirements of article 5(1) OECD MTC have to be met before any of the places listed in article 5(2) OECD MTC can be a permanent establishment.4 On this basis, when a place of business is found to exist (e.g. the examples in article 5(2) OECD MTC), no permanent establishment exists until the other conditions of the basic rule are met, unless reservations are made.5

			An example of a country that has made such a reservation is Italy. Until the 2010 OECD MTC update, Italy lodged an observation on the OECD Commentary’s on article 5, stating that it did not adhere to the interpretation given in the Commentary concerning the list of examples in paragraph 2. It considered the examples listed in article 5(2) as cases that a priori constituted a permanent establishment, with the consequence that the burden of proving that it was not a permanent establishment lay on the taxpayer.6

			A similar exception has been made by Belgium. According to its double taxation treaty commentaries, the list of examples in article 5(2) does not always require the general permanent establishment conditions in article 5(1) to be met. For example, a ‘place of management’ is considered to be a permanent establishment regardless of the existence of a fixed place of business (or the other requirements of article 5(1) OECD MTC).7

			Whether or not this accords with international tax law, it has important consequences in practice. Belgium’s broader interpretation of the notion of ‘place of management’ means first and foremost that its tax authorities can more readily conclude that there is a permanent establishment. No fixed place of business is needed (such as an office, premises, etc.); just carrying on business (management) can be enough (in our view both daily management and strategic management are within contemplation: responsibility is the key concept). Managing a company from a hotel room without having a fixed place of business can thus principally be enough for a Belgian ‘place of management’.

			1.2	Non-exhaustive list in article 5(2) OECD MTC

			 The list in article 5(2) OECD MTC is not intended to be exhaustive. Other items that are not on the list may also be considered to be a fixed place of business and could constitute a permanent establishment. 

			2	 Article 5(2)(a) OECD MTC: ‘place of management’

			2.1	‘Place of management’ and its history

			The historical development of the term ‘place of management’ is closely allied to how the notion of the ‘place of actual management’ (later defined as ‘place of effective management’) has developed. Both hail from the same reports, model conventions and communications and have virtually identical historical backgrounds. 

			The history of the term ‘permanent establishment’, and hence ‘place of management’, starts in the German States in the second half of the 19th century, reference being made to the term Betriebsstätte.8 Initially, the term was of no fiscal significance but was used to refer to the total space that was utilised for carrying on work as an artisan or for industrial activity.9

			In matters fiscal, the term Betriebsstätte was introduced as a means to combat double taxation, first at the level of local authorities in East Prussia and later between the component states within the North German Confederation.10 In this respect, the starting point was that a stehendes Gewerbe (or permanent establishment) was to be taxed in the municipality or constituent State where it was located, regardless of the residence (of the owner) of the business.11 The first foundations of the notion of ‘permanent establishment’ were thus laid. 

			The first (international) normative definition of permanent establishment is to be found in the double taxation treaty of 21 June 1899 between Austria-Hungary and Prussia. Article 2 of the treaty lays down the following definition: ‘Der … Betrieb eines stehenden Gewerbes sowie das aus diesen Quellen herrührende Einkommen sollen nur in demjenigen Staate zu den direkten Staatsteuern herangezogen werden, in welchem … eine Betriebstätte zur Ausübung des Gewerbes unterhalten wird. Als Betriebstätte gelten Zweigniederlassungen und sonstige Geschäftseinrichtungen zur Ausübung des stehenden Gewerbes durch den Unternehmer selbst, Geschäftsteilhaber, Prokuristen oder andere ständige Vertreter’.12

			Following the First World War, the term ‘permanent establishment’ saw rapid development in international double taxation treaties. Just as with the development of ‘tax residence’ and ‘place of effective management’, the League of Nations (and later the OEEC/OECD) played a decisive role in this. In the following, we discuss these changes, whereby the emphasis is laid on the developments surrounding the ‘place of management’ in article 5(2)(a) of the OECD MTC.

			League of Nations 1923-1945 

			The definition of the term ‘permanent establishment’ mainly stems from a whole series of model treaties and reports as developed after 1923 by the League of Nations, comparable to the coming-into-being of the international notion of ‘tax residence’. The term ‘management’ was accorded a leading position in the notion of permanent establishment from the very outset. 

			League of Nations Model Treaty 1927 

			Characteristic of the ‘permanent establishment’ notion under the League of Nations Model Treaties was that no general definition was given but, instead, the term was ring-fenced using examples. In article 5 of the 1927 League of Nations Model Treaty, it is defined as follows:

			‘Income from any industrial, commercial or agricultural undertaking and from any other trades or professions shall be taxable in the State in which the persons controlling the undertaking or engaged in the trade or profession possess permanent establishments.

			The real centres of management, affiliated companies, branches, factories, agencies, warehouses, offices, depots, shall be regarded as permanent establishments. The fact that an undertaking has business dealings with a foreign country through a bona fide agent of independent status (broker, commission agent, etc.), shall not be held to mean that the undertaking in question has a permanent establishment in that country’.

			However, the term ‘real centre of management’ is used here in another context than that in which ‘place of management’ would be used in subsequent definitions of ‘permanent establishment’. Both the resolution and the League of Nations Model Treaty were based on the fundamental principle (which recurs in a number of later League of Nations Model Treaties) that an undertaking’s income should be taxed where it is produced. In other words: taxation at source.13 In the view of the League of Nations, for these purposes, an undertaking was made up only of permanent establishments. Thus, the headquarters, an undertaking’s tax residence, was also regarded as a ‘permanent establishment’ – to which income could be attributed (taxable in the state of residence).14 

			This contrasts with the current OECD principle, in which a ‘permanent establishment’ differs from tax residence. Now, the principal rule is that only the State of residence has power to tax (article 4 OECD MTC) unless ‘permanent establishments’ are located in another State (article 5 OECD MTC). Thus, where the 1927 League of Nations Model Treaty referred to the ‘real centre of management’ in its article 5, what was intended was only tax residence. It is from this term that ‘place of effective management’ was later to emerge (see Part 2 , The OECD Level, section 2). In principle, therefore, this has nothing to do with the later ‘place of management’ under article 5(2) OECD MTC.

			League of Nations Model Treaty 193115 

			The 1931 League of Nations Model Treaty is actually made up of three model treaty texts. The first is a proposal for a multilateral model treaty that was put forward by a sub-committee of the Fiscal Committee to the Fiscal Committee itself. The others – Draft A and Draft B – were prepared by the Fiscal Committee on the basis of the sub-committee’s proposal.16 

			In ‘Draft B’, a distinction was drawn for the first time between power to tax on the part of the State of tax residence and the power to tax of States where a ‘permanent establishment’ was located. Article 1 of Draft B accords all powers to tax legal persons (in terms of business profits) to the State of residence, the place of the ‘real centre of management’. Articles 2 and 3 go on to lay down rules according power to the source State to raise tax on certain types of income. Here, reference was made inter alia to the notion of a ‘permanent establishment’. The definition of ‘permanent establishment’ is set down in article 4:

			‘For the purposes of applying Article 3(b), the following shall be regarded as permanent establishments: branches, mines and oilfields, plants, factories, workshops, agencies, warehouses, offices and depots.

			The fact that an undertaking has business dealings with a foreign country through an agent of genuinely independent status (broker, commission agent, etc.) shall not be held to mean that it has a permanent establishment in that country.

			The contracting parties undertake to instruct their competent authorities to come to an agreement, if necessary, regarding the methods of apportionment’.

			As will be noted, there is no longer any reference to ‘management’ (‘real centre of management’) in the definition. This goes to show what is explained above, that ‘place of management’ in principle has nothing to do with ‘real centre of management’.

			Organisation for Economic Cooperation and Development 

			The definition of ‘permanent establishment’ in the League of Nations model treaties mainly consisted of a list of examples.17 This approach was departed from in subsequent OECD MTCs. Whereas the League of Nations definition consists of just a list of possible permanent establishments, with the OECD, the list of examples is separate from the general definition. It is even so that, as from the 1977 OECD MTC, the examples of permanent establishments always have to be regarded in light of the essential components of the general definition.18 Thus, article 5(1) OECD MTC contains a general definition of ‘permanent establishment’ and the list of business components shifts to the second paragraph.

			The first (draft) OECD MTC (1963) The 1963 OECD MTC defines ‘permanent establishment’ as follows:

			‘1. For the purposes of this Convention, the term ‘permanent establishment’ means a fixed place of business in which the business of the enterprise is wholly or partly carried on.

			2. The term ‘permanent establishment‘ shall include especially:

			−	a ‘place of management’;

			−	a branch;

			−	an office;

			−	a factory;

			−	a workshop;

			−	a mine, quarry or other place of extraction of natural resources;

			−	building site or construction or assembly project which exists for more than twelve months’.

			Regarding the notion of ‘place of management’, it is stated in the Commentaries:

			•	‘There has been added ‘place of management’; it is considered that this example should be specially mentioned since a ‘place of management’ need not necessarily be an ‘office’. On the other hand, it did not seem necessary to include ‘head office’’.

			It is important to mention at this juncture that the business components listed are to be understood as ‘fictions’. In other words, their simple existence is enough for there to be a permanent establishment, regardless of whether the general definition under article 5(1) of the OECD MTC is satisfied. 

			‘7. This paragraph contains a list, by no means exhaustive, of examples each of which can be regarded a priori as constituting a ‘permanent establishment’’.

			In the 1977 OECD MTC, this fiction is abandoned.

			1977 OECD MTC 

			In 1977, the commentaries on ‘place of management’ were adjusted. 

			‘12. The term ‘place of management’ has been mentioned separately because it is not necessarily an ‘office’. However, where the laws of the two Contracting States do not contain the concept of ‘a place of management’ as distinct from an ‘office’, there will be no need to refer to the former term in their bilateral convention’.19

			Neither the OECD MTC nor the Commentaries on it have been further adjusted as regards ‘place of management’ since 1977.

			Definition of the term ‘place of management’ first crops up in the OECD MTC of 1963, though only a summary insight is given as to its actual meaning. The 1977 OECD MTC adds little or nothing to this, after which no further references are made to either the OECD MTC or the Commentaries on it with regard to the ‘place of management’. 

			(Other) interpretative sources with regard to ‘place of management’ 

			More clarity with regard to the meaning of ‘place of management’ is offered by the term’s French translation.20 In the French version of the OECD MTC, ‘place of management’ is translated as ‘siège de direction’, which alludes to more important or weighty decisions.21 

			According to Vogel, ‘place of management’ should be construed as ‘the place where the company’s business activities or part thereof are managed’.22 Thus, it is certainly not impossible for a single business to have several places where management is carried out.23 This stands in stark contrast to ‘place of effective management’, which a given business can have only one of.24

			The decisions taken at a ‘place of management’ have to be of a material nature.25 That means a place where all or part of the business of the undertaking is steered26 The decisions that are taken have to be of importance to the entire business, i.e. actual, effective policy decisions. It is however not necessary for the enterprise to be managed completely, or at least to a material extent at the ‘place of management’. Partial management of the business is already sufficient.27

			Schoonvliet gives the typical example of day-to-day management activities.28 ‘Standard’ daily policy is enough to qualify as a ‘place of management’.29 In addition, leadership, supervision or coordination of a number or all of the group’s companies and/or establishments in a given region also qualifies as a ‘place of management’ (which is more a reference to strategic management).30 Thus, just carrying out management functions is not enough. The nature of the decision is decisive – there has to be a certain implementation of policy. Thus, simple administrative support (‘shop-floor’ policy) is not eligible to qualify as a ‘place of management’,31 as it cannot be deemed to constitute ‘policy decisions’. 

			In principle, meetings of shareholders also do not qualify as a ‘place of management’.32 Vogel here cites the important factor of the occasional nature of shareholders’ meetings. To our mind, a general meeting of shareholders needs not always be occasional in nature: where a shareholders’ meeting usurps the function of the board of directors or daily manager, it can become permanent in nature and qualify as a ‘place of management’. After all, the decisions that would then be taken could then be effective policy decisions.33 

			Of importance in this regard is the choice of a centralised or decentralised organisational model. In the case of a centralised model, in which all decisions will be taken by a policy body that is charged with management, leadership and supervision of all or some of the (foreign) regional entities, all (policy) decisions will be taken centrally. Thus, in principle, the ‘place of management’ will be located at the same place as those central policy decisions; the regional entities will have no ‘place of management’ since their policy prerogative is usurped by the central policy body. 

			In the case of a decentralised organisational model, all management functions are distributed regionally among the various (foreign) group companies. Each of those regional policy bodies can be deemed a ‘place of management’. Of course, in practice, a company will not always have a strictly centralised organisational model or a decentralised organisational model. Usually, regional entities have partial policy prerogatives. It will then have to be assessed case by case whether that policy prerogative is sufficient to constitute a ‘place of management’. The more centralised the structure is, the less chance there is of a regional ‘place of management’ – and, hence, a permanent establishment.34 

			Of essence in the term ‘place of management’ is that it has to be carried on in a physical place that is at the company’s disposal.35 The existence and use of minimum facilities and equipment at the place where management is carried on is an inescapable prerequisite in the context of the general, basic rule under article 5(1) OECD MTC.36 The Commentaries on the OECD MTC do not necessarily require the ‘place of management’ to be an office.37 Only a minimum of business equipment needs be present. 

			In principle, any business establishment can qualify as a ‘place of management’.38 Some authors even go so far as to argue that a home, flat or hotel can qualify as a ‘place of management’.39 However, in this respect, it should be pointed out that the fixed place of business still has to fulfil the general conditions laid down in article 5(1) OECD MTC. Thus, the business premises have to (i) fall within the prerogatives of the business and (ii) be fixed (iii) over a certain period. It might justly be doubted whether a home, flat or hotel can always fulfil these conditions.40 

			Where management is exercised without any business premises being available (or at a fixed place of business that is not at the company’s disposal), there cannot be said to be a ‘place of management’.41 

			In addition, paragraph 24 of the Commentary distinguishes between activities that have a preparatory and auxiliary character and those that do not. The decisive criterion is whether the activity of the fixed place of business in itself forms an essential and significant part of the activity of the enterprise as a whole. At a minimum, to constitute a ‘place of management’, any management services must be more than preparatory or auxiliary in character and thus must relate to some essential and significant part of the activity of the business of the foreign enterprise. In this respect, it must be noted that paragraph 24 of the commentaries on the OECD MTC seemingly states that managerial services (almost by definition) are not considered preparatory or auxiliary. Therefore, if a local office provides managerial services to a non-resident entity, the office could qualify as a permanent establishment because the services it performs cannot be excluded under the preparatory and auxiliary exception. In this respect, see also the judgment of the Italian Supreme Court in Philip Morris (see Part 3 , The ‘Place of Management’ criterion, section 2.3). 

			In sum, we can conclude that management in the sense of ‘place of management’ seems to refer to actual, effective policy decisions. In principle, daily management is enough for the place where it is carried on to qualify as a ‘place of management’. In addition, it also seems that strategic management comes within consideration. But, each of the decisions has to be taken independently.42 And decisions have to be taken on a regular basis. Mere interim or coincidental decisions do not qualify as a ‘place of management’.

			However, seeing the above, coming to a uniform interpretation of ‘place of management’ is difficult, if not impossible. As a result, just as with ‘place of effective management’ (see Part 2 , The OECD Level), every country will apply its own interpretation with regard to the concept of ‘place of management’. 

			Domestic interpretation of ‘place of management’

			 Countries tend to interpret the meaning of ‘place of management’ within their own domestic interpretation, by lack of an international definition. This domestic interpretation can be formed through legislation or jurisprudence. Below we state some typical examples:

			>	Belgium 

			According to the official Belgian Commentaries on DTTs, the list in article 5(2) OECD MTC should be interpreted in its own right. As stated above, to qualify as a ‘place of management’, Belgium does not require the general conditions of article 5(1) to be fulfilled, and so a permanent establishment can originate in Belgium from mere management tasks. Unless there is evidence to the contrary, a ‘place of management’ is fundamentally a permanent establishment. According to the OECD MTC Commentaries, the list in article 5(2) is subordinate to article 5(1). The Discussion Draft published by the OECD on 12 October 2011 regarding the interpretation and application of article 5 of the OECD MTC makes it clear that the list of examples in paragraph 2 have to be interpreted in the light of paragraph 1.

			Whether or not in conformity with international tax law, this does have important practical implications. The (broader) Belgian interpretation of ‘place of management’ means that a permanent establishment is formed even where no physical structure is available (such as an office or office supplies). Hence, the board of directors of a foreign company that takes decisions in Belgium may constitute a permanent establishment, regardless of whether it has an actual physical establishment here. Both day-to-day management and strategic management can qualify as a ‘place of management’.

			>	Denmark 

			No guidance exists in Denmark regarding the interpretation of ‘place of management’ as laid down in article 5 of the OECD MTC. However, a foreign company having its ‘place of management’ in Denmark (day-to-day management activities) would qualify as a resident for tax purposes in Denmark, hence reducing the importance of the article 5 reference to ‘place of management’.

			>	France 

			There is little guidance from the French tax authorities on how they intend to deal with the concept of ‘place of management’. The few cases in which ‘place of management’ has been used were situations where there was no doubt about the existence of a fixed place of business in France. 

			In practice, the approach of the tax authorities is generally in line with the OECD MTC Commentaries, according to which the list in article 5(2) is subordinate to article 5(1).

			>	Germany 

			According to the German OECD MTC Commentaries, the permanent establishment definition in section 12 General Tax Code is in general broader than that of article 5 OECD MTC.43 

			However, the concept of ‘place of management’ in article 5(2) OECD MTC is similar to that of section 12, No. 1, General Tax Code. Because the latter’s wording is more specific (‘place of business management’), the OECD MTC term is considered to be broader.44 It can, for instance, also encompass the place of technical management, which is confirmed by the OECD MTC commentaries on article 5(2) OECD MTC: ‘The term in article 5(2)(a) OECD MTC can encompass just a part of the company and not only the centre of the business activity’.45

			Therefore each company has at least one ‘place of management’ according to article 5(2) OECD MTC, but can also have more than one. As a result, any place where continual service tasks are carried out by the company is a permanent establishment. 

			In contrast, for German purposes, a place of business management is necessary to constitute a permanent establishment according to section 12, No. 1, General Tax Code. Mere technical or service management is not sufficient.

			>	Italy 

			Section 162(2) of the Tax Code contains examples of permanent establishments, one of which is a ‘place of management’. This domestic-law list – and notably ‘place of management’ – is also generally found in Italy’s tax treaties, albeit with some variations. 

			Italy considers a ‘place of management’ as qualifying a priori as a permanent establishment, and this is due to the fact that both its domestic law and most of its tax treaties contain the phrase ‘shall include’ as opposed to ‘includes’.46 This is also confirmed by the observation that Italy has made on the Commentary on article 5,47 which clearly indicates its view that the conditions required by article 5(1) of the OECD MTC (i.e. the existence of a fixed place of business that is permanent from a geographical as well as a temporal perspective, that is at the enterprise’s disposal and through which its business is carried on) are presumed met when it comes to the positive list (and therefore to a ‘place of management’), unless the taxpayer proves the contrary. 

			While the burden of proving that the conditions required by article 5(1) are not met lies with the taxpayer, this does not mean that they are not necessary for a ‘place of management’ to qualify as a permanent establishment.48 Nevertheless, attention must be paid to the principles set forth by the Supreme Court in the landmark Philip Morris case49 (see Part 3 , The ‘Place of Management’ criterion, section 2.3).

			>	Spain 

			Under the Non-Residents Income Tax Act, Spain does not require the general conditions of article 5(1) of the OECD MTC to be met in order to find there to be a permanent establishment. Therefore, a permanent establishment may be created in Spain by mere management tasks. Unless there is evidence to the contrary, a ‘place of management’ is fundamentally a permanent establishment. According to the OECD MTC Commentaries, the list in article 5(2) is subordinate to article 5(1). The Discussion Draft published by the OECD on 12 October 2011 regarding the interpretation and application of article 5 of the OECD MTC makes it clear that the list of examples in paragraph 2 have to be interpreted in the light of paragraph 1.

			The broader Spanish interpretation of ‘place of management’ means that a permanent establishment is formed even where no physical structure is available (such as an office or office supplies). Hence, if a board of directors of a foreign company takes decisions in Spain, it constitutes a permanent establishment, regardless of whether it has an actual physical establishment here. Both day-to-day management and strategic management can qualify as a ‘place of management’.

			>	United States 

			Similar to the OECD MTC, the US Model Treaty50 and several US bilateral income tax conventions reference ‘place of management’ in the definition of ‘permanent establishment’. Certain US Treasury Department technical explanations expand on the concept of ‘place of management’. For example, the technical explanation on the US-Australian treaty51 provides that ‘[s]ince a ‘place of management’ would in most cases require an office, which is specifically noted [article 4(2)], the addition of that term will not generally cause a permanent establishment to exist where there would not be one’. Furthermore, an example provided by the technical memorandum on the 1962 US- Luxembourg treaty52 suggests that the use of a hotel room for a limited period of time by a director or executive official of an enterprise would not constitute a ‘place of management’ even if certain important management decisions with regard to the conduct of the affairs of the enterprise were made there during the stay. Thus, while not stated explicitly, the concept of ‘place of management’ appears to require a degree of continuity and permanence and, in particular, to involve important decision- making with regard to the affairs of the enterprise. 

			Under domestic federal income tax law, a foreign corporation will be subject to net income taxation only if the income is effectively connected with the conduct of a trade or business in the United States (‘effectively connected income’).53 As a general rule, a ‘place of management’ will not give rise to such income unless it materially contributes to generating it.54 Section 894(b) provides that, for the purposes of applying any exemption from, or reduction of, any tax provided by any treaty with respect any income that is not effectively connected with the conduct of a trade or business in the United States, a foreign corporation is not deemed to have a permanent establishment in the United States. As a result, it will be exceptional for a ‘place of management’ in and of itself to result in a permanent establishment.

			As with ‘place of effective management’ of article 4(3) OECD MTC (see Part 2, The OECD Level), no real definition has been provided in the OECD MTC or its Commentaries as to the meaning of ‘place of management’. As a result, we see different interpretations in domestic legislations.

			Referencing to the above, it can be concluded that differences exist between countries as to how to interpret ‘place of management’. 

			2.2	Examples of ‘place of management’ 

			The following situations have already resulted in a ‘place of management’:

			•	performing daily management abroad (e.g. giving instructions or sending e-mails from a foreign office);

			•	performing strategic management abroad (e.g. non- resident directors that participate to board meetings via conference calls);

			•	assisting in the conclusion of contracts abroad (e.g. Philip Morris case – see Part 3, The ‘Place of Management’ criterion, section 2.3);

			•	managing contracts abroad (e.g. Philip Morris case – see Part 3, The ‘Place of Management’ criterion, section 2.3);

			•	a company domiciled in country X (but does not have any operations there), and is operated by the proprietor who is resident in another state, the latter’s living accommodations could be a ‘place of management’;55

			•	a salesman resident in country X, but solely active in country Y could have a ‘place of management’ in country Y (e.g. his apartment);56

			•	controlling and coordinating centres of international groups could constitute a permanent establishment in the form of a ‘place of management’;57

			•	‘on-the-spot’ management performed by group companies abroad.58

			2.3	Case law with respect to ‘place of management’

			>	Belgium: Antwerp Court of Appeal, 1 April 199359 

			This case involved a Dutch resident (active on the construction market) that also had (and used) a Belgian address to conduct its business.

			Facts 

			A building contractor residing in the Netherlands erected a number of homes, country houses, business premises and other constructions and made repairs to them. According to the tax office, he had a permanent establishment in Belgium because he had a ‘place of management’ there.60 In support of its case, the tax office stated that:

			•	all the relevant invoices mentioned his name and a Belgian address; 

			•	administrative forms with respect to his employees also quoted the Belgian address; and 

			•	the plaintiff was known at that address as a registered building contractor. 

			Hence, the contractor was also taxable in Belgium on the profit that could be attributed to that permanent establishment.

			Decision 

			The court rejected the tax office’s case. It held that:

			‘The notion of ‘management’ encompasses an assumption of responsibility for the business. Though the documents cited show that the plaintiff has a fixed address in Belgium that figured on all kinds of official documents and also on invoices that were issued to customers, it cannot be assumed from this finding that any responsibility was taken with regard to the business at that address. It should not be forgotten that the plaintiff lived in the Netherlands and that he carried on his main activity, i.e. as a director of the company, in the Netherlands’.

			Comment 

			In the court’s view, ‘place of management’ has to be understood as being predicated on a minimum of responsibility. Merely carrying out activities is not sufficient.61

			>	Italy: Philip Morris (2001)62 

			The Italian tobacco administration paid royalties to companies that were members of the Philip Morris group (mostly to a German entity called Philip Morris GmbH) in respect of the licence to manufacture and distribute cigarettes in Italy with the Philip Morris trade mark. Intertaba Spa, an Italian Philip Morris group company, which produced and distributed cigarette filters for the Italian and European markets, supervised the contract with the tobacco administration. 

			Facts 

			The Italian tax authorities attempted to ‘deem’ a permanent establishment in Italy in respect of other Philip Morris group members. They based their arguments on a number of elements, including that:

			•	Intertaba Spa had participated in negotiating the licence between Philip Morris GmbH and the tobacco administration;

			•	Intertaba Spa had participated in the business activities of the group without any autonomy;

			•	the main business purpose of Intertaba was to manufacture and distribute cigarette filters both in Italy (for the Italian tobacco administration) and abroad.63 Hence, the negotiations and supervision relating to the licence were ultra vires;

			•	Intertaba had incurred costs for the benefit of the group for which no consideration was received; 

			•	Intertaba supervised execution of the contract (which the tax authorities found to be essential for the production of income for Philip Morris GmbH);

			•	supervision of execution of the agreement between Philip Morris GmbH and the tobacco administration was essential for the production of income for Philip Morris GmbH. 

			Both the lower court and the Court of Appeal decided in favour of the taxpayer. The Court of Appeal made it clear that Intertaba could not be considered to be a permanent establishment of the German company, based on article 5(7) of the OECD MTC: 

			‘The fact that a company which is a resident of a Contracting State controls or is controlled by a company which is a resident of the other Contracting State, or which carries on business in that other State (whether through a permanent establishment or otherwise), shall not of itself constitute either company a permanent establishment of the other’.

			It also added that the tax authorities failed to prove that Philip Morris GmbH had a physical space at its disposal in Italy through which its business was carried on or that Intertaba had acted as a dependent agent of the German company. The tax authorities challenged the decision before the Supreme Court. 

			Decision 

			On 25 May 2002, the Supreme Court overruled the decision of the Court of Appeal. It reasoned that a company having its seat in Italy can be deemed to be a permanent establishment of a foreign company (belonging to the same group) when it pursues a common strategy. Here, representatives or employees of Intertaba had participated in conclusion of a contract between a foreign company and another resident entity, which clearly showed that these employees or representatives had the authority to contract in the name of the foreign company, even in the absence of a formal power of representation. As such, a (personal) permanent establishment was deemed to exist (on this point, see Part 3, Substance, permanent establishments and OECD Guidelines, section 5.1). 

			In addition, the Supreme Court pointed out that, if an Italian resident is entrusted with the management of a non-resident company, that may result in the existence of a permanent establishment. As management of the contract could not be seen as being of an auxiliary or preparatory nature, a (fixed) permanent establishment was deemed to exist. 

			With this, the Italian Supreme Court implicitly connected the existence of a ‘place of management’ to certain factual circumstances: 

			•	the Italian managers that had negotiated and supervised the contracts were on the payroll of both the German company and the Italian company;

			•	the Italian managers also held office in both the German and Italian companies;

			•	the Italian managers performed supervision over and monitored activities of the German company in Italy.

			Comment 

			This case law is interesting as the Italian Supreme Court uses ‘place of management’ in its reasoning (to which it gives a very broad interpretation) to establish the existence of a permanent establishment. It stressed that multinational enterprises often carry on business in Italy through local subsidiaries that have the status of separate legal entities but cannot be regarded as autonomous if they manage an essential and significant part of the business of other enterprises that are resident abroad. Hence, it seems that merely performing management tasks in Italy, even without having requisite fixed business premises, can create a permanent establishment. This is clearly a substance- over- form approach.

			In this respect, it is worth mentioning that, until 2010, Italy had lodged an observation on the OECD MTC Commentary on article 5, stating that it did not adhere to the interpretation given in the Commentary concerning the list of examples in article 5(2) OECD MTC. In its opinion, these examples could always be regarded a priori as constituting permanent establishments. Italy withdrew this observation in 2010 (see part 8). It is thus open to doubt whether the Supreme Court would have reached the same conclusion after 2010, as it would be questionable whether Philip Morris GmbH had a fixed place of business in Italy. 

			The other critical point of the decision, which is not immediately clear, is whether Intertaba should be characterised as: 

			•	an agency permanent establishment of Philip Morris GmbH as a result of having carried out an essential, significant activity in the sense illustrated in paragraph 24, on behalf a non-resident enterprise, with all the powers required by article 5(5) of the OECD MTC; or

			•	a material permanent establishment of Philip Morris GmbH in Italy within the meaning of article 5(2).

			We will address the court’s assessment regarding the presence of a personal permanent establishment below (see Part 3, Substance, permanent establishments and OECD Guidelines, section 5.1).

			3	 OECD MTC v. UN MTC 

			In accordance with article 5(2) of the OECD MTC, article 5(2) UN MTC contains a list of examples that constitute prima facie a permanent establishment, that also includes a ‘place of management’. 

			‘4. Paragraph 2, which reproduces article 5, paragraph 2, of the OECD Model Convention, singles out several examples of what can be regarded, prima facie, as being permanent establishments’.64 

			The Commentaries on the UN MTC only refers to the (minimal) guidance given by the commentary on the OECD MTC with respect to ‘place of management’:65 

			‘The OECD Commentary points out that the term ‘place of management’ is mentioned separately because it is not necessarily an ‘office’ and that ‘where the laws of the two Contracting States do not contain the concept of a ‘place of management’ as distinct from an office, there will be no need to refer to the former term in their bilateral convention’’.

			As such, it can be expected that ‘place of management’ under the UN MTC should be interpreted along the lines of the OECD MTC.

			4	 ‘Place of effective management’ v. ‘place of management’

			It is not easy to distil an unambiguous conclusion out of the foregoing. No clear standpoint on ‘place of effective management’ or ‘place of management’ is to be found in either the OECD MTC or the Commentaries thereon. In practice, these inherent limitations in terms of content may pose a real danger for the unsuspecting taxpayer.

			First and foremost, we have to point out that the two expressions serve different purposes in the OECD MTC. ‘Place of effective management’ acts as a tie-breaker in double residence conflicts (‘resident of a Contracting State’); ‘place of management’ has to do with whether or not a permanent establishment is deemed to exist. Inherently, then, they are opposites: in the one case, the taxpayer is a ‘resident’; in the other, a ‘non-resident’ (i.e. a permanent establishment). 

			Despite this theoretical difference, they nonetheless have a similar effect in practice, i.e. liability to tax in the relevant State.66 Both are criteria on the basis of which a Contracting State can claim a ‘tax base’, although that the tax base will be different depending on residence based taxation (worldwide income) or permanent establishment based taxation (attributable income). 

			Similarly, they are also criteria that can be cited by a taxpayer to avoid being taxed in a State (by being resident in another State and avoiding a permanent establishment in the first State).

			Nor is it necessarily so that the two expressions always simultaneously pose a problem. As explained in part 2, ‘place of effective management’ only applies in the event of a conflict of residence, i.e. where two Contracting States apply different residence criteria and arrive at different results (e.g. place of incorporation versus real seat). If there is no residence conflict, there will also be no problem surrounding the ‘place of effective management’. The place where ‘management’ is exercised is nonetheless always of relevance for determining whether or not there is a permanent establishment.

			The most obvious point on which ‘place of effective management’ and ‘place of management’ differ lies in the number of ‘places of management’ (see Part 2 , The OECD Level, section 3.1 and see Part 3, The ‘Place of Management’ criterion, section 2.1).67 This shows that ‘management’ has to be construed differently for each of the two expressions. 

			With regard to the ‘place of management’, it is not necessary for the enterprise to be managed completely or at least to a material extent, at the ‘place of management’, as is required for the ‘place of effective management’ (see Part 2, The OECD Level, section 3.1 and see Part 3 , The ‘Place of Management’ criterion, section 2.1). ‘Place of management’ is consequently the wider of the two concepts because the place where ‘all’ important decisions are taken, will always be a ‘place of management’.68

			The problem of a comparative analysis is that the two items being examined make reference to the same term, i.e. ‘management’, without offering any insight into what that means. Till now, we have distinguished three forms (see Part 2 , The OECD Level, section 1 ): ‘strategic management’, ‘daily management’ and ‘shop-floor management’. The difficulty in the discussion before us here, therefore, lies for the most part in subdividing the expressions within this framework of different forms of ‘management’. This is what we endeavour to do in parts 2 and 3.

			To our mind, ‘place of effective management’ is difficult to interpret. We have discussed this thoroughly in the previous part (see Part 2 , The OECD Level). Although there is a more recent tendency towards daily management (going away from the historical tendency for strategic management) as to the interpretation of ‘place of effective management’, a lot of uncertainty remains. As a result, countries have the tendency to apply their own domestic residence rules to solve the issue of ‘place of effective management’ (which can be both daily as strategic management). 

			As stated above, ‘place of management’ implies a broader notion of ‘management’. The prime aim of ‘place of management’ is so that certain management activities that do not constitute a ‘place of effective management’ can still constitute a permanent establishment.69

			Ultimately, we can conclude that the two terms here are not completely synonymous. ‘Place of effective management’ must be interpreted more restrictively and is limited to strategic management and executive daily management. ‘Place of management’ is broader, and encompasses all aspects of daily management (and strategic management). In practice, the latter can be used as a fall-back.70 If a Contracting State (or its tax administration) fails in deeming a taxpayer to be its own ‘resident’,71 it can still assert that there is a permanent establishment (for instance on the basis of a ‘place of management’). In practice, we see that it is not always easy to pinpoint the difference between ‘place of effective management’ and ‘place of management’. We can illustrate this by means of some simple examples.

			Example 

			A private individual residing in the UK is the 100% shareholder of a BV incorporated under Dutch law (‘NL BV’). NL BV is merely a holding company for the purchase of 100% of the shares in an English private limited company (‘UK LTD’). NL BV’s board of directors actually meets in the Netherlands. The shares in UK LTD are sold to a third party at a significant capital gain. We can depict the structure as follows:
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			Scenario 1 

			We suppose that the decision to sell the shares is taken independently by the board in the Netherlands. The private individual does not carry out any acts of management.

			Tax residence (NL BV) 

			The Dutch company will be a resident of the Netherlands. Because the Netherlands applies the incorporation test and the UK the ‘central management and control’ test, no residence conflict arises. In this case, both systems come to the same conclusion. The result is that the capital gain realised on the sale of the shares is taxable in the Netherlands. Under Dutch domestic law, the gain should be exempt.

			Permanent establishment (NL BV) 

			There is no additional ‘place of management’ in the UK. No management acts are engaged in there.

			This situation is the most straightforward and produces few problems in reality.

			Scenario 2 

			Here, the British shareholder asks the Dutch board of directors to sell the shareholding. The board then actually resolves to sell the shares.

			Tax residence (NL BV) 

			In this case, residence is harder to attribute. Under Dutch law, the company remains a Dutch resident (place of incorporation). The analysis from a UK viewpoint is less obvious. The decisive question is whether the British shareholder’s instructions to the Dutch board of directors can be deemed ‘management’ (‘central management and control’). The same issue crops up when looking at the ‘place of effective management’ in the case of a residence conflict. We suppose that ‘central management and control’ lies in the UK in this case. Therefore, a residence conflict arises and the tie-breaker will apply.72 

			Assessing the ‘place of effective management’ is a complex matter. To our mind, two major issues can immediately arise:

			•	Does the board of directors have autonomous power of decision, i.e. is it able to judge situations and take decisions on an independent basis? 

			•	If the board has independent decision-making power, there is no problem of deciding where the ‘place of effective management’ is. The board exercises its management itself and is not usurped by the shareholder.73 In that case, there will nonetheless have to be sufficient evidence that the board of directors really did take the shareholder’s instructions under consideration and took a measured decision. In practice, it may be hard to prove this. 

			•	Moreover, it might be asked whether the board is able to function autonomously from the shareholder in this case. With his 100% holding, the shareholder has a controlling influence over the company and its board. Can a board of directors ever act contrary to the decision or instructions of its sole shareholder? 

			If we assume that ‘management’ is exercised by the shareholder, is this sufficient to cause a ‘place of effective management’ to come into being?

			If we consider the shareholder’s decision as falling under senior management, there is no question whether this would fall under the ‘place of effective management’ notion. Since the Dutch company is a holding vehicle, it can be assumed that decisions concerning holdings are essential to the company and are therefore of a strategic nature. And even in case this decision would not be of senior or ‘strategic’ management, but more closely allied with daily management, there still would be a risk of ‘place of effective management’, seeing the recent tendency of the OECD to a ‘daily management’ interpretation of the ‘place of effective management’ concept (see Part 2, The OECD Level, section 4).

			It should also be borne in mind that the shareholder takes only one decision here. It may be doubted whether there can be said to be ‘durable’ management by the shareholder. A one-off foreign decision is probably not enough to constitute a ‘place of effective management’. 

			A point that could be used against the taxpayer in this connection is whether other strategic decisions are indeed taken by the board in the Netherlands. Just like a holding company, a holding vehicle does not call for many management acts – certainly not of a strategic nature. If the decision to sell the shares were the company’s only strategic decision over a given taxable period, we believe that that one foreign decision could indeed give rise to tax residence there. This would require a far-reaching examination of the facts, and each decision taken would have to be assessed in the context of the various forms of ‘management’. 

			Furthermore, in most actual cases, there will be more than just one single decision by the shareholder(s) (or any of the company’s other constituent parts located abroad). Usually, they will take a series of successive decisions (abroad). This accentuates the risk of foreign tax residence.

			There are pros and cons for arguing that there would be UK tax residence in this case. If it can be shown there is UK residence, that means a taxable gain there (no exemption for capital gains on shares). At the very least, this could lead to turbulent disagreements with the tax authorities, with neither having an easy time of producing conclusive evidence one way or the other. However, tax authorities have other means of taxing gains (wholly or partly), i.e. via a permanent establishment.

			Permanent establishment (NL BV) 

			The notion of ‘place of management’ is broader. Assuming that his request to the Dutch board does actually constitute the exercise of management, then we consider that the place where he is located qualifies as a ‘place of management’. 

			In this connection, the same remark can be made as above relative to the durability of the shareholder’s ‘management character’. The number of decisions taken by the board in the Netherlands, or local management (strategic and daily management) will be decisive in this regard.

			An important counter-argument here could be that the Dutch company does not have any material establishment in the UK. According to the Commentary on the OECD MTC, the list in article 5(2) of the Convention is subsidiary to article 5(1) (see Part 3, The ‘place of management’ criterion, section 1.1). If the conditions of article 5(1) are not met (including a material establishment), the ‘place of management’ does not qualify as a permanent establishment. On the facts in the example, we do not consider there to be a permanent establishment in the UK.

			This analysis would take a different slant if the private individual holding the shares were a Belgian resident. The Belgian Commentary on the OECD MTC does not require the items in the list in article 5(2) to fulfil article 5(1) in order to qualify as a permanent establishment. Thus, no material establishment is needed in the foreign country (see Part 3, The ‘place of management’ criterion, section 1.1). In that case, the tax authority can argue that there is a permanent establishment abroad, to which profit needs to be allocated.

			In that event, the core issue is what profit has to be allocated to the permanent establishment. Is this the entire gain realised further to the sale, or is it only a part? If only a part, what allocation key then has to be used?

			Scenario 3 

			Suppose the private individual in the United Kingdom is replaced by a simple holding company with two shareholders. One is resident in the Netherlands, the other in the United Kingdom. Both conduct the strategic management of the holding company from their respective residences (the board meets by video-conferencing). The board of the Dutch holding vehicle simply carries out the decisions taken by the holding company’s board. The structure is as follows:
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			Tax residence (NL BV) 

			This example clearly illustrates the complexity of the notion of ‘place of effective management’. Suppose there is a residence conflict (see Part 2, The OECD Level) and the tie-breaker applies: there then arises the question of where the ‘place of effective management’ is located. There are two possibilities, neither of which is conclusive:

			•	The ‘place of effective management’ is in the UK, since it is the board of the English holding company that takes decisions for the Dutch company. The Dutch board just rubber-stamps each decision. The capital gain is therefore taxable in the United Kingdom.

			•	The ‘place of effective management’ is in the UK and in the Netherlands. The first solution takes no account of the fact that the board of directors of the English holding company is actually partly held in the Netherlands (by the Dutch shareholder who takes part via video-conference). 

			First, that poses problems regarding the tax residence of the English holding company. Strictly speaking, strategic management is exercised from both the United Kingdom and the Netherlands in this case. There are therefore two ‘places of effective management’. As already mentioned, this is impossible: there can only be one ‘place of effective management’ (see Part 2, The OECD Level, section 3.1). The decisive question is therefore: where is the one ‘place of effective management’ in this scenario? We do not consider there to be any conclusive answer to this given how the ‘place of effective management’ concept is defined at present.

			The second issue that this causes is where the tax residence of the Dutch company is. Since the strategic decisions of that company are effectively taken by the board of directors of the English company, the question or problem of the double nationality of the English company’s board also has a knock-on effect on the Dutch company. Strictly speaking, the strategic policy of the Dutch company is also partly carried out in the Netherlands, by the Dutch shareholder. The effect of the tie-breaker rule produces a very complex situation, which raises a host of questions that cannot currently be answered. 

			Permanent establishment (NL BV) 

			Depending on the result of the residence analysis (see above), there is a risk of a permanent establishment in the Netherlands.

			If the residence of NL BV can be situated in the United Kingdom, it could possibly have a permanent establishment in the Netherlands depending on where the daily management is exercised. The answer to the residence analysis therefore has a major impact on the permanent establishment analysis.

			Here, too, the question arises as to what income has to be allocated to the permanent establishment in that event.

			>	Real life case example: Mons Court of First Instance, 6 May 200374 

			In this case, both ‘place of management’ and ‘place of effective management’ were cited by the Belgian tax administration to assert a tax base in Belgium. The case also shows that having (relevant) substance abroad can determine whether the tax authorities will be successful in their claim. 

			Facts 

			Two Belgian nationals held directorships in a French société anonyme. The Belgian tax authorities tried to charge personal income tax on the remunerations that they received from the company between 1989 and 1992.75 They cited three grounds: (i) the French company was a fictional entity, (ii) the company was tax resident in Belgium, and (iii) the company had a permanent establishment (‘place of effective management’) in Belgium. 

			Decision 

			The court found that the company was not tax resident in Belgium. If the registered office under the articles of association (where the board and shareholders’ general meetings are held) is not in the same place as the main establishment, it is the latter that is decisive. The simple fact that a director of a French company might have carried out certain daily management tasks outside its registered office and at the Belgian establishment of another company (that he was also a director of) cannot warrant a claim that the French company has its main establishment in Belgium. In essence, the court had found the below elements decisive:

			•	all meetings of the company’s board of directors and shareholders were held at the headquarters in France;

			•	it also leased a store in France and had staff that worked there;

			•	the Belgian director passed a lot of his time in France, to develop the group’s French market;

			•	there also existed an independent infrastructure in France, in terms of administrative, logistical and commercial activities; 

			•	what is more, the tax authorities had never levied Belgian corporation tax on the company.76

			The fact that ‘daily management’ is (partly) carried out in Belgium is of no importance.77 The court attaches more relevance to ‘strategic management’ than ‘daily management’.

			With regard to the ‘place of management’, the (Belgian) tax office tried inter alia to show that a French company had a Belgian permanent establishment by dint of the fact that its directors regularly carried out their duties from Belgium.78

			In this regard, the court pointed out that the Belgian Official Commentaries on the Income Tax Code expressly require the activities at the permanent establishment to be carried out regularly. Here, the facts (mainly the information revealed in the ‘travel and business trips expenses’ account in the French company’s books) evidenced that the Belgian directors did not regularly carry out the French company’s activities in Belgium. 

			Thus, in order for there to be a permanent establishment, the daily management duties have to be carried out there, provided that they are carried out on a permanent, durable basis (and not temporarily or by chance).79

			Comment 

			The court ruled that the mere fact that the director of a French company, who performs certain tasks of daily management outside the country of residence of the company (but at the Belgian headquarters of another company of which he is also a director) does not allow to conclude that the French company has its residence in Belgium. Also, as he did not make regular decisions in Belgium, this did not create a permanent establishment. 

			Important to note here is that the court performed a ‘factual’ analysis of the directors management functions. Based on the fact that the bulk of the management activities were effectually performed in France (and this could be clearly evidenced by the taxpayer), and there was a commercial and operational structure available there, it could not agree with the tax authorities’ view on residence and permanent establishment. 

			In the case at hand, it was clear that the French company had sufficient substance, and there could be no discussion with regard to the residence of the company. Nor could there been any discussions with regard to having a permanent establishment in Belgium. It does however confirm that, if a company lacks substance abroad, it would be possible for the tax authorities to not only challenge the residence of that company, but also establish a Belgian permanent establishment. For that last one it seems sufficient to perform management tasks here on a ‘regular’ (is not the same as permanent) basis. 

			 In the previous part and this part, we have endeavoured to shed light on the issues inherent in the notions of ‘place of effective management’ and ‘place of management’. 

			We see that both terms are insufficiently clear as to their meaning and interpretation. In practice, this causes confusion and gives rise to contradictory standpoints. Thus, States are as good as obliged to adopt their own positions (often copied from their own domestic laws), which leads to the terms being given differing interpretations. Uniform application, which is the main raison d’être of the OECD MTC, is thus unlikely to be realistically possible.

			The foregoing analysis also shows that the two terms do seem to partly overlap in meaning and scope. We have attempted to approach them as logically as possible and place them within the context of their aim and meaning. The result is that they both seem (largely) to refer to the same levels of management (senior management and daily management), albeit ‘place of management’ should be interpreted more broadly. How the distinction should be applied in practice is not always free from doubt. Strategic management and daily management may frequently overlap – especially as business organisations increase in complexity, spread their operations over different continents and are managed from different places, supported by efficient, modern telecommunications. 

			The current legislation and official commentaries (mainly the OECD MTC and its Commentaries) fall short of offering a suitable answer to this in response to the quickly evolving phenomenon of globalisation. At least as regards the term ‘place of effective management’, the BP-TAG has made a valiant attempt to give an answer, albeit without success. The member states are unable to reach agreement on an autonomous treaty interpretation for the term because they are so dyed in the wool as regards their own individual national interpretations. And that is maybe a clear sign that the time is ripe for a number of far- reaching changes. 

			Ultimately, we can state that we are presently faced with two essential treaty articles that cause more uncertainty than they resolve. This chapter is just one attempt to shed light on a subject that is still today shrouded in obfuscation. Let it serve as a spur to still better ideas that will lead the way to real progress. 

			1 OECD MTC Commentary on article 5(1), paragraph 2.

			2 A. A. Skaar, ‘Permanent establishment – Erosion of a tax treaty principle’, Kluwer: Boston, 1991, 113.

			3 K. Holmes, ‘International tax policy and double tax treaties: an introduction to principles and application’, IBFD: Amsterdam, 2007, 152.

			4 OECD MTC Commentary on article 5, paragraph 12.

			5 A. A. Skaar, op. cit., 113; K. Vogel, ‘Klaus Vogel on Double Tax Conventions; A Commentary to the OECD, UN and U.S. Model Conventions for the Avoidance of Double Taxation of Income and Capital, With Particular Reference to German Treaty Practice, Third Edition’, Boston: Kluwer Law and Taxation Publishers, 1997, 294.

			6 R. Russo and R. Fontana, Multinational enterprises and permanent establishments: the Philip Morris case, in ‘A Decade of Case Law: Essays in Honour of the 10th Anniversary of the Leiden Adv LLM in International Tax Law’, IBFD: Amsterdam, 2008.

			7 Belgian Commentary on article 5 of the Belgian double taxation treaties, 5/201.

			8 A. A. Skaar, op. cit., 72.

			9 T. Wustenberghs, ‘Heffingsbevoegdheid bij grensoverschrijdende winsten - de vaste inrichting op de helling’, Ghent: Lancier, 2005, 24.

			10 T. Wustenberghs, loc. cit.

			11 A. A. Skaar, op. cit., 113, and T. Wustenberghs, loc. cit.

			12 A. A. Skaar, op. cit., 75, and T. Wustenberghs, op. cit., 25.

			13 T. Wustenberghs, op. cit., 28.

			14 W.-J. Huijssoon, ‘De ontwikkeling van het begrip ‘vaste inrichting’ in modelverdragen sinds 1925’, Stichting Moret Fonds: Rotterdam, 1994, 21.

			15 League of Nations Fiscal Committee, Report to the Council on the Work of the Third Session of the Committee Document, Geneva, 29 May-6 June 1931, Document C.415.M.171.1931.II.A.

			16 W.-J. Huijssoon, op. cit., 22.

			17 W.-J. Huijssoon, op. cit., 29.

			18 W.-J. Huijssoon, op. cit., 29-30; T. Wustenberghs, op. cit., 40.

			19 Commentaries on the 1977 OECD MTC, article 5, paragraph 12.

			20 The OECD MTC is always drawn up in two official languages, i.e. French and English.

			21 K. Vogel, op. cit., 296, paragraph 50.

			22 K. Vogel, op. cit., 296, paragraph 49.

			23 K. Vogel, loc. cit.; T. Wustenberghs, op. cit., 87. Vogel gives the example of a company that, on the one hand, has a ‘place of management’ where the company’s commercial interests are pursued and, on the other, a ‘place of management’ where the company’s technical interests are pursued. To our mind, there need not even be a distinction between commercial and technical interests. A company that pursues its commercial interests at two separate locations (with, say, one office pursuing the commercial interests in region A and the other those in region B) can have a ‘place of management’ in both locations.

			24 J. Sasseville and A. A. Skaar, General Report, Cah.dr.fisc.int., 2009, No. 94a, 33.

			25 K. Vogel, op. cit., 296, paragraph 50; T. Wustenberghs, op. cit., 87; A. A. Skaar, op. cit., 117. Cf. ‘siège de direction’; see p. 82 et seq.; J. Sasseville and A. A. Skaar, op. cit., 32.

			26 T. Wustenberghs, loc. cit.

			27 K. Vogel, op. cit., 296, paragraph 50.

			28 E. Schoonvliet, ‘Handboek Internationaal Fiscaal Recht’, Maklu: Mechelen, 1996, 87.

			29 M. Widrig, The Expression ‘by Reason of His Domicile, Residence, ‘Place of management’ …’ as Applied to Companies, in G. Maisto (ed.), ‘Residence of companies under tax treaties and EC law’, Amsterdam: IBFD publications, 2009, 280.

			30 E. Schoonvliet, op. cit., 87.

			31 A. A. Skaar, op. cit., 32.

			32 K. Vogel, op. cit., 296.

			33 Vogel refers to decisions from the Supreme Administrative Court (Conseil d’Etat, req. N.44.902, 37, Dr. Fisc. Comm. 2129 (1985)). In our view, reference can also be made to recent cases on the notion of ‘central management and control’. (see p. 64 et seq.).

			34 Naturally, a permanent establishment can come into being in ways other than through a ‘place of management’. In principle, it is sufficient to fall under article 5(1) OECD MTC for there to be deemed to be a permanent establishment.

			35 K. Vogel, op. cit., 296. Vogel posits that the physical premises have to be ‘enterprise-owned’. The term ‘owned’ strikes us as being presented somewhat too starkly. To our mind, it is enough that the company has the property at its disposal (i.e. can assert rights over it) within the sense of the general conditions attaching to the term ‘fixed place of business’ in the general definition under article 5(1) of the OECD MTC. See also J. Sasseville and A. A. Skaar, op. cit., 32.

			36 T. Wustenberghs, op. cit., 86

			37 OECD MTC Commentary on article 5, paragraph 13.

			38 K. Vogel, op. cit., 296.

			39 T. Wustenberghs, op. cit., 87, with reference there to The Hague District Court, 28 March 1983, BNB 1984, No. 279; German Federal Tax Court, 28 July 1993, BStBl. 1994, II, 148; J. Huston and L. Williams, ‘Permanent Establishments: a planning primer’, Kluwer Law International: Deventer, 1993, 20.

			40 In this connection, see A. A. Skaar, op. cit., 204-207.

			41 K. Vogel, op. cit., 296. However, see part 8 for the Belgian interpretation of ‘place of management’. The Belgian tax authorities take the view that the presence of a fixed place of business is not essential to deem there to be a ‘place of management’.

			42 A. A. Skaar, op. cit., 204-207.

			43 F. Wassermeyer, ‘Doppel besteuerung: DBA’, Munich: C.M. Beck, 2009, Article 5, 9.

			44 F. Wassermeyer, loc. cit. 

			45 OECD MTC Commentary on article 5(2), paragraph 24.

			46 Consistent with the fact that both the domestic definition of permanent establishment and most Italian tax treaties follow the 1963 OECD MTC.

			47 Paragraph 43 of the Commentary on article 5 of the OECD MTC reads: ‘Italy does not adhere to the interpretation given in paragraph 12 above concerning the list of examples of paragraph 2. In its opinion, these examples can always be regarded as constituting a priori permanent establishments’.

			48 As also confirmed by the OECD in ‘Issues arising from article 5 (permanent establishment) of the Model Tax Convention of 7 November 2002’, paragraph 34.

			49 Italian Supreme Court (Tax Division), 20 December 2001, No 7682.

			50 References to the US Model Treaty are to the United States Model Tax Convention on Income, adopted on 15 November 2006.

			51 The United States Treasury Department Technical Explanation of the Convention Between the Government of the United States of America and the Government of Australia for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 6 August 1982.

			52 The Technical Memorandum to Accompany Text of Proposed Tax Convention Between The United States and the Grand Duchy of Luxembourg With Respect to Taxes on Income and Property, 18 December 1962. 

			53 Section 882(a).

			54 See, e.g., Treas. Reg. § 1.864-7(c), which sets forth standards for when a foreign corporation will be considered to have an office or fixed place of business in the United States (a requirement before foreign-source income can qualify as effectively connected income). It provides: ‘[a] foreign corporation will not be considered to have an office or other fixed place of business in the United States merely because a person controlling the corporation has an office or other fixed place of business from which general supervision and control over the policies of the foreign corporation are exercised. The fact that top management decisions affecting the foreign corporation are made in a country shall not of itself mean that the foreign corporation has an office or other fixed place of business in that country’.

			55 K. Vogel, op. cit., 296, paragraph 50 and references there (Hof ‘s-Gravenhage, 101/82 M II, BNB, 1984/279).

			56 K. Vogel, op. cit., 296, paragraph 50 and references there (BFH BStBl. II 148 (1994).

			57 K. Vogel, op. cit., 296, paragraph 50 and references there (BMF 12 July 1972 –

			 F/IV C 1 – S 1301).

			58 A.A. Skaar, op. cit., 75.

			59 Antwerp Court of Appeal, 8th Division, 1 April 1993, TFR, vol. 139, 27-28. 

			60 Article 5(2) of the Belgian-Dutch double taxation treaty. Additionally, the tax office also argued that there were construction works in Belgium that continued over a period of more than nine months (article 5(7) of the Belgian-Dutch double taxation treaty). The court found that the nine-month period was not exceeded, however. 

			61 A similar conclusion was also reached by Brussels Court of Appeal, 6 February 1990, FJF 1991, vol. 2, 3-5.

			62 Italian Supreme Court (Tax Division), 20 December 2001, No 7682. (published on 25 May 2002)

			63 R. Russo and R. Fontana, Multinational entreprises and permanent establishments, the Philip Morris Case, in ‘A decade of case law: essays in honour of the 10th anniversary of the leiden Adv. LLM in international tax law’, Amsterdam: IBFD publications, 2008, 94.

			64 UN MTC Commentary on article 5, paragraph 4.

			65 UN MTC Commentary on article 5, paragraph 4.

			66 Either by means of article 4 in conjunction with articles 10 et seq. OECD MTC, or by means of articles 5 and 7 in conjunction with articles 10 et seq. OECD MTC.

			67 Whereas it is expressly stated in the Commentary on the OECD MTC that there can only ever be one ‘place of effective management’, it is generally accepted by writers that there can be several ‘places of management’.

			68 K. Vogel, op. cit., 50.

			69 J. Sasseville and A. A. Skaar, op. cit., 75 and references there.

			70 This is aptly illustrated by the case discussed above from Mons Court of First Instance, 6 May 2003 (see p. 225 et seq.). There, the Belgian tax authorities applied articles 4(3) and 5(2)(a) OECD MTC simultaneously.

			71 Either because article 4(1) OECD MTC accords residence to the other Contracting State (no double residence conflict) or because strategic management is exercised in the other Contracting State (double residence conflict).

			72 For the purpose of our example, we assume the old double taxation treaty between the Netherlands and the UK is in force. Thus, the alternative article 4(3) (mutual conciliation procedure) does not apply and the ‘place of actual management’ has to be looked at. See in this regard p. 121 et seq.

			73 See p. 67 et seq. 

			74 Mons Court of First Instance, 6 May 2003, FJF 2003, 1003.

			75 C. Mattelin, Bestuursbezoldigingen: waar belastbaar?, Fiscoloog Internationaal 2003, No. 236, 1.

			76 C. Mattelin, loc. cit.

			77 N. Bammens, ‘Chapter 13 – Belgium‘, in G. Maisto (ed.), op. cit., 396; C. Mattelin, loc. cit.

			78 C. Mattelin, loc. cit.

			79 E. Schoonvliet, op. cit., 151; C. Mattelin, loc. cit.

			

		

	
		
			Substance, permanent establishments and OECD Guidelines

			1	 Historical context

			To date, much attention has been paid to the permanent establishment topic and a lot of different and diverse practitioners have been involved in countless debates and dialogue regarding this topic. These debates and dialogues have resulted into development of a number of papers, policy, guidelines and regulations with respect to permanent establishments. Even though there are still a number of differences on how each country and jurisdiction is treating permanent establishments, there is a general consensus at the international level. In the international taxation context, the OECD is playing a significant role in harmonizing discussions around this topic. Article 5 OECD MTC outlines the conditions under which a permanent establishment might exist. Article 7 OECD MTC then provides guidance on the attribution of profit to the permanent establishment once it has been determined that it exists. 

			The discussions around permanent establishments and their development at the level of the OECD have been evolving year by year. In December 2006, the OECD released its Report on the Attribution of Profits to Permanent Establishments – parts I (General Considerations), II (Banks) and III (Global Trading) (‘the 2006 Report’). The Committee on Fiscal Affairs directed that the conclusions should be implemented in two stages. The first was embodied in a new Article 7 Commentary, which was published in July 2008. The second is the new version of article 7, as was launched in draft form in July 2008 for public comment until 31 December 2008 (jointly ‘the 2008 Report’). Playing a crucial role, an updated version of the OECD MTC determining which part of the business profits of foreign enterprises may be taxed by a certain state was released on 22 July 2010 by the OECD. On the same date, the OECD Council approved a revised recommendation which covers the 2010 version of the Report on the Attribution of Profits to Permanent Establishments (‘the 2010 Report’). These releases announced the completion of the two-track implementation strategy adopted by the Committee on Fiscal Affairs. On 12 October 2011, the OECD published a public discussion draft entitled ‘the interpretation and application of article 5 (permanent establishment) of the OECD MTC’ (‘Public Discussion Draft’).1 The Public Discussion Draft lists a number of proposed changes affecting the application of the treaty rules dealing with the circumstances in which a taxable presence or ‘permanent establishment’ may be created.

			 

			2	 Recent developments

			The Public Discussion Draft is not intended to lead to any changes in the wording of article 5 itself, but rather to focus on specific areas of guidance in the underlying commentary on article 5 and to propose various additions and changes to the commentary.

			Tax practitioners are familiar with article 5 and the thresholds that determine whether a permanent establishment is deemed to exist. Article 5 lays down two tests for determining how much activity triggers the existence of a permanent establishment under the OECD MTC. First, there must be ‘a fixed place of business through which the business of an enterprise is wholly or partly carried on’. Second, the activities of a ‘dependent agent’ can create a permanent establishment for a foreign principal where he acts on behalf of the enterprise and has exercised and habitually exercises authority to contract in its name in the State in question and he is not an ‘independent agent’. The last factor is important in determining whether a commissionaire structure could constitute a permanent establishment for a foreign principal.

			The critical factor in determining whether there is an agency permanent establishment is to verify the binding character of the contracts entered into by the agent on the principal. This is the case when contracts are entered into ‘in the name of the enterprise’. Unsurprisingly, discussion of this fundamental factor has focused largely on commissionaire arrangements. In other words, the essential question is whether the phrase ‘to conclude contracts in the name of the enterprise’ refers only to cases where the principal is ‘legally bound’2 in relation to the third party, by reason of the relevant agency law applying to the contract, or whether it is sufficient if the foreign principal is ‘economically bound’. 

			In practice, different views exist on how to interpret ‘to conclude contracts in the name of the enterprise’. For example, the French and Norwegian supreme courts, in the cases of Zimmer and Dell, interpreted it from a legal perspective while the supreme courts in Italy and Spain (Philip Morris and Roche Vitamins) looked at it purely economically. The impact on commissionaire agreements is detailed below under ‘Focus on commissionaires’. 

			The debate on independent agency is addressed in practice by ‘many factors’, not all of which are consistent: even the commentary on article 5 OECD MTC is inconsistent in this regard. Indeed, the Public Discussion Draft notes this element but contains little further clarification of what independent agency actually means. It does discuss ‘entrepreneurial risk’ as a distinguishing feature of independent agency but the conclusion is that ‘entrepreneurial risk’ does not require further clarification. This is undoubtedly not the case. 

			Furthermore, aspects of the Public Discussion Draft will unequivocally impact multinational enterprises if it is implemented in the OECD MTC and its commentary in the form in which it was published in October 2011. Just a few examples: 

			•	Meaning of ‘at the disposal of’3 − The existing commentary on article 5 OECD MTC requires a place of business to be ‘at the disposal of’ the enterprise before a permanent establishment may be created under the fixed place of business test. However, there is no such reference in article 5 itself, though the Public Discussion Draft proposes a lengthy clarification of that test. It is emphasised that whether a location is considered to be at the disposal of an enterprise will depend on two conditions: (i) the presence of an enterprise at that location and (ii) the nature of the activities that are performed on that location. The Public Discussion Draft clarifies that where an enterprise has an exclusive right to use a particular location for carrying out its own business activities on a ‘continuous and regular basis’ during an extended period of time, that location is clearly at the disposal of the enterprise. Moreover it is also clarified that intermittent or incidental presence may not be sufficient, and that where an enterprise does not have a right to be present at a location and does not use the location itself, then that location would not be regarded as being at the disposal of the enterprise. Unambiguously, additional clarification of the meaning of ‘at the disposal of’ was and is still needed. The Public Discussion Draft suggests that where ‘an enterprise performs business activities on a continuous and regular basis during an extended period of time at a location that belongs to another enterprise’ those activities should not create a permanent establishment for the former. Nevertheless this statement results in a contrary conclusion if the enterprise has a level of physical control or authority over the location as the enterprise benefits from the freedom to conduct its own business at that location or it has identified itself at conducting its business through this location.

			•	Time requirement for the existence of a permanent establishment4 − In the past, there have been long debates and different viewpoints about how long a location had to be used to be considered a permanent establishment. An earlier proposal suggested 12 months as a minimum period. The Public Discussion Draft continues to refer to a six-month minimum period in general practice. However, it expands the discussion to include two cases where the six-month period is not relevant, namely the annually recurrent five week presence at an international fair and a four month-operation of a restaurant during a filming on location. These two examples included in the Public Discussion Draft potentially raise a number of further questions. For example, in many situations there would be little certainty over the extent of future visits at any time. The concern is therefore that the exception provided can be applied in a retrospective manner only, putting the taxpayer in an obviously difficult position. With regard to the second example, ‘a business which is carried on exclusively in the host country’, our concerns relate to the interpretation of ‘business’. The example suggests that it is appropriate to look only at the actual business of the relevant enterprise such that if this is also carried on outside the host state the test may not be met. This point probably needs further clarification so as to preclude the possibility that distinct functions carried on could be regarded as sufficient to constitute a ‘business’ for the purposes of this duration exemption to the general six month-approach.

			•	Presence of visiting employees/secondments5 – The Public Discussion Draft clarifies that cross-border secondment arrangements should in principle not lead to a permanent establishment of the seconding vehicle. It is recognised that, within multinational groups, it is relatively common for employees of one company to be temporarily seconded to another to perform business activities that clearly belong to the business of that other company. Considered as a kind of rule of thumb, it is noted that such employees will normally carry on the business of the company to which they are seconded rather than that of the seconding vehicle. Consequently no permanent establishment of the seconding vehicle should be created.

			•	‘Place of management’ permanent establishments6 – The Public Discussion Draft does not offer clarification of the circumstances in which a member of a corporate group may constitute a ‘place of management’ of another group company and thus constitute a permanent establishment. It is emphasised that the examples in paragraph 2 of article 5 OECD MTC (‘place of management’, ‘branch’, ‘office’) must be interpreted such that they only constitute permanent establishments if they meet all the basic requirements for a ‘fixed place of business permanent establishment’. For example, an office at the headquarter company providing accounting, legal, HR services, etc. should normally not constitute a permanent establishment of the vehicle to which those services are provided (see Part 3, The ‘place of management’ critereon, section 1)

			3	 The concept of ‘significant people functions’

			In the context of the ‘substance’ debate, it is worth to note that the 2010 Report reflects the approach which is laid down in the OECD Guidelines stating that the arm’s length principle also applies in the context of a permanent establishment. Under the OECD Guidelines, the allocation of income amongst associated enterprises is predicated on the functions performed, risks incurred and assets employed by each entity. For application in non-financial service sectors, the ‘authorised OECD approach’ (‘AOA’) introduced the notion of ‘significant people functions’ in relation to the management of each risk and asset. 

			In the 2010 Report’s two-step analysis for attributing profit to a permanent establishment under the AOA, one first has to suppose that the permanent establishment is a distinct, separate enterprise. Under this ‘functionally separate entity’ approach, the taxpayer allocates assets and risks relating to its business to the permanent establishment. The ‘significant people functions’ concept means that assets and risks need to be allocated between the permanent establishment and the head office according to where those functions are carried out. Outside the financial sector, however, this rule does not apply to tangible assets, as they have to be allocated on the basis of use or location. The allocation of people functions only applies to risks and intangibles. 

			The old term ‘key entrepreneurial risk-taking functions’ (KERTs) is only still used in the financial sector. The underlying idea is that financial services are marked by a correlation of asset management and risk management, and the two are so intertwined that the same individuals may be engaged in key decisions relating to managing both those assets and the associated risks.7 In a non-financial environment, these key functions may be separate. One party may ‘economically own an asset’ (e.g. because it has incurred all the development cost), while the risk associated with its use or exploitation may lie elsewhere. Hence, outside the financial sector, the AOA requires reliance on the significant-people-functions approach to determine the allocation of intangibles, on the one hand, and risks, on the other. 

			4	Stricter ‘substance’ requirements in a permanent establishment context?

			For ‘substance’ purposes, it appears at first glance that attributing profit to a permanent establishment means that the facts uncovered in the functional analysis underlying any proper transfer pricing examination need to be scrutinised even more closely.8 When dealing with distinct legal entities, it may be obvious how assets should be allocated; in a permanent establishment context, a detailed understanding is also needed of the terms and conditions governing each party’s functions in order to get to a fair allocation. 

			Murphy and Armstrong mention the example of separate but related entities where A owns the property, plant and equipment but operates under a tolling arrangement with B so that B makes decisions relating to utilisation of the assets and hence bears the economic risk. In order to calculate a fair transfer price, an understanding is needed of which entity owns the assets and which party bears the risks of those assets. The transfer pricing practitioner needs to ensure that the actual conduct of the parties is consistent with the economic substance of the transaction. One must verify whether the key decisions with respect to the tolling operation are being directed by B. In the context of a permanent establishment, there are generally no ‘contractual arrangements’. The ‘contract terms’ should be inferred by reviewing accounting records and other contemporaneous internal documentary evidence purporting to transfer risks, responsibilities and benefits within the same legal entity but between locations A and B. Of course, it is the enterprise as a whole that bears the risk; but, under the AOA, the functional analysis has to look at the significant people functions to sort the answer out: a permanent establishment is considered to assume risk wherever the significant people functions relevant to the assumption of that risk are performed by the permanent establishment’s staff at its premises. Consequently, risk cannot be separated from the people function of managing that risk, as would be possible under the separate-entity approach of article 9 OECD MTC. 

			According to the 2006 Report, a risk initially assumed by a permanent establishment pursuant to the functional activities of significant people sited at the permanent establishment can be passed on to another part of the enterprise. In that case, the other part of the enterprise then has to manage that risk. This requirement may be felt to accord with economic substance principles: an unrelated party would probably not want to assume risks resulting from someone else’s independent acts without being able to manage them or allot a fair price-tag (the transferor of the risk would bear a significant portion of its economic cost). 

			With respect to tangible assets, the AOA sees ‘use’ as the basis for attributing economic ownership. It is then also assumed that, if the permanent establishment uses the asset, it is assigned the cost of depreciation (and interest in the case of external funding). For intangibles, economic ownership (in a sense of entitlement to a return therein) should be in line with the significant people functions, reflecting decision-making with regard to assumption and management of the risk associated with developing them. Active decision-making and management should prevail rather than just saying ‘yes’ or ‘no’ to a proposal.9 The 2006 Report clearly spells out that significant people functions are a matter of quality rather than quantity. With respect to intangibles, it mentions the following examples: 

			•	designing the test specifications and processes for conducting research; 

			•	reviewing and evaluating test data; 

			•	setting staging posts at which decisions are taken; 

			•	actually making the decisions on whether to commit further resources to a project or to abandon it; 

			•	the creation of and control over branding strategies; 

			•	trademark and trade name protection; and

			•	maintenance of established marketing intangibles.

			It is interesting, in the context of active decision-making and management, that the 2006 Report states that ‘economic ownership may often be determined by functions performed below the strategic level of senior management. This is the level at which the active management of a programme toward the development of an intangible would occur, where the ability to actively manage the risk inherent in such a programme lies’.10 Commentators view this position as reflecting a rather stubborn view, hard to distinguish from the fully fledged KERT era.11 What it boils down to is that the revised OECD position on intangibles may ignore arm’s length reality, meaning that intangible ownership is ultimately determined by the assumption of risk in the development, maintenance or acquisition of the intangible.12 Reference is made to an example in the OECD Guidelines,13 where it is stated that ‘in the latter instance, generally involving frontier research, the additional functions of identifying commercially valuable areas and assessing the risk of unsuccessful research can be a critical factor in the performance of the group as a whole. However, the research company itself is often insulated from financial risk since it is normally arranged that all expenses will be reimbursed whether the research is successful or not. In addition, intangible property deriving from research activities is generally owned by the principal company and so risks relating to the commercial exploitation of that property are not assumed by the research company itself’. 

			5	 Focus on commissionaires

			5.1	Recent developments

			The comments in the Public Discussion Draft seem to indicate that the OECD could not reach a common view on the meaning of ‘to conclude contracts in the name of the enterprise’. As previously mentioned, this part of sentence is fundamental when assessing the potential trigger for a permanent establishment. Given that the main purpose of the OECD MTC is to apply common and standardised solutions to particular issues, the apparent absence of a common view is not very helpful for tax practitioners. The main concern is that the Public Discussion Draft may add material uncertainty because it could be interpreted to recognise – and therefore legitimise – the concept of being ‘economically bound’ without giving proper indication of what that means or requires.

			In order to add greater clarity, an example was inserted describing a situation where a foreign principal is bound by a contract even though it is not expressly entered into in its name. Therefore, a new clause is proposed in the Public Discussion Draft, which reads that ‘in some countries an enterprise would be bound, in certain cases, by a contract concluded with a third party by a person acting on behalf of the enterprise even if the person did not formally disclose that it was acting for the enterprise and the name of the enterprise was not referred to in the contract’.14

			The Public Discussion Draft further states that a permanent establishment might be deemed to exist where the commercial arrangements ‘did not make commercial sense’15 or are ‘primarily structured to avoid the creation of a permanent establishment’.16 No criteria are given for the test of ‘making commercial sense’ or for identifying abusive arrangements of the sort referred to. The passage is open to a wide variety of interpretations and therefore taxpayers could potentially be in a very uncertain position, as tax authorities could use this as a pretext for unprincipled attacks. As a consequence, in many cases, a commissionaire structure risks to create a permanent establishment for the foreign principal.

			A strict legal interpretation to the detriment of the ‘economically binding’ principle (see also case 20 of the Public Discussion Draft) would in any event ensure less controversy around this topic. 

			The evolutions in this respect from a UN level are to be observed as well. It is premature to meaningfully comment on the direction that will be taken as to the interpretation and application of the article 5 UN MTC but the fear reins that some emerging economies tend to adhere more to an economic approach. This evolution is worrisome, particularly as article 25 UN MTC seems not to be endorsed broadly under the current state of play by the same countries.

			5.2	Case law 

			The recent decisions in the Zimmer17 and Dell18 cases came as a relief to the business community. In both cases, the courts held that ‘concluding contracts in the name of’ should be analysed from a legal perspective and may not be interpreted from a purely economic viewpoint. A commissionaire will not therefore constitute a permanent establishment.

			>	Zimmer Limited Company (2010)

			 On 2 February 2007, the Administrative Court of Appeal in Paris held that Zimmer Ltd., a UK company, had a French establishment by means of its French commissionaire, Zimmer SAS.

			Facts

			In 1995, Zimmer Ltd. replaced its ‘buy-sell’ model by a commissionaire arrangement, whereby Zimmer SAS sold the products in France as a commissionaire (commission agent). Hence, Zimmer SAS sold the goods to French customers in its own name, but for the account of Zimmer Ltd. Zimmer SAS had authority to accept orders, make proposals within the framework of tender offers and to contract on behalf of Zimmer Ltd.

			The Court of Appeal held that, through the actions of Zimmer SAS, the UK company was involved in French business activities and should, therefore, be considered as having an agency permanent establishment in France. In determining whether or not Zimmer SAS had authority to bind its principal (Zimmer Ltd), only the factual circumstances and the economic involvement of the UK company in France were taken into consideration. Hence, the reasoning of the Court of Appeal was based on a purely economic approach. For this reason, Zimmer Ltd appealed this decision.

			Decision 

			The Supreme Administrative Court’s 2010 decision overruled the decision of the Court of Appeal and seemed to reaffirm the position that no adverse tax consequences in the form of a permanent establishment classification should arise if a local entity legally structures its activities in line with the limited functionality of a commissionaire. The case should essentially be analysed from a legal perspective, thereby considering the meaning of the term ‘concluding contracts in the name of’ and its interpretation under domestic civil law. Therefore, the presence of an agency permanent establishment required that Zimmer Ltd. should be directly bound by the contracts entered into by Zimmer SAS.

			The Supreme Administrative Court went on to state that a commissionaire acts ‘in its own name’ and does not create a direct contractual relationship between the principal and third-party customers. As article 4(4) of the 1968 French-UK tax treaty, governing permanent establishments, requires that contracts be concluded ‘in the name of’ the foreign enterprise, in principle, a commissionaire does not fall within the scope of that provision.

			Comment 

			Taking into consideration the fact that a commissionaire arrangement is widely used amongst multinational enterprises that has regularly been challenged by local tax authorities over the past few years, this landmark decision is also important for other civil law jurisdictions.

			This decision expressly states that using a commissionaire as an integral part of a distribution model does not constitute a permanent establishment, under the specified conditions, even though the sales entity may constitute a dependent entity of the principal. 

			Furthermore, this conclusion emphasizes that an entity may provide services for the benefit and risk of other enterprises and will not trigger a permanent establishment. However, it is important to note that the result could possibly be different if the principal was directly obligated towards the customer.

			In this case there is no unique policy context at play, which would distinguish this case from other typical commissionaire structures. Indeed, the essential elements of the commissionaire relationship on which the court relied, commonly exist in all civil law jurisdictions that authorize the commissionaire structure. Furthermore, the treaty language that the Court interpreted is also common to all treaties that are based on the OECD MTC.

			Accordingly, this decision raises hope that multinational groups will be able to choose for their goods and services the distribution structure that is most appropriate for their allocation of contracting and sales management functions, without the fear of constituting a permanent establishment. The expectation in the international tax comments is that this decision would provide more certainty on the permanent establishment risk of commissionaire structures.

			>	Dell Products (2011) 

			On 2 March 2011, the Norwegian Court of Appeal held that Dell Products Ltd., an Irish company, had an agency permanent establishment in Norway on the basis that the Norwegian Dell subsidiary had been selling its products as a commissionaire. 

			Facts 

			In Norway, products were sold by Dell AS under a commissionaire agreement with Dell Products Ltd. Dell AS sold and marketed products on the Norwegian market in its own name, but for the risk and account of Dell Products Ltd. In return, Dell AS received a commission on its sales. The Court of Appeal held that the wording of article 5(5) OECD MTC cannot be interpreted literally and adopted a ‘substance-over-form’ approach in concluding that Dell AS was in fact able to conclude contracts in the name of Dell Products Ltd. It therefore interpreted the OECD MTC such as to disregard the fact that the principal was not legally bound by the contracts entered into by the commissionaire.

			Decision 

			Reversing the ruling in December 2011, Norway’s Supreme Court held that the tax arrangements made by Dell AS did not constitute a permanent establishment for purposes of the tax treaty. It said the wording of the tax treaty ‘clearly indicates that the contracts must be legally binding for Dell Products Ltd. if a permanent establishment is to be created’. It therefore concluded that ‘something additional had to be present in the arrangement between the commissionaire and the principal beyond an ordinary commissionaire agreement in order for the commissionaire to bind the principal legally towards a third party’.

			Comment 

			The judgement of the Norwegian Supreme Court is well received by corporations and the majority of tax professionals. This decision is in line with the judgement in the French Zimmer Case. As such, this decision raises the certainty as to the viability of conventional commissionaire structures. Therefore, if such guidance prevails, groups will be able to implement such commissionaire arrangements with a limited risk of creating a permanent establishment.

			Indeed these cases confirm that no adverse tax consequences in the form of a permanent establishment classification should arise if a local entity legally structures its activities in line with the limited functionality of a commissionaire. In addition, this means that the taxable profit of commissionaires can be limited to what is commensurate with their functionality without them running the risk of creating a permanent establishment. However, the cases do run counter to the Public Discussion Draft, with its – albeit unexplained – concept of being ‘economically bound’. Therefore, it is important to clarify what the proposed text deals with. If it is intended to sanction some kind of being economically bound notion, it can be anticipated that the business community would consider this move as a rather undesirable change to the commentary. In such case this would necessitate further explanation and consideration from the OECD. For example, transfer pricing based on cost plus and targeted gross/net margin (which have been extensively accepted and used by taxpayers and tax authorities for many years) could well become embroiled in dispute about the ‘economically bound’ concept. This would undermine the global transfer pricing framework in which the OECD has invested such significant resources over many years. It would also mean that any ‘opportunistic’ reading of the commentary to such an effect would be wholly unsupported by reference to the OECD MTC and commentary.

			By privileging the ‘economically bound’ notion compared to the legal perspective, the Public Discussion Draft would seek to support tax authorities in their view that a commissionaire structure constitutes a permanent establishment. This is a view supported by two court cases, Philip Morris19 and Roche Vitamins.20

			>	Philip Morris (2001)

			Facts 

			We refer to Part 3, The ‘place of management’ criterion, section 2.3 for an overview of the facts.

			Decision

			We refer to Part 3, The ‘place of management’ criterion, section 2.3 for the decision in this case.

			Comment

			 The main consequence of the decision is that it would provide more uncertainty on the permanent establishment risk of commissionaire structures. This conclusion emphasizes that the facts in a commissionaire structure should be analysed from a purely ‘substance-over-form’ approach. Therefore, groups that have such structures, or that are considering implementing them, should be aware of the potential risk of constituting a permanent establishment.

			Transactions involving companies in commissionaire structures should be properly documented, including a detailed functional analysis, to enable the allocation of profits to the country of the agent to be minimised in case of a successful permanent establishment attack by the tax authorities.

			>	Roche Vitamins21 (2012) 

			Facts 

			The case concerned Roche Vitamins Europe, a Swiss pharmaceutical company, and its Spanish subsidiary, Roche Vitamins SA, which entered into two separate, distinct contracts: (i) a contract manufacturing agreement, under which the Spanish company would manufacture and pack the products according to instructions given by the Swiss principal; and (ii) an agency agreement, under which the Spanish company would promote the sale of certain products and ‘represent, protect and foster’ the interests of the Swiss company in return for a commission.

			The Spanish tax authorities concluded that the Swiss company carried on its business in Spain through a permanent establishment. They claimed that, with regard to the two contracts, it was the Swiss principal that was actually carrying on an economic activity in Spain through the Spanish subsidiary. The assessment raised by the tax authorities was confirmed by the Central Tax Court and the National High Court in 2008.

			The National High Court reasoned that the dependent agent clause in the tax treaty was to be interpreted broadly and applied not only to situations where the agent has authority to conclude agreements binding on the principal but also when, having regard to the nature of its activity, this results in involvement in the business activities on the national market. The Court therefore held that the Spanish company was to be viewed as dependent on the Swiss company.

			Decision 

			On 12 January 2012, the Spanish Supreme Court rejected the appeal and held that an independent agent may be seen as a permanent establishment of a foreign principal. The factual circumstances played a large role in the Court’s decision.

			Comment

			The expectation is that this decision will increase the uncertainty on the permanent establishment risk of a commissionaire structure. However, this permanent establishment decision is very much facts-and-circumstances driven and it is therefore difficult to extract and derive from this decision generally applicable conclusions. Multinational groups with similar structures in place should assess their specific situation against the facts of this case in order to evaluate their risk position in view of permanent establishments and business restructurings. Multinational enterprises should determine if there is evidence to support the argument that the subsidiary is an entity with sufficient autonomy and independence in their management and operations. In this respect, it is worth noting that the concept of economic independence is difficult to comprehend, in particular in the substance debate.

			Consequently, the position of the Italian and Spanish Supreme Courts conflicts with the Zimmer and Dell cases.

			6	 Article 7 and the AOA 

			It would be a major omission not to cover the transfer pricing aspects when multinational enterprises design their business and their underlying tax operations using permanent establishments. Article 7 OECD MTC is the critical provision controlling determinations of the amount of income that should be attributed to a permanent establishment. Additional guidance is laid down in the commentary on article 7 and more detailed insight, containing a description of several approaches for practical application, is set forth in the 2010 Report. It is important to note that the main conclusions of the 2008 Report are not modified by the 2010 Report. 

			The 2008 Report will provide background guidance to the 2008 commentary’s interpretation on treaties based on the old article 7, whereas the 2010 Report will serve as future reference for guidance on the interpretation of future treaties based on the new article 7 OECD MTC.

			Moreover, once it has been fully adopted, it is considered that the 2010 Report, like the 2008 Report, should have a comparable status to the OECD Guidelines for the purposes of applying the arm’s length principle to associated enterprises on the basis of article 9 OECD MTC.

			The revised article 7 gives the permanent establishment State the prior, unlimited right to tax business profits earned by a non-resident enterprise. The provision intends to make it fully clear that it does not seek to allocate the overall profits of the enterprise to the permanent establishment and its other parts but requires that the profits attributable to the permanent establishment should be determined as if it were a separate, independent enterprise. The permanent establishment State’s right to tax does not extend to the profits that the enterprise may derive from that State other than through the permanent establishment: the force of attraction principle does not apply.22

			6.1	The AOA 

			The profits attributed to a permanent establishment are the profits it might be expected to make if it were a separate, independent enterprise engaged in the same or similar activities under the same or similar conditions, taking into account the functions performed, the assets used and the risks assumed through the permanent establishment and through the other parts of the enterprise. The AOA is a two-step approach to determining the profits attributable to a permanent establishment.23

			In the first step, a functional and factual analysis must be done on the supposition that the permanent establishment is a separate, independent enterprise, undertaking functions, owning assets, assuming risks and entering into dealings with the enterprise of which it is a part, and into transactions with other, related and unrelated, parties. This step draws upon methodologies familiar to the comparability analysis of the OECD Guidelines in situations involving associated enterprises. However, unlike associated enterprises, there is only one legal entity in a permanent establishment context, and so no legal consequences can attach to dealings. The pragmatic solution prescribed by the AOA is that profits should be ascribed to ‘significant people functions’ relevant for the assumption of risk and the economic ownership of assets.24

			The second step, a comparability analysis, requires any dealings between the hypothetical enterprises to be remunerated at arm’s length by applying the OECD Guidelines by analogy in reference to the functions performed, assets used and risks assumed by them and in light of the particular factual situation of a permanent establishment. In order for a dealing to be recognised for article 7 purposes, it should be identified as ‘a real and identifiable event’.25 The arm’s length remuneration of dealings should then be determined by applying a transfer pricing method as laid down in the OECD Guidelines.26

			6.2	Minimising the risk of double taxation 

			Article 7 OECD MTC is also intended to assure taxpayers that double taxation will be avoided even if both Contracting States arguably levy tax in accordance with the provisions of the OECD MTC. This may be the case if an adjustment is made by one State to a non-arm’s length position reported by the taxpayer, and the other State, though agreeing that the adjustment is within an arm’s length range, considers it more appropriate to adjust the transfer pricing to a different point in the range.

			In most cases, the 2010 Report will minimise the risk of double taxation to a large extent by ensuring that all parties attribute profits to a permanent establishment in the same manner, because it applies to both the permanent establishment State and the residence State.27

			In resolving any double taxation that might arise, the same features of article 9 OECD MTC come into play. Where one of the Contracting States adjusts the profits attributable to a permanent establishment, the new article 7 requires the other Contracting State to make a corresponding adjustment, provided it considers the adjusted profits to be what they would have been had the permanent establishment been dealing in arm’s length transactions and, therefore, the first adjustment is justified both in principle and as regards its amount.28

			The current provision not only avoids double taxation in cases involving conflicting domestic law requirements on capital attribution but goes beyond that limited scope to address a broader range of double taxation cases that might arise.
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			Part 4: Substance in corporate structures – Beneficial ownership

			Introduction

			A third important theme when looking at substance in corporate structuring is that of beneficial ownership. 

			The beneficial owner notion is relevant in cross-border flows of dividends, interest and royalties, as – under both the OECD MTC and many bilateral double taxation treaties – it forms one of the conditions to be met in order to be eligible for either a limited tax charge or tax relief in the source State of such income. 

			In this respect, articles 10 to 12 OECD MTC stipulate that the benefits of a double taxation treaty (i.e. an exemption or reduction of the withholding tax on the dividends, interest and royalties) will only be available on the condition that the beneficial owner of such payments is resident in the other Contracting State. Hence, the beneficial ownership limitation constitutes a restriction on the availability of the reduced tax rates set forth under double taxation treaties. 

			The concept of beneficial owner was introduced into the OECD MTC of 1977 in order to help prevent tax avoidance. Persons not entitled to tax-treaty protection should be prevented from interposing persons with the aim of enjoying treaty benefits, a technique known as ‘treaty shopping’.1 

			This technique has often been used in international tax planning and involves companies interposing an intermediary company in a country with: 

			•	 low or non-existent domestic withholding tax on dividends, interest and royalties; and 

			•	 a favourable treaty network. 

			By this means, dividends, interest and royalties are channelled through a resident in a given State to procure a withholding tax reduction/exemption that would not normally be available in the absence of the intermediary company.2 

			As such, the concept of beneficial ownership will be decisive in determining whether or not a person qualifies for treaty benefits as well as for allocating the right to tax between the two Contracting States in respect of dividends, interest and royalties. In this context, it is surprising that – as we will see below – there is still so much confusion and dispute as to the exact international tax meaning of beneficial ownership.3

			1 K. Vogel, ‘Klaus Vogel on Double Tax Conventions; A Commentary to the OECD, UN and US Model Conventions for the Avoidance of Double Taxation of Income and Capital, With Particular Reference To German Treaty Practice, Third Edition’, Boston: Kluwer Law and Taxation Publishers, 1997, 561: ‘The commentary on article 1 (paragraphs 7 to 10) of the 1977 OECD MTC also confirms this: ‘The purpose of double taxation conventions is to promote, by eliminating international double taxation, exchanges of goods and services, and the movement of capital and persons; they should not, however, help tax avoidance or evasion. … Moreover, the extension of the network of double taxation conventions still reinforces the impact of such manoeuvres as they make it possible, through the creation of usually artificial legal constructions, to benefit both from the tax advantages available under certain domestic laws and the reliefs from tax provided for in double taxation conventions. This would be the case, for example, if a person (whether or not a resident of a Contracting State), acted through a legal entity created in a State essentially to obtain treaty benefits which would not be available directly to such person. … Some of these situations are dealt with in the Convention, e.g. by the introduction of the concept of beneficial owner (in Articles 10, 11 and 12)’.

			2 Due to the absence of any Dutch withholding tax on outgoing interest and royalties and the widespread Dutch double taxation treaty network, the Netherlands has for many years been a primary location for establishing intermediary entities.

			 3 C. du Toit, International – The Evolution of the Term beneficial ownership in Relation to International Taxation over the Past 45 Years, Bull. Intl. Taxn. 10 (2010), 1.

		

	
		
			The domestic level

			Whether or not the domestic law of a specific jurisdiction provides a clear-cut definition of the beneficial owner notion is a query that should be addressed on a country-by-country basis as no general definition exists.

			To narrow the playing field of the different definitions and interpretations inherent to each jurisdiction, a distinction could be drawn between the ‘common law’ countries, on the one hand, and the ‘civil law’ countries, on the other.

			1	Common law countries

			The concept of beneficial ownership has developed and existed for many years in the domestic (non-tax) law of the common law States. It was incorporated into a tax treaty in relation to income for the first time in the 1966 protocol to the 1945 United Kingdom–United States tax treaty.1

			Thus, the notion of beneficial owner originates from the common law legal systems,2 although its meaning is not always so very clear. Moreover, under common law, the concept mainly relates to assets and, more specifically, to property law aspects of the ownership of such assets, whereas, in the context of double taxation treaties, it clearly refers to the beneficial ownership of income.3 

			For common law countries, the interpretation of the beneficial owner notion is definitely more obvious. They are in principle familiar with this concept, as it is usually incorporated within their domestic legal systems. Typically for common law countries, a ‘dual ownership’ principle is applied, implying a split between ‘legal ownership’ (i.e. the holder of legal title) and ‘beneficial ownership’ (the ‘economic ownership’ of the recipient of the income deriving from the underlying asset).4 It can conclusively be stated that the economic owner is the person having the right to the benefits of an asset, whereas the legal owner has the discretionary power of disposal over the assets. 

			In common law countries, the definition of the concept is generally based on a broad economic, rather than a strict legal, interpretation of the term. This is characterised by a ‘substance-over-form’ approach. This approach clearly links in to the substance notion, as it will assess the economic realities of the underlying transactions.

			2	Civil law countries

			In civil law countries, there is no clear split as such between legal and economic ownership comparable to the principles applied in common law countries. Therefore, civil law countries cannot rely on a guiding legal notion in their domestic law, and this causes them difficulty in arriving at a practical interpretation of the beneficial ownership concept.5 

			The question then arises as to whether the notion should be interpreted from a strictly legal or rather a broad economic perspective (as in the majority of common law countries). Generally speaking, civil law countries tend to lend the concept a more legal interpretation. 

			By adhering to a strictly legal interpretation, fundamentally, treaty benefits cannot be refused to non-sham transactions where an intermediate company receives income for its own account and is able to decide on the effective use to which that income is to be put. This conclusion would not change even if the intermediary company were to distribute the entire (or part of the) income in question to another entity in a third State that, in and of itself, would not be eligible to claim the reduced treaty tax rates.6 For a holding company collecting dividends, this would mean that it should be considered as the beneficial owner of the dividend even if it were obliged by its shareholders to pay the entire dividend received out to them. Only if the powers of the holding company were of a purely formal nature and the parent company effectively managed the holding might the analysis be different. However, discussions of the like would then focus on the residence of the holding company rather than the beneficial owner notion.7 

			A legalistic interpretation is often characterised by a ‘form-over-substance’ approach. This implies that, generally speaking, emphasis is put on the assessment of legal documents without effectively analysing the underlying economic realities and substance of the transaction. Typically for such an approach is that, most often, no queries are even raised on the relevant required level of substance.

			3	History

			Compared to the concept of residence as defined in article 4(3)OECD MTC, the history of the notion of beneficial ownership is significantly less extensive.

			3.1	Double Taxation Treaties in the 1960s 

			Although the concept of beneficial ownership was first introduced in articles 10 to 12 of the 1977 OECD MTC, the term was already included in the 1966 Protocol to the 1945 Treaty between the United States and the UK,8 which substituted the term for the ‘subject to tax’ requirement in the dividend, interest and royalty articles:9 

			‘Royalties derived and beneficially owned by a resident of the United Kingdom shall be exempt from tax by the United States’.10

			In an explanatory note, which was attached to one of the copies of the protocol, it was stated:11 

			‘Relief from tax on dividends, interest and royalties ... in the country of origin will no longer depend on whether the recipient is subject to tax in the other country, but will depend on the income being beneficially owned by a resident of the other country’.

			As both the UK and the USA are common law countries, it must be assumed that the term beneficial ownership, in the above context, should be interpreted according to the meaning it has under common law.12 This of course raises questions on what the meaning of beneficial ownership is in the common law states.

			Some other double taxation treaties concluded in the 1960s also contained a beneficial ownership clause.13 However, the OECD 1963 draft convention was silent on the matter. It is interesting to note that the beneficial ownership clause mainly figured in treaties concluded by common law countries. This is explained by the fact – as already alluded to – that the beneficial owner notion is a legal concept stemming from the internal legal systems of common law countries. Although the concept is not known as such in civil law countries, it can be stated that it de facto made its way into their internal legal systems either via treaties with common law countries or, at the latest, in 1977, when it was first introduced into the OECD MTC.

			3.2	1977 OECD MTC 

			No clear-cut indication can be found of the underlying reason why the OECD eventually opted for the beneficial ownership notion for the purpose of preventing tax avoidance in the context of double taxation treaties.14 The concept was incorporated into the OECD MTC without effectively being defined. However, interesting reference can be made in this respect to the testimony of Daniel Lüthi,15 who acted as an expert witness in the Prévost case. During the proceedings, Mr. Lüthi testified that the term beneficial owner, as introduced in article 10(1) 1977 OECD MTC, was aimed at excluding agents and nominees from treaty benefits. Direct confirmation of this is found in the Commentaries to the 1977 OECD MTC, where it is stated: 

			‘Under paragraph 2, the limitation of tax in the State of source is not available when an intermediary, such as an agent or nominee, is interposed between the beneficiary and the payer, unless the beneficial owner is a resident of the other Contracting State. States which wish to make this more explicit are free to do so during bilateral negotiations’.

			Furthermore, Mr. Lüthi said that there was no expectation that a holding company should be considered a mere agent or nominee for its shareholders, as a consequence of which the latter should qualify as the beneficial owner of the holding company’s income. A holding company should be considered to be the beneficial owner of the dividend paid to it, unless there was strong evidence of tax avoidance or treaty abuse.

			On the topic, relevant reference can also be made to du Toit, who, in researching the archives of the OECD, stumbled across certain discussion papers of the OECD Fiscal Committee dating back to 1967. In these documents, the United Kingdom made the following statement while discussing the observations that member states had on the OECD draft convention.16

			‘In our view the relief provided for under these Articles ought to apply only if the beneficial owner of the income in question is resident in the other Contracting State, for otherwise the Articles are open to abuse by taxpayers who are resident in third countries and who could, for instance, put their income into the hands of bare nominees who are resident in the other contracting State. You will no doubt have noticed that in our recent protocols with the United States and with Switzerland we have introduced this test of beneficial ownership which clearly reflects what was intended by the Committee when the Model Convention was prepared’.

			According to du Toit, this statement strongly suggests that the notion of beneficial ownership must be interpreted according to common law principles, as the notion appears to be borrowed from there.17 While undeniably insightful, this statement has to be put in perspective, as we have already concluded above that there exists no settled definition under common law. 

			3.3	1986 OECD Report on Conduit Companies18 

			In 1986, the OECD adopted its ‘Report on Double Taxation Conventions and the Use of Conduit Companies’, which dealt with the issue of so-called ‘base companies’. In this respect, beneficial ownership, as used in article 10, 11 and 12 of the OECD MTC, was mentioned as a tool to exclude persons or companies using a base or conduit company from treaty benefits: 

			‘Articles 10 to 12 of the OECD Model deny the limitation of tax in the State of source on dividends, interest and royalties if the conduit company is not its beneficial owner. Thus the limitation is not available when, economically, it would benefit a person not entitled to it who interposed the conduit company as an intermediary between himself and the payer of the income (paragraphs 12, 8 and 4 of the Commentary to Article 10, 11 and 12 respectively). The Commentaries mention the case of a nominee or agent. The provisions would, however, apply also to other cases where a person enters into contracts or takes over obligations under which he has a similar function to those of a nominee or an agent. Thus a conduit company can normally not be regarded as the beneficial owner if, though the formal owner of certain assets, it has very narrow powers which render it a mere fiduciary or an administrator acting on account of the interested parties (most likely the shareholders of the conduit company). In practice, however, it will usually be difficult for the country of source to show that the conduit company is not the beneficial owner. The fact that its main function is to hold assets or rights is not itself sufficient to categorise it as a mere intermediary, although this may indicate that further examination is necessary. This examination will in any case be highly burdensome for the country of source and not even the country of residence of the conduit company may have the necessary information regarding the shareholders of the conduit company, the company’s relationships to the shareholders or other interested parties or the decision-making process of the conduit company. So even an exchange of information between the country of source and the country of the conduit company may not solve the problem. It is apparently in view of these difficulties that the Commentaries on the 1977 OECD Model mentioned the possibility of defining more specifically during bilateral negotiations the treatment that should be applicable to such companies (cf. paragraph 22 of the Commentary on Article 10)’.19

			While the OECD Commentaries refer to agents and nominees in the first place, the OECD added in its Report on Conduit Companies that a person cannot be regarded as the beneficial owner if, though the legal owner of certain assets, it has very limited decision rights (limited economic powers) which render it a mere fiduciary or an administrator acting on account of the interested parties.20

			It thus seems that the OECD started developing its rather economic approach to the interpretation of the term beneficial ownership in its Report on Conduit Companies. This Report would later be partly incorporated into the Commentaries on articles 10, 11 and 12 of the OECD MTC.

			3.4	2003 OECD MTC 

			In 2003, the OECD Commentaries were substantially expanded, specifically in relation to the notion of beneficial ownership. The impact of these changes is discussed in the next chapter.
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			The OECD level 

			1	Domestic v. autonomous interpretation

			1.1	The OECD MTC and the OECD Commentaries 

			The beneficial owner notion is not defined either in the OECD MTC or in the OECD Commentaries. Article 10 OECD MTC reads as follows:

			‘1. dividends paid by a company which is a resident of a Contracting State to a resident of the other Contracting State may be taxed in that other State; 

			2. however, such dividends may also be taxed in the Contracting State of which the company paying the dividends is a resident and according to the laws of that State, but if the beneficial owner of the dividends is a resident of the other Contracting State, the tax so charged shall not exceed …’1

			Eligibility for reduced taxation or tax relief is therefore subject to the condition that the recipient is the beneficial owner of the income and not of the asset generating the income. The relevant section of the Commentaries on Article 10(2) OECD MTC reads as follows:

			‘12. The requirement of beneficial ownership was introduced in paragraph 2 of Article 10 to clarify the meaning of the words ‘paid ... to a resident’ as they are used in paragraph 1 of the Article. It makes plain that the State of source is not obliged to give up taxing rights over dividend income merely because that income was immediately received by a resident of a State with which the State of source had concluded a convention. The term beneficial owner is not used in a narrow technical sense, rather, it should be understood in its context and in light of the object and purposes of the Convention, including avoiding double taxation and the prevention of fiscal evasion and avoidance.

			12.1 Where an item of income is received by a resident of a Contracting State acting in the capacity of agent or nominee, it would be inconsistent with the object and purpose of the Convention for the State of source to grant relief or exemption merely on account of the status of the immediate recipient of the income as a resident of the other Contracting State. The immediate recipient of the income in this situation qualifies as a resident but no potential double taxation arises as a consequence of that status since the recipient is not treated as the owner of the income for tax purposes in the State of residence. It would be equally inconsistent with the object and purpose of the Convention for the State of source to grant relief or exemption where a resident of a Contracting State, otherwise than through an agency or nominee relationship, simply acts as a conduit for another person who in fact receives the benefit of the income concerned. For these reasons, the report from the Committee on Fiscal Affairs entitled ‘Double Taxation Conventions and the Use of Conduit Companies’ concludes that a conduit company cannot normally be regarded as the beneficial owner if, though the formal owner, it has, as a practical matter, very narrow powers which render it, in relation to the income concerned, a mere fiduciary or administrator acting on account of the interested parties.

			12.2 Subject to other conditions imposed by the Article, the limitation of tax in the State of source remains available when an intermediary, such as an agent or nominee located in a Contracting State or in a third State, is interposed between the beneficiary and the payer but the beneficial owner is a resident of the other Contracting State [the text of the Model was amended in 1995 to clarify this point, which has been the consistent position of all Member countries]. States which wish to make this more explicit are free to do so during bilateral negotiations’.

			Based on these official OECD texts, it is obvious that no clear-cut definition is provided as to the exact meaning of the beneficial owner notion.

			The Commentaries seem only to give guidance, stating that the concept should not be used in a narrow, technical sense, but should be understood in its context and in the light of the object and purposes of the Convention, including avoiding double taxation and the prevention of tax evasion and avoidance. Regrettably, this guidance remains rather vague. The only clarity provided is that agents and nominees do not qualify as beneficial owners. This view could already be read in the Commentaries to the 1977 OECD MTC (See Part 4, The domestic level, section 3.2).2

			On the basis of this paragraph, some authors tended to conclude that the OECD adheres to the principle that the beneficial ownership clause should be interpreted very strictly and thus, in practice, it can only be applied to tackle so-called nominee relationships and sham structures.3 It was only when the Commentaries were updated in 2003 that it was further extended and specific reference was made to conduit companies (See Part 4, The domestic level, section 3.3).

			Given the explicit insertion into the Commentaries of a specific section of the OECD Report on Conduit Companies combined with the fact that, in both that report and the OECD Report on Partnerships,4 a more economic approach seems to be suggested, it is not unlikely that local tax authorities, followed by the courts, could be inclined to give a more economic interpretation to the notion of beneficial owner.

			1.2	The OECD Discussion Draft on the meaning of beneficial owner in the OECD MTC5

			OECD guidance on the beneficial ownership concept 

			The main issue with the beneficial ownership concept is the lack of any clear understanding of what it effectively entails. Following that, the question is often addressed on whether it is right to apply a state’s domestic law in interpreting the term, or whether it should be given a more general (treaty-based) meaning. This results in businesses struggling with the correct interpretation of the concept, especially in relation to the application of treaties. 

			Therefore the OECD has, for the last couple of years, made laudable attempts in view of clarifying the concept. In this context, it released a Discussion Draft on the meaning of the term beneficial ownership on 29 April 2011. The Discussion Draft intends to add new text to the Commentaries on articles 10, 11 and 12 and aims to give further guidance on the interpretation of the notion.

			The key points of the proposed new wording can in essence be summarised as follows:

			•	For the first time, the OECD provides for a definition of the beneficial ownership notion, i.e. ‘the recipient of a dividend is the beneficial owner of that dividend when he has the full right to use and enjoy the dividend unconstrained by a contractual or legal obligation to pass the payment received to another person’.6

			•	It is clarified in the Discussion Draft that the term beneficial owner is intended to address potential difficulties arising from the use of the words ‘paid to (...) a resident’ in articles 10, 11 and 12 of the OECD MTC. As such, the use of the beneficial ownership notion in those articles must be understood within a treaty context (treaty- based approach) and cannot be linked to any technical meaning it could have under the domestic law of a specific country. It is, however, suggested that the domestic law meaning of beneficial owner might be relevant for the interpretation of articles 10, 11 and 12 of the OECD MTC to the extent that it is consistent with the general guidance in the Commentary.7 A domestic interpretation based on a narrow technical meaning of the term is not deemed appropriate.

			•	The existing wording on conduit entities, not generally being ‘beneficial owners’ when they have very narrow powers in relation to the income, is retained. 

			•	The Discussion Draft attempts to clarify why agents, nominees and conduit companies acting as fiduciaries or administrators do not qualify as beneficial owners. It states that these recipients in such cases do not have the ‘full right to use and enjoy the income they receive (be it dividends, interest or royalties)’, and the powers of those recipients over such income are too constrained as they are obliged to pass on the payment received to another person or entity. To the contrary, where the person or entity entitled to such income has the full right to use and enjoy it, unconstrained by any contractual or legal obligation to pass on the payment received, it must qualify as the beneficial owner. It adds that the obligation to ‘pass on the income’ can usually be derived from the available legal documentation. However, all ‘facts and circumstances’, other than the legal documentation, should also be taken into account in showing that, in substance, the recipient clearly does not have the full right to use and enjoy the income.8

			•	Being the beneficial owner of the income concerned does not guarantee in itself a reduced treaty rate. The Discussion Draft confirms that there are many ways of addressing conduit companies and, more generally, treaty shopping situations, including specific treaty anti-abuse provisions, general anti-abuse rules and ‘substance-over-form’ or economic substance approaches. The beneficial ownership test addresses one type of situation – i.e. where a recipient is interposed and obliged to pass on the income collected to someone else – but it does not deal with other types of treaty abuse. As such, being the beneficial owner of a certain type of income does not necessarily mean that no other anti-abuse provisions can be applicable.9

			•	Finally, the new text concludes that the meaning given to the term beneficial ownership in the context of articles 10, 11 and 12 must be distinguished from the different meaning that has been given to that term in the context of specific legal persons or arrangements (such as trusts, hybrid entities, ...) that concern the determination of the persons (typically individuals) that exercise ultimate control over entities or assets.10 The Discussion Draft argues that this meaning, which refers to natural persons, cannot be reconciled with the express wording of subparagraph 2 a) of articles 10, 11 and 12, which refers to the situation where a company is the beneficial owner of income. Since in the context of those articles the term beneficial owner is intended to address difficulties arising from the use of the word ‘paid’ in relation to such income, it would be inappropriate to consider a meaning developed in order to refer to the individuals who exercise ‘ultimate effective control over a legal person or arrangement’.11

			Response to the OECD’s discussion draft on the meaning of beneficial owner

			Although the OECD’s wish to achieve greater clarity with respect to the meaning of the treaty term beneficial ownership and to achieve a consistent interpretation of it by different member states should be strongly supported, concerns might be raised that some features of the proposed wording will have an effect contrary to what is intended – i.e. adding further uncertainty to the interpretation of the notion. 

			Concerned parties were invited to provide feedback on the Discussion Draft. A significant number of parties voiced some concerns, the main of which are summarised below:12 

			•	A common theme from many submissions was that the reference to ‘the full right to use and enjoy the dividend unconstrained by a contractual or legal obligation to pass the payment received to another person’ is unlikely to achieve any level of clarity as to the interpretation of the term beneficial ownership. Potentially, the proposed changes could be read as to accept as the beneficial owner only the person that has the full right to use and enjoy the dividend legally and in substance. Any obligation (legal or other) to pay or use (part) of the amounts received to another person would disqualify the recipient as the beneficial owner. This could hardly have been the intention of the OECD. In this context, there is admittedly a helpful reference to the relevant legal documents to determine if such an obligation exists, but unfortunately this is immediately supplemented by a reference to looking at ‘facts and circumstances’ and the ‘substance’ of the matter. These terms are all but clear, and could be interpreted in a number of ways. As such, further guidance is needed as to the exact meaning of ‘the full right to use and enjoy the income unconstrained by a contractual or legal obligation’. In the absence of a precise interpretation, the application of the phrase might unintentionally extend to cover normal business transactions such as dividend distributions by a subsidiary to its parent company. 

			•	A number of the submissions focused on the specific problems that could be caused to the derivatives and financial markets by the OECD’s proposed wording referred to above. Two particular areas could give rise to practical recurrent difficulties i.e. (i) in situations where income collected is used by the recipient to meet other costs of a similar character (e.g. use of interest income received by a finance/treasury centre to meet its interest payment obligations from its own funding arrangements) and (ii) in situations where income collected is used to meet costs of a different character (e.g. dividends received are used to meet payment obligations under a swap or other derivative contract). One would not expect that either of both situations would disrupt the beneficial ownership analysis and thus that the recipient of income should remain the beneficial owner thereto irrespective of whether such arrangements exist. (See Part 4, The OECD level, section 4 for a Swiss court case with respect to derivatives). 

			•	Finally the remark was made that the beneficial ownership test should not be used as a general anti-abuse provision in situations other than those specifically dealt with.

			Conclusion

			The lack of clarity with respect to the wording used in the discussion draft (and the absence of any examples supporting it) will probably cause additional interpretation problems with respect to the term beneficial owner. Although the thrust of the new text and the objective to create more clarity should generally be supported, it is highly doubtful that this objective will ever be met without a clear and unambiguous statement of the OECD that the ownership concept cannot be understood as addressing ultimate economic ownership (since that would make the concept fairly unworkable), but rather those transactions that are put in place exclusively for treaty-shopping purposes.

			Given the strong level of feedback received on the discussion draft – particularly the concerns over the specific wording – it will be interesting to see how the OECD will eventually respond. In addition, it will even be more relevant to see how local tax administrations will apply the discussion draft in practice.

			Definitions of the notion were pointedly lacking in both the OECD MTC and the Commentaries thereon. Furthermore, the Commentaries lack guidance on whether the concept should be interpreted from a broad economic or a strict legal perspective. The OECD limited itself to indicating legal concepts that, in any event, cannot be considered to qualify as a beneficial owner.

			The OECD Discussion Draft on the term beneficial owner has made a laudable attempt to arrive at a common approach on its interpretation and thus provide more clarity. However, one might tend to conclude that it risks to miss its goal – definitely in a number of cases and in particular with respect to the financing sector. Expectations are high with respect to the OECD’s response to the submissions received. 

			If anything is certain, it is that – notwithstanding several updates to the OECD MTC, its Commentaries and the Discussion Draft – there still remains great uncertainty on the exact meaning and scope of the beneficial ownership clause owing to the lack of a clear definition. 

			2	Interpretation according to domestic tax law of the source State v. autonomous conventional law interpretation

			As neither the double taxation treaties themselves nor the OECD MTC or Commentaries provide a clear-cut definition, recourse has to be made to sources of national and international tax law in order to interpret this notion. In this respect, it seems obvious that reference should be made to the interpretation rule embedded in article 3(2) OECD MTC.

			That article contains an interpretation rule for terms that are undefined; it reads: ‘As regards the application of the Convention at any time by a Contracting State, any term not defined therein shall, unless the context otherwise requires, have the meaning which it has at that time under the law of that State for the purposes of the taxes to which the Convention applies, any meaning under the applicable tax laws of that State prevailing over a meaning given to the term under other laws of that State’.

			At first sight, this provision appears to be very clear in that it indicates without any doubt that the domestic law of the State applying the treaty is to be considered as the primary source for the interpretation of undefined terms (unless the context otherwise requires). In respect of withholding taxes, reference should therefore be made to the source State as it will have to apply the treaty in order to determine whether the recipient of the income, resident in the other Contracting State, qualifies as the beneficial owner of the income.

			However, this principle has been criticised by a number of legal writers on international tax law.13 Two main objections cited are that:

			•	Too rigorous application of the principle could lead to the interpretation of the beneficial ownership concept differing substantially depending on whether the source State is a common law country or civil law country (the civil law countries in principle being unfamiliar with the concept). Therefore, the notion should be given an international fiscal meaning not derived from the domestic laws of Contracting States. A combined interpretation of a treaty term based on the Commentaries rather than by reference to domestic tax law – which might result in treaty override14 – is to be supported. As mentioned, this view has also been adhered to in the OECD Discussion Draft, where it is stated that the term was not intended to refer to any technical meaning that it could have under the domestic law of a specific country.15 

			•	None of the national tax systems offer a precise definition of the beneficial owner notion. Therefore it should be interpreted by reference to the context of the treaty, and particularly with a view to the purpose of the restriction in question.16 

			A unilateral approach to defining the notion of beneficial ownership appears not to give a satisfactory answer to the interpretation issue. 

			Therefore, and as already indicated, many legal writers are of the opinion that the beneficial owner notion should not be interpreted according to the domestic tax law of the source state but should rather be given an autonomous conventional-law interpretation. 

			Article 3(2) OECD MTC (and thus the reference to the domestic law of the State applying the treaty) should therefore be set aside on the basis of the exception rule embodied in the article itself, stating that no reference should be made to domestic law if ‘the context otherwise requires’. This is definitely a case where the context requires otherwise. As for the notion of ‘context’, detailed clarification can further be found in the Vienna Convention on the Law of Treaties.

			3	Autonomous interpretation: economic v. legal approach

			On the assumption of overall consensus on the principle that an autonomous conventional law interpretation should prevail – albeit no such consensus exists – the question would still remain whether such an autonomous interpretation should be based on a broad economic approach or a stricter, more legal approach. To date, there is no uniformity on this matter amongst legal writers on international tax law.

			Some authors17 are clearly in favour of the position that an autonomous conventional law interpretation should be based on an economically oriented approach, as generally applies in the common law countries. On this view, the common law approach would be adhered to in interpreting the beneficial ownership clauses in all double taxation treaties based on the OECD MTC. One immediate consequence would be that civil law countries would have to apply common law criteria to define the identity of the beneficial owner under a treaty, even if it were concluded with another civil law country.

			This approach is based on the following arguments:

			•	Reference should be made to the Vienna Convention on the Law of Treaties in order to interpret an undefined treaty term.18 In this respect, article 31(1) of the Convention states that ‘[a] treaty shall be interpreted in good faith in accordance with the ordinary meaning to be given to the terms of the treaty in their context and in the light of its object and purpose’. Furthermore, it states that the ‘context’ for the purpose of interpreting a treaty comprises, in addition to the text (including its preamble and annexes), any agreement relating to the treaty made between all the parties in connection with the treaty and any instrument made by one or more parties in connection with the treaty and accepted by the other parties as an instrument relating to the treaty.19

			•	Taking the Vienna Convention on the Law of Treaties as a basic starting point, reference is subsequently made to the OECD MTC, in which the notion of beneficial ownership was first introduced to tackle the improper use of treaties (i.e. treaty shopping). In order to meet that purpose, the OECD expressly opted for a term that has a specific meaning under the common law (i.e. beneficial owner), which suggests that the intention must have been to introduce the common law concept into the OECD MTC.20

			•	The OECD itself appears to be in favour of a common law approach as the notion of beneficial owner is also referred to in its Report on Conduit Companies, its Report on Partnerships and the recent Discussion Draft, where it is given a fairly broad, economic meaning.

			Based on an economic approach of the beneficial owner notion, the ultimate economic recipient of the income is to be considered as the beneficial owner of that income, even if intermediary companies are interposed. On this approach, the intermediary company, acting in its own name and for its own account, that derives income which it (entirely or partially) pays on to a third party cannot be considered as the beneficial owner of the income.

			Some authors reject this view as neither the OECD MTC nor the Commentaries give a clear indication that the concept of beneficial ownership should be interpreted from a broad, economic perspective; an economic approach can be found in the OECD Report on Conduit Companies, the OECD Report on Partnerships and the Discussion Draft, but these should not be considered as forming part of the context for the purposes of article 3(2)OECD MTC.21

			Furthermore, the fact that few objections were made, and by only a smattering of OECD member states, when the beneficial ownership clause was introduced into the 1977 OECD MTC cannot be construed as general acquiescence in adopting the common law approach for all treaties based on the OECD MTC.22

			Contrary to the economic approach, some writers23 are therefore of the clear opinion that the beneficial owner notion should be interpreted from a strictly legal perspective, if for no other reason than because the Commentaries give a clear list of persons who do not qualify as a beneficial owner. The merit of this approach is that it is clearly supported by the Commentaries, which is considered as a lawful source, even if it is not legally binding.

			According to the legal approach, underlying contracts should be assessed to determine whether an (intermediary) company in reality acts as an agent, nominee or mere fiduciary or administrator acting on behalf of a third party. If so, an entity deriving income in its own name and for its own account that it pays on (entirely or partially) to a third party should still be considered as the beneficial owner of the income where it is under no legal obligation to do so. 

			 It is clear that there is currently still no consensus on how to interpret the notion of beneficial ownership. The only current certainty on which legal scholars are in agreement is that agents, nominees and conduit companies cannot be considered as beneficial owners. Therefore, it might be advisable to insert a clear, unambiguous definition of the beneficial owner notion into bilateral treaties concluded between Contracting States.24 We believe that only a more economic approach will make the beneficial ownership concept actually make sense.

			4	Case law

			Given the unclear interpretation of the concept of beneficial owner on the basis of double taxation treaties, the OECD MTC and the Commentaries compounded with the lack of consensus on a definition/interpretation amongst legal writers on international tax law, the case law on this matter may be seen as the last resort source in order – hopefully – to provide insight into how to interpret the notion in a double taxation treaty context. To date, however, there has only been very little case law on the meaning of the concept of beneficial owner in double taxation treaties. Moreover, even in the reasoning underlying these court judgments, no unanimous approach seems to have been adopted. Below, we give an overview of some landmark decisions on the matter.

			>	Dutch Supreme Court, 6 April 199425

			 The Dutch Supreme Court concluded that the notion of beneficial owner should be interpreted from a strictly legal perspective.

			Facts

			A UK company acting as a security broker acquired dividend certificates in a Dutch company from a Luxembourg company. At the time of acquisition, the dividend had already been declared but no payment had yet been made. The amount of the dividend payment was thus certain, but not yet payable.

			The purchase price paid by the UK company was 80% of the gross value of the declared dividends and no ownership right or legal title was acquired by the UK company with respect to the underlying shares.

			Upon payment of the dividend by the Dutch company to the UK company, a 25% withholding tax was levied. The UK company applied for a refund of 10% further to the provisions of the Dutch-UK double taxation treaty (which included a beneficial ownership clause).

			The Dutch tax authorities denied the refund as they were of the opinion that the UK company could not be considered the beneficial owner of the dividend due to the absence of legal ownership of the underlying shares.

			The position of the Dutch tax authorities was confirmed by the Amsterdam Court of Appeal.26

			Decision 

			The Supreme Court ruled against the tax authorities and held that the UK company was to be considered the beneficial owner of the dividends. Accordingly, the UK company qualified for the reduced withholding tax further to the Dutch-UK treaty.

			The reasoning put forward by the court in coming to its conclusion was that:

			•	the UK company owned the dividend certificates pursuant to a purchase, allowing it freely to use the coupons and subsequently the dividends received (once paid). The fact that the UK company had no ownership right or legal title with respect to the underlying shares was irrelevant as this was not a condition imposed by the treaty;

			•	the determination of who qualifies as the beneficial owner should be made at the time the dividend is made available. The fact that the amount of the dividend had already been decided at the time the dividend certificates were purchased does not alter the conclusion that the UK company effectively owned the certificates;

			•	the UK company incurred a certain currency and solvency risk, meaning that it could not be considered a nominee.

			The court assessed the following criteria in coming to its judgment:27

			•	Can the recipient of the income be considered as the party entitled to claim the income?

			•	Can the recipient freely dispose of the claim to the income?

			•	Can the recipient freely dispose of the income received?

			•	Does the recipient act as a nominee or agent?

			Hence, the Supreme Court did not subscribe to the broad economic interpretation of the beneficial ownership concept but, rather, adhered to a strict, legal interpretation.28

			Comment 

			The decision is in line with the view of Vogel, who says that ‘the beneficial owner is the person who is free to decide on whether or not the capital or other assets should be used or made available for use by others or on how the yields there from should be used’. This definition stems from the concept of the ‘substance’ of the beneficial owner, which, again according to Vogel, incorporates a dual aspect. First, there is the right to decide whether or not a yield should be realised and, second, there is the right to dispose of that yield. He further acknowledges that the OECD MTC in any event does not put forward any requirement for the beneficial owner also to be the legal owner of the underlying assets from which the income is generated.29

			The decision resulted in certain writers concluding that the notion of beneficial owner can only be applied to tackle pure nominee relationships and sham structures.30

			>	Swiss Federal Commission of Appeal in Tax Matters, 28 February 200131 

			Contrary to the Dutch Supreme Court, the Swiss Federal Commission applied a very broad economic interpretation of the beneficial owner notion.

			Facts 

			A Luxembourg company whose shareholders were resident in the UK and on the Isle of Man acquired the shares in a Swiss company. The acquisition was to a very large extent financed via a shareholders’ loan. On the dividends distributed by the Swiss company to its Luxembourg parent, a 35% withholding tax was initially levied. The Luxembourg company claimed a refund according to the provisions of the Swiss-Luxembourg double taxation treaty. The Swiss tax authorities denied the refund, resulting in the case being brought before the Swiss Federal Commission of Appeal in Tax Matters.

			Decision 

			The Commission eventually ruled that the Luxembourg company was to be considered a mere conduit company and thus could not be considered the beneficial owner of the dividends.

			The reasoning followed by the Commission was:

			•	in the year preceding the dividend distribution, the Luxembourg company apparently used the entire income it had received to pay costs and interest expenses to its shareholders.32 This fact, combined with the fact that the shareholding in the Swiss company represented virtually the sole asset of the Luxembourg company, indicated that the Luxembourg company was a conduit company;

			•	the Luxembourg company was an ‘empty shell’ incorporated with the sole purpose of invoking the provisions of the Swiss-Luxembourg treaty. In such a case, it is right and proper to deny treaty benefits;

			•	the structure was implemented purely on tax motives and lacked any economic substance whatsoever. This entitled the Swiss authorities to apply domestic anti-abuse provisions to deny the refund of withholding tax as the transaction constituted an abuse of the Swiss-Luxembourg double taxation treaty. 

			Comment 

			The approach adopted by the Commission has been criticised by some authors33 on the ground that, in its reasoning, it argued that applying the Swiss domestic anti-abuse provisions was justified by the Parent-Subsidiary Directive, which it considered to be part of the ‘context’ of the treaty.34

			It has furthermore been regretted that the Commission apparently based its judgment on a definition of a legal concept (here the notion of ‘bénéficiaire’) taken from a non-legal dictionary. Moreover, it is even questioned whether even the interpretation based on the non-legal dictionary was correct in this case.

			Finally, the writers conclude that the outcome would most likely have been different had the Commission adopted the approach followed by the Dutch Supreme Court.

			>	English Court of Appeal, 2 March 200635 

			The Indofood judgment of 2 March 2006 addressed the meaning of beneficial ownership. In rendering its decision, the court clearly applied a ‘substance-over-form’ approach.

			Facts 

			An Indonesian company wished to attract funds that it needed for business purposes. To that end, it established a Mauritian subsidiary, which issued a loan via a UK subsidiary of a US-established bank (which acted as a trustee for the bondholders).

			Interest paid from Indonesia to Mauritius benefited from the Indonesian-Mauritian double taxation treaty, under which a reduced withholding tax of 10% applied (instead of the 20% withholding tax that would have applied otherwise). Interest paid from Mauritius to the bondholders was not subject to any Mauritian withholding tax. The Mauritian company did not realise any margin on the interest. The entire amount of the funds collected by the Mauritian company was lent on to the Indonesian parent under exactly the same conditions. Consequently, the rates of interest on the loans to and from Mauritius were identical.

			The interest due by the trustee was to be paid to the bondholders on day X, that by the Mauritian subsidiary to the trustee for the bondholders on day X–1 and that by the Indonesian parent to the Mauritian subsidiary on day X–2. In reality, however, the interest was paid directly by the Indonesian parent to the trustee for the bondholders, circumventing the Mauritian subsidiary.

			In 2005, the Indonesian-Mauritian double taxation treaty was repealed, meaning that 20% Indonesian withholding tax would become due on the interest payments. The loan documentation contained a provision that the Mauritian company could repay the loan in the case of a change in the law resulting in a higher withholding tax being due. No such repayment was possible if the Mauritian company was able to avoid the higher withholding tax by taking ‘reasonable measures’.

			The Mauritian company informed the UK bank of its intention to effect early repayment as it was of the opinion that there were no reasonable steps it could take to maintain the low withholding tax. The UK bank disagreed and argued that there was indeed a very reasonable step that could be taken and therefore there was no reason to repay the loan early.36

			The solution proposed by the UK bank was to interpose a Dutch entity between the Indonesian borrower and Mauritius. In so doing, the Indonesian-Dutch double taxation treaty could be invoked, which provided for a zero withholding tax. Subsequently, the interest could be paid to the bondholders free of any withholding taxes, as neither the Netherlands nor Mauritius levied any withholding tax on interest paid to non-residents.

			The proposed solution was discussed with the Indonesian tax authorities, which considered that the Dutch company did not qualify as the beneficial owner of the interest. As a result, the Mauritian company was not willing to implement the proposed Dutch solution, but the UK bank disagreed with the position taken by the Indonesian tax authorities.

			The agreements were governed by English law and, consequently, the English courts had jurisdiction over the matter.

			Finally, the case was dealt with by (non-fiscal) English judges, who had to rule on how an Indonesian court would decide a beneficial ownership issue under the Indonesian-Mauritian/Dutch treaty. At first instance, the English High Court concluded – based on a legal interpretation of the notion – that the Dutch company should be considered as the beneficial owner of the interest.37

			Decision 

			The Court of Appeal reversed the High Court’s judgment and concluded that the proposed Dutch intermediary company could not qualify as the beneficial owner of the interest.

			In brief, the reasoning on which the Court of Appeal came to its judgment was as follows:

			•	the beneficial ownership notion should be interpreted in its context and in light of the objective and purpose of the OECD MTC and the term should be given an international fiscal meaning (reference was made to article 31 of the Vienna Convention on the Law of Treaties);

			•	the High Court’s decision was not based on a fully correct understanding of the underlying facts, as it did not take into consideration two important circumstances:

			−	the interest was paid directly by the Indonesian company to the bondholders, thus missing out the Mauritian company;

			−	the Indonesian company had guaranteed the liabilities of the Mauritian company under the bond to its bondholders;

			•	the beneficial owner is the person who has the full privilege to directly benefit from the income.38 This determination should be made on the basis of the ‘substance-over-form’ principle under Indonesian law.

			The Court of Appeal held that the fact that the income received by each of the Mauritian and Dutch companies was used in full to pay the bondholders meant that neither of them had a full privilege to benefit from the income. Therefore, they could not be considered beneficial owners of the income.

			Comment 

			Contrary to the position taken by the Dutch Supreme Court, the English Court of Appeal applied a more economic approach to the beneficial owner notion, with a reference to Indonesian internal law39 containing a provision (i.e. the full privilege to directly benefit from the income) that is not to be found in the OECD MTC, the Commentaries or any other document emanating from the OECD. This approach, whereby reference is made to domestic law is – as already stated – subject to criticism from a number of writers on international taxation.

			>	French Supreme Administrative Court, 29 December 200640

			 In the case dealt with by the French Supreme Court, again, a ‘substance-over-form’ approach was adopted.

			Facts 

			A US company entered into a usufruct agreement with a UK bank, under which the bank acquired fixed-dividend coupons attaching to the (non-voting preference) shares in the French subsidiary of the US company for a three-year period. The amount of the dividends to be distributed was already decided at the time of the acquisition and the acquisition price equalled the dividend to be distributed over the three-year period multiplied by the number of shares acquired. The agreement resulted in the UK bank running very little risk of default.

			At the time of the dividend distribution, a 25% withholding tax was retained. Pursuant to the applicable French-UK double taxation treaty, the maximum withholding tax was 15%. The double taxation treaty also provided for a transfer of the avoir fiscal tax credit.

			The UK bank requested a refund of the French withholding tax levied in excess of the maximum rate of 15% and the avoir fiscal tax credit as provided for by the double taxation treaty.

			The French tax authorities rejected the claim on the ground that the beneficial owner of the dividend distribution was not the UK bank but the US company. They argued that the transaction had to be seen as a loan granted by the UK bank to the US company, to be repaid with the dividends received (the interest equalling the avoir fiscal). The underlying reasoning for its coming to this conclusion was that the price paid by the UK bank to the US parent to acquire the dividend coupons corresponded to the amount of the dividends before the levy of withholding tax, which was to be considered to constitute a mere loan agreement.

			The UK bank brought the case before the local Paris court, which rejected the claim. The bank appealed to the Paris Court of Appeal, which ruled in its favour.

			Decision

			The Supreme Administrative Court eventually reversed the decision and agreed with the tax authorities. It found that the underlying transaction entered into by the parties was nothing more than a loan agreement between the UK bank and the US company. The US company was to be considered as the beneficial owner of the dividends. It was it that delegated repayment of the loan contracted with the UK bank to its French subsidiary.

			Comment

			Although the court considered the overall substance of the arrangement, it appears to have specifically focused on the risk element in connection with the transaction. Crucial in their argumentation was the fact that the return to be paid to the UK bank was predetermined and guaranteed, so that any default by the French subsidiary would not have affected it. Consequently, it bore no shareholder risk with respect to the transaction.

			Although the Supreme Administrative Court’s judgment might seem to indicate that it adheres to an economic interpretation of the notion of beneficial owner, this could be going too far since its conclusion was based on recharacterising the initial transaction as a loan agreement and not on a specific interpretation of the beneficial owner notion.41

			>	Federal Court of Appeal of Canada, 26 February 200942 

			In the Prévost case, the Canadian Tax Court adopted a strictly legal interpretation of the beneficial owner notion, which was later confirmed by the Federal Court of Appeal of Canada.

			Facts

			A Dutch holding company owned by a Swedish (51%) and a UK (49%) company held all of the shares in a Canadian operating company. The Dutch holding company did not have any premises or personnel in the Netherlands.

			The Canadian operating company distributed a substantial amount in dividends to the Dutch holding company (spread over a five-year period), on which 5% Canadian withholding tax was retained further to the provisions of the Canadian-Dutch treaty. Upon receipt of the dividends from its Canadian subsidiary, the Dutch holding company paid them on to its shareholders, also as dividend distributions.

			The Swedish and UK shareholders had entered into a shareholders’ agreement stating that a certain percentage of the Canadian operating company and the Dutch holding company’s profits should be distributed as a dividend provided they had sufficient funds to cover normal business needs. Furthermore, the agreement stipulated that the directors of the Dutch holding company should take reasonable steps to ensure dividend distributions.

			The Canadian Revenue Agency argued that it was not the Dutch holding company that should be considered as the beneficial owner of the dividends but rather the Swedish and UK parent companies of the Dutch holding company. Consequently, withholding taxes should have been withheld at the rate of 10% (treaty with Sweden) and 15% (treaty with the UK).

			Decision 

			The Canadian Tax Court decided in favour of the taxpayer, stating that the Dutch holding company qualified as the beneficial owner of the dividends. It concluded that the beneficial owner of a dividend is the person who assumes and enjoys all the attributes of ownership of the dividend.

			It also reaffirmed that the corporation could not be overlooked in order to consider its shareholders as the beneficial owners of the company’s income, except where the company acted as a conduit for the shareholders, and had no discretion as to the use of the funds received.43 As the Dutch holding company was not legally obliged to distribute the dividends it received to its shareholders, it could not be considered as acting as a conduit for its shareholders.

			The Federal Court of Appeal upheld the Tax Court decision, stating that the tax authorities’ suggested definition of beneficial owner (i.e. the person who, in fact, can ultimately benefit from the dividend), does not appear anywhere in the OECD documents. 

			Comment 

			The Canadian courts clearly adhered to a legal interpretation of the concept of beneficial owner. This case is extremely important from both a Canadian and an international perspective, since it is in fact the first common law decision to directly consider the meaning of beneficial owner for treaty purposes.44

			>	High Court of Denmark (Eastern Division), 20 December 201145 

			The Eastern division of the Danish High Court handed down the first Danish court decision on the term beneficial ownership.

			Facts 

			A private equity consortium set up a structure of double-tier holding companies in both Luxembourg and Denmark with the purpose of acquiring a Danish company. The restructuring resulted in the Danish target being held by two Luxembourg holding companies (Lux1 and Lux2) on top of two Danish companies (Dan1 and Dan2). As part of the funding structure for the acquisition, a dividend payment was made from Dan1 to Lux2 (following a capital contribution by the private equity consortium into Dan1, whose share capital was then contributed into Lux1 which subsequently contributed it to Lux2). The dividends received were returned by Lux2 to Dan1 in the form of two intra-group loans. Hence Lux2 was not in fact used as a means to channel income (to Lux1).

			It is important to note here that the activities of both Luxembourg companies were very limited:

			•	The sole activity of Lux1 was to own and finance Lux2, whose sole business, in turn, was to own and finance Dan1.

			•	Neither Luxembourg holding company had employees and they were both led by identical boards of management.

			•	Daily administrative management was performed by management companies (including filing and maintaining shareholder records, minutes of board meetings and general meetings, billing, accounting, preparing financial statements, meetings and general meetings, contact with authorities, etc.). 

			According to the Danish taxpayer, the dividend that had been paid to Lux2 was exempt from withholding tax based on the Luxembourg-Danish double taxation treaty. The Danish tax authorities, referring to the limited substance of the Luxembourg holding companies, denied the withholding tax exemption based on the fact that Lux2 was to be considered a mere ‘conduit company’. Therefore, it could not be regarded as the beneficial owner of the dividends. The case was referred to the National Tax Tribunal.46 

			The tribunal ruled in favour of the taxpayer. It applied a very dynamic interpretation of the term beneficial owner, based on the OECD MTC 2003 Commentaries, separate from any Danish law involvement.47 It concluded that Lux2 could not be regarded as a ‘conduit’ company as it had not channelled any income. Based on this, it must be regarded as the effective beneficial owner of the dividend income. The tax authorities appealed the case to the High Court.

			Decision 

			The Eastern Division of the Danish High Court upheld the National Tax Tribunal’s decision. Despite the court’s decision being based solely on the fact that the Luxembourg company could not be regarded as a conduit company (and thus constituted the beneficial owner), it gave further guidance on its understanding of the concept of beneficial ownership in the context of the OECD MTC:

			•	The term beneficial ownership has to be interpreted in an international context, based on the OECD MTC and its Commentaries.

			•	The 2003 amendments to the Commentary should be seen as a clarification of, and not a change to, the meaning of article 10.

			Within the context of intermediate holding companies and beneficial ownership, the Court made a final interpretive comment stating that it is not sufficient – in order to invoke the beneficial ownership clause – that a treaty-country intermediate holding be interposed between the Danish paying company and its ultimate owner established in a non-treaty country. Invoking the beneficial ownership clause clearly requires a degree of control that goes beyond ordinary group planning and management.48

			The Danish Ministry of Taxation decided not to appeal this decision.49 In its statement, the Minister emphasised that this beneficial ownership case is unique because no funds were channelled through the intermediate holding company.50 

			 Comment 

			Unlike in the majority of beneficial ownership cases, the National Tax Tribunal and the Danish High Court based their conclusions solely on the fact that no funds were actually channelled through the Luxembourg sub-holding to its ultimate shareholders. This case is therefore not necessarily representative for the bulk of beneficial ownership cases that have been decided in recent years. 

			In addition, it is unclear whether the Luxembourg sub- holding would still have qualified as the beneficial owner of the funds if they had been effectively channelled through to its shareholders. Subsequent cases before the Danish (administrative) courts would appear to answer this in the negative. 

			>	Danish National Tax Tribunal, 22 December 201051

			 The Danish National Tax Tribunal adopted a clear ‘substance-over-form’ approach to the notion of beneficial ownership in this case, which was one of a series of five that came before this supreme administrative appeal authority.52 In it, funds were actually channelled through to the top shareholders.

			Facts 

			A Jersey-based parent company acquired a Danish company through two Swedish holding companies. The management activities of the Swedish companies were comparatively limited:

			•	Neither of the Swedish holding companies carried on real business activities besides holding the shares in their respective subsidiaries (i.e. Swedish top holding in Swedish sub-holding, and Swedish sub-holding in Danish company).

			•	Neither company had office premises or employees.

			•	Both were actively managed by another management company in Sweden, which provided its own employees to hold positions as managers and board members in the Swedish holding companies.

			•	Any management fees that had to be paid in this respect were borne by the Jersey-based parent company.

			As part of the transaction, two bonds were issued: 

			•	one between the Jersey company and the Swedish top holding company; and

			•	one between the Swedish sub-holding and the acquired Danish company. 

			The terms of the two loans were identical. The interest paid by the Danish company to the Swedish sub-holding was subsequently transferred on the same date and in the same amount to the Swedish top holding company by means of a group contribution,53 immediately followed by an interest payment in an equal amount to the Jersey company. 

			The tax authorities claimed withholding tax on the interest payments made by the Danish company to the Swedish intermediate holding, stating that the Swedish holding companies could not be considered as the beneficial owner of the interest payments and thus could not claim protection under the double tax treaty between Sweden and Denmark, or under the Interest & Royalties Directive. This was due to the fact that the Swedish sub-holding company was considered to be under a de facto obligation to redistribute the interest to the Swedish top holding as a group contribution and that – as a consequence – the arrangement had been put in place to circumvent Danish interest withholding tax.

			Decision 

			The National Tax Tribunal, referring to the 2003 OECD Commentaries, noted that there was clearly no definition of beneficial ownership in Danish law. In its view, an autonomous interpretation of the term was needed, going beyond the assessment of the mere legal ownership of income. In line with the OECD MTC and its Commentaries, economic factors, such as financial ownership of the income, right of disposal of the income, use of income, and so on, should also be taken into account when assessing beneficial ownership.

			Based on the facts, the Swedish sub-holding could not be considered as the beneficial owner of the interest payments as it operated as a mere conduit company with no real power to act regarding the interest income. It concluded that the interest payments made by the Danish company were clearly channelled to Jersey through Sweden. The fact that interest payments made by the Danish company to the Swedish intermediate holding company were subsequently passed on in the form of a group contribution was considered irrelevant. 

			Comment 

			The Tax Tribunal adopted a clear ‘substance-over-form’ approach. It clearly underpins the fact that foreign investors wanting to benefit from a Danish withholding tax need to satisfy a certain beneficial ownership requirement that differs from both the Danish concept of (i) legal ownership and (ii) true ownership. It is also interesting to note that the Tax Tribunal’s ruling appears to allow the tax authorities to deny the benefits of – in this case – the Interest & Royalties Directive under a beneficial ownership requirement construed on the basis of the 2003 OECD MTC, even if a specific treaty predates the 2003 Commentary.54 It confirms that the Danish administrative and judicial bodies are tending to gradually adopt a consistent economic interpretation of the term beneficial ownership. 

			>	Danish National Tax Tribunal, 16 December 201155 

			The decision in this case is characterised by the tribunal’s clear rejection of a beneficial ownership requirement under the Parent-Subsidiary Directive. A withholding tax exemption should thus be available, notwithstanding the fact that the intermediate holding is not to be considered as the beneficial owner under the applicable treaty. 

			Facts 

			A US-listed company interposed a Cypriot intermediate holding between a Danish company and its Bermuda-based parent company, as direct dividend payments from Denmark to Bermuda would trigger a Danish withholding tax of 28%. The Cypriot holding acquired the shares in the Danish company via a loan granted by its Bermudan parent. Shortly afterwards, the Danish company distributed dividends to Cyprus (exempt from withholding tax both based on the Parent-Subsidiary Directive as well as the double taxation treaty between Denmark and Cyprus). The funds were in turn used to repay the loan the Cypriot company had received from its Bermuda-based parent company to acquire the Danish company. 

			The activities of the Cypriot holding company were limited to holding the shares in the Danish company and it had no personnel or office premises in Cyprus.

			The Danish tax authorities denied application of the Danish-Cypriot income tax treaty, arguing that the Cypriot subsidiary was not the beneficial owner of the dividends. The Cypriot holding company, in its view, qualified as a mere conduit company established to circumvent Danish withholding tax. They also argued that neither EU law nor article 5 of the Parent-Subsidiary Directive prevented Denmark from levying withholding tax on the dividends.

			Decision 

			The Tax Tribunal agreed with the tax authorities, confirming that the Cypriot holding company could not be considered as the beneficial owner of the dividend payments under the Danish-Cypriot income tax treaty. It noted a number of transactions within the Cypriot company which were aimed at redistributing the received dividend income to its Bermudan parent. As the Cypriot holding company lacked substance, it could not benefit from the exemption under the Danish-Cypriot income tax treaty, as it was considered to be a conduit company.

			The Tribunal, however, stated that the Danish company could not be denied access to the Parent-Subsidiary Directive. Although the Parent-Subsidiary Directive does not prevent the use of national legislation or treaties to prevent abuse or fraud, Denmark had not implemented any such legislation and therefore the requirement for beneficial ownership could not apply.

			As the Cypriot company was a legally established, properly functioning company and the legal recipient of the dividends (by virtue of it owning the shares), it was entitled to a withholding tax exemption under the Parent-Subsidiary Directive even though it was not considered to be the beneficial owner of the dividends under the applicable income tax treaty.

			Comment

			The Danish Tax Tribunal decision clearly rejects the beneficial ownership requirement under the Parent-Subsidiary Directive. It may therefore definitely affect the outcome of several cases on beneficial ownership being brought before court, where the domestic legislation does not contain any specific rules deviating from the Parent-Subsidiary Directive with a view to combating fraud or abuse. 

			It is likely that the case will be brought before the Danish Courts. 

			>	Canadian Tax Court, 24 February 201256 

			In its Velcro case, the Tax Court of Canada applied the same strict legal interpretation of the notion of beneficial ownership as it had already applied in the Prévost case.

			Facts 

			In 1987, Velcro Canada (‘VC’) entered into a licence agreement with a related Dutch-resident company (Velcro Industries B.V – ‘VIB’), which provided the right to use Velcro-brand technologies. As a result, a royalty was paid by VC to VIB, subject to a 10% withholding tax under the Canadian-Dutch income tax treaty.

			In 1995, VIB migrated and became tax resident in the Netherlands Antilles. Canada does not have a tax treaty with the Netherlands Antilles and, consequently, any royalties paid by VC to VIB would have been subject to a 25% withholding tax. However, after the corporate migration, VIB entered into a licence and assignment agreement with another Dutch company (Velcro Holdings – ‘VHBV’). VHBV was required to pay VIB an amount equal to the royalties received from VC (less an arm’s length percentage deemed satisfactory for the Dutch tax authorities). The payment had to be made within 30 days of receipt of the royalties from VC. 

			The royalties VC had to pay to VHBV were still subject to withholding tax at 10%. In December 1998, the withholding tax rate on certain types of royalties was reduced to zero under the applicable Dutch-Canadian double taxation treaty, however.57

			The Canadian tax authorities issued a reassessment to VC, stating that VHBV was not the beneficial owner of the royalty (being merely an agent or conduit company). VIB was a resident of the Netherlands Antilles, and could not claim the reduced withholding tax rate under the Dutch-Canadian double taxation treaty. The tax authorities claimed that withholding tax was due at a rate of 25% on all royalty income between 1995 and 2004.

			Decision 

			The court considered multiple sources such as the Canadian Income Tax Code, the 1977 and 2003 OECD MTCs and its Commentaries, and the Report on Conduit Companies. However, central in its decision was the courts argumentation in the case of Prévost. The test applied in that case to determine whether the recipient qualified as the beneficial owner was also applied by the Tax Court in the Velcro case. In this respect, Associate Chief Justice Gerald Rip’s view in Prévost was referred to several times:58 

			‘In my view the beneficial owner of dividends is the person who receives the dividends for his or her own use and enjoyment and assumes the risk and control of the dividend he or she received. The person who is the beneficial owner of the dividend is the person who enjoys and assumes all the attributes of ownership. In short the dividend is for the owner’s own benefit and this person is not accountable to anyone for how he or she deals with the dividend income ... Where an agency or mandate exists or the property is in the name of a nominee, one looks to find on whose behalf the agent or mandatory is acting or for whom the nominee has lent his or her name. When corporate entities are concerned, one does not pierce the corporate veil unless the corporation is a conduit for another person and has absolutely no discretion as to the use or application of funds put through it as conduit, or has agreed to act on someone else’s behalf pursuant to that person’s instructions without any right to do other than what that person instructs it, for example, a stockbroker who is the registered owner of the shares for clients’.

			The court in Velcro provided a detailed analysis of the four elements for beneficial ownership: possession, use, risk and control. 

			•	Possession: VHBV had possession of the royalties given the payments (i) were made to VHBV’s bank account, (ii) were not segregated from other amounts, (iii) were not moved through different currency accounts, (iv) were used to pay expenses and loan payments and (v) were different from the payments made to VIB.

			•	Use: VHBV had use of the royalties since it was free to use the royalties received to make payments of expenses and payments on loans, it earned interest on them, was able to use the funds for investments and was not obliged to segregate the royalties.

			•	Risk: VHBV clearly assumed a certain level of risk with respect to the royalties as (i) it owned the assets, (ii) VIB had no priority entitlement to the royalties (it was only an unsecured creditor) and (iii) it incurred full currency risk.

			•	Control: according to the court, the first three factors meant that VHBV had control of the royalties.

			Hence, the court decided in the favour of the taxpayer, which it considered the beneficial owner of the income. 

			Comment 

			The decision is significant in that it reaffirms the general legal principle that the legal form of holding/intermediate companies should be respected unless they clearly lack the indicia of beneficial ownership as defined in the Prévost Car Inc. decision. In general, holding/intermediate companies usually lack discretion in the manner in which they can apply their sources of income. Based on the Tax Court’s decision in Velcro, even a minimum level of discretion over particular aspects of a revenue stream may be sufficient to satisfy the beneficial ownership test.

			This is only the second Canadian case to consider the meaning of beneficial ownership in the context of the interest, dividend and royalty provisions of Canada’s tax treaties. In light of recent challenges by different taxing authorities all over the world, it will probably be watched closely, especially given the number of tax authorities that – just like Canada – seek to use beneficial ownership challenges as a way of curtailing what they consider to be abusive treaty shopping.

			The Canadian Tax Court ruling can still be appealed to the Federal Court of Appeal.

			>	Swiss Federal Administrative Tribunal, 7 March 201259

			 Contrary to the Canadian Tax Court, the Swiss Federal Administrative Tribunal adopted a clear ‘substance-over-form’ approach to interpreting beneficial ownership.

			Facts 

			From 2006 through 2008, a Danish bank entered into several total return swap transactions60 with counterparties in France, the UK, Germany and the USA involving Swiss equities. To hedge the risks related to the swapping of positions, the bank acquired the corresponding amount of underlying Swiss equities (which were resold to third parties after the total return swaps expired). 

			When the Swiss companies distributed dividends, a 35% withholding tax was withheld and remitted to the tax authorities. At that time, the Danish-Swiss income tax treaty provided for a full refund of Swiss withholding tax.61 

			The Swiss Federal Tax Administration (‘SFTA’) refunded the withholding tax levied in 2006, but denied the refunds in 2007 and 2008, stating that the Danish bank could not be considered as the beneficial owner of the dividend. In addition, it also claimed that the Danish bank had engaged in treaty abuse, as the entire transaction was highly unusual. 

			The Danish bank filed its arguments with the SFTA, stating that the total return swaps were entered into for other reasons than treaty abuse or obtaining tax savings.62 The SFTA, however, denied the refunds for 2007 and 2008 and ordered the repayment of the 2006 refund. The Danish bank subsequently appealed to the Swiss Federal Administrative Tribunal.

			It is to be noted that the applicable double tax treaty between Denmark and Switzerland did not contain a beneficial ownership condition.

			Decision 

			With respect to the case at hand, the tribunal pointed out that beneficial ownership serves to determine the economic relationship between a taxpayer and a taxable object. To determine this relationship, two factors will be of substantial importance, i.e. (i) the obligation to pass on income derived from the taxable object and (ii) the assumption of the risks associated with the income.63

			The obligation to pass on income can take two forms: 

			•	a contractual obligation to pass on income; or

			•	a de facto obligation to pass on income, insofar as the power of the company receiving the income to decide on the use of it is limited to such a degree that the company concerned can no longer be considered the beneficial owner.

			The tribunal found that the Danish bank was not under a contractual obligation (although it had a duty to compensate the counterparties for the appreciation in the shares, including dividend payments distributed during the maturity of the derivative) to pass on the dividend payments it received and instead concentrated itself on the question whether the bank was under a de facto obligation to pass on those dividends. Indeed, the tribunal confirmed that a ‘substance-over-form’ approach has to be adopted when assessing beneficial ownership. In this respect, the tribunal asked two important questions, namely whether:

			•	the Danish bank would be under the obligation to pay the dividend amount to its counterparties, even if it did not receive the dividends itself; and

			•	the Danish bank would have received the dividends, even if it had not been obliged to pay the dividend amount to its counterparties.

			In this respect, the tribunal answered both questions affirmative. It concluded that the Danish bank – regardless of whether it received the dividends – was (i) obliged to pay its counterparts the amounts equivalent to the dividends and (ii) free to decide whether or not to buy the underlying shares and consequently receive the dividends. Therefore, the lack of interdependence demonstrated that the Danish bank had full power to decide on how it would use the dividends received. 

			On the SFTA’s viewpoint that the Danish bank had engaged in treaty abuse, the tribunal found that the bank had a genuine commercial business activity (e.g. offices, personnel and infrastructure). According to the Federal Supreme Court practice, abuse of law can failing a specific anti-abuse rule in the tax treaty, only exist to the extent that the income recipient does not carry on a genuine economic/commercial activity. Therefore, in the case at hand no treaty abuse could thus be assumed.

			Based on the foregoing argumentation, the tribunal decided in favour of the taxpayer, concluding that it could be regarded as the beneficial owner of the dividends. 

			Comment 

			This appears to be the first reported court case dealing with beneficial ownership in the context of derivative transactions (in casu total return swaps) and is without a doubt of great importance to the financial industry. 

			The tribunal took a clear ‘substance-over-form’ approach in assessing the beneficial ownership of dividend payments from equities the bank had acquired for the purpose of hedging its total return swap positions. 

			The SFTA has filed an appeal against this case with the Swiss Supreme Court, which is expected to render its judgment in the fall of 2012.64
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			The EU level 

			Contrary to the OECD documentation, a specific definition of the beneficial owner concept is set forth in both the Interest & Royalties and the Savings Directives. However, none is contained in the Parent-Subsidiary Directive.

			1	Interest & Royalties Directive1

			Article 1(1) of the Interest & Royalties Directive states that ‘[i]nterest or royalty payments arising in a Member State shall be exempt from any taxes imposed on those payments in that State, whether by deduction at source or by assessment, provided that the beneficial owner of the interest or royalties is a company of another Member State or a permanent establishment situated in another Member State of a company of a Member State’.

			Articles 4 and 5 of the directive further explain the conditions under which a company or permanent establishment can be considered as a beneficial owner for the purposes of the directive: 

			‘4. a company of a Member State shall be treated as the beneficial owner of interest or royalties only if it receives those payments for its own benefit and not as an intermediary, such as an agent, trustee or authorised signatory, for some other person; 

			5. a permanent establishment shall be treated as the beneficial owner of interest or royalties: a) if the debt-claim, right or use of information in respect of which interest or royalty payments arise is effectively connected with that permanent establishment; and b) if the interest or royalty payments represent income in respect of which that permanent establishment is subject in the Member State in which it is situated to one of the taxes mentioned in Article 3(a) (iii) or… or to a tax which is identical or substantially similar and which is imposed after the date of entry into force of this Directive in addition to, or in place of, those existing taxes’. 

			2	Savings Directive2

			The Savings Directive, whose purpose is to ensure de facto taxation of cross-border interest payments in the State of residence of the beneficial owner, also contains a definition of the beneficial owner concept, though it differs slightly from that in the Interest & Royalties Directive. 

			Article 2(1) defines a beneficial owner as ‘any individual who receives an interest payment or any individual for whom an interest payment is secured, unless he provides evidence that it was not received or secured for his own benefit’. Although the definitions in the two directives differ, it might reasonably be assumed that it could not have been the intention to apply a different interpretation depending on which directive covered a given case.3 

			3	Impact on double taxation treaties

			The Interest & Royalties and Savings Directives have the merit that a definition is put forward for the concept of beneficial ownership. The question is what impact this has on the notion of beneficial owner in a double taxation treaty context. 

			In the absence of any reference in the directives’ definitions to the beneficial owner concept as contained in the OECD MTC, some authors are of the opinion that the two concepts should be interpreted separately4 whilst others feel that, when addressing this issue in a double taxation treaty context, national courts might be inclined to adopt the interpretation given to the beneficial owner concept by the ECJ in the context of the Interest & Royalties and Savings Directives.5 

			Interesting reference can be made in this respect to the ECJ’s decision in Cadbury Schweppes6 and Test Claimants in the Thin Cap Group Litigation.7 Although neither case addresses issues in respect of double taxation treaties, they do appear to suggest that only the more extreme examples of ‘artificial arrangements’ will be abusive enough to justify rules against it. Consequently, the question arises whether an anti-treaty-shopping provision, like a beneficial ownership clause, could only be deemed compatible with EU law to the extent that it specifically and exclusively targeted such artificial arrangements.8 This question has not yet been addressed by the ECJ. 

			4	The compatibility of domestic anti-abuse rules with EU law

			Both the Parent-Subsidiary and the Interest & Royalties Directive allow EU Member States to enact anti-abuse provisions to restrict their scope of application. 

			Article 1(2) of the Parent-Subsidiary Directive and article 5 of the Interest & Royalties Directive clearly stipulate that they ‘shall not preclude the application of domestic or agreement-based provisions required for the prevention of fraud or abuse’. The Interest & Royalties Directive goes on to state that ‘Member States may, in the case of transactions for which the principal motive or one of the principal motives is tax evasion, tax avoidance or abuse, withdraw the benefits of this Directive or refuse to apply this Directive’. 

			Any domestic anti-abuse rule should, however, be interpreted in line with ECJ case law on the matter. Useful reference can be made in this respect to the Leur Bloem case,9 in which it was stated that EU Member States ‘cannot confine themselves to applying predetermined general criteria but must subject each particular case to a general examination’. 

			To the extent that domestic anti-abuse rules can thus be deemed to be ‘predetermined general criteria’, they would seem not to be in line with EU law. Each particular situation should therefore be assessed separately in order to determine whether and how domestic anti-abuse measures actually apply. The question then rises under what circumstances a domestic anti-abuse provision can be applied to a specific transaction. As already mentioned, in Cadbury Schweppes, the ECJ clearly stated that specific anti-avoidance legislation combating tax avoidance (the UK CFC rules in that case) can only be justified when it seeks to tackle ‘wholly artificial arrangements’ aimed at circumventing domestic law. 

			Therefore, in defining the ‘abusive’ character of a transaction, interesting reference can be made to the principles set forth in Cadbury Schweppes. In terms of that case, a company that qualifies as ‘genuinely established’ and ‘carrying out actual services which are not devoid of economic purpose’ cannot be deemed abusive. It can therefore be concluded that, provided the recipient of the income (in that case dividends or interest) is genuinely established and carries on an economic activity for which it has the necessary premises, personnel, etc., it cannot be considered as an abusive operation. In such situations, taxpayers should therefore be able to invoke EU law to claim the relevant exemptions (in that case, from withholding tax). 

			Some EU Member States have made use of the derogation provided for in the Parent-Subsidiary and Interest & Royalties Directives and have instituted anti-abuse measures in their domestic law under which the directives do not apply. The two main examples in this respect are as follows. 

			4.1	Austria 

			 Following implementation of the Parent-Subsidiary Directive in Austrian tax law, the standard method for obtaining relief from Austrian dividend withholding tax is relief at source. Alternatively, where there is suspicion of abuse, a refund method is provided for. 

			The standard method (exemption at source) is only available, however, provided the EU parent company complies with certain substance requirements.10 These are based on Austrian domestic tax law and are further specified in an order issued by Austria’s Minister of Finance. 

			Under the order, relief at source is only available if the direct parent company of the Austrian entity distributing the dividends issues a written declaration confirming that: 

			•	it is an active company carrying on an activity that goes beyond pure asset management; 

			•	it has employees of its own; 

			•	it has its own office space. 

			In addition, the EU parent company has to provide a certificate of residence issued by the EU Member State in which it is resident. 

			The order does not provide any guidance or safe-haven rules as to the extent of the active trade or business required to safeguard the withholding tax exemption at source. Austria’s High Administrative Court deems these substance requirements to be in line with EU law.

			4.2	Germany 

			 The German Income Tax Act contains a rule against treaty and EU directive shopping,11 applicable to non-resident corporations claiming treaty or EU directive exemptions on income subject to source withholding in Germany.12 Amendments to this provision were adopted on 25 November 201113 in response to an infringement procedure initiated by the European Commission in 2010.14 15

			The rule prevents a non-resident (intermediate) company from claiming a treaty or directive exemption (or a lower tax rate) where the non-resident corporation has shareholders that would not be eligible for the particular exemption if they were to receive the income directly and if the functional requirements of article 50d(3) are not fulfilled (i.e. the company may not derive harmful revenue). The functional requirements are met insofar as:

			•	the company generates its gross income from its own active business activities; or

			•	with regard to the company’s gross income that is not generated from its own business activities:

			−	there are economic or other important reasons for use of the intermediate company in view of the respective income; and

			−	the foreign company is adequately equipped for carrying out its own business activities and for participating in general commerce.

			The Ministry of Finance has published official guidance on the application of article 50d(3) of the Income Tax Act.16 It defines ‘own business activities’ as activities that go beyond mere asset management and require active participation in general commerce. Moreover, the non-resident intermediate company has to participate actively, permanently and persistently in general commerce within the Member State of its jurisdiction.

			With regard to the notion of ‘economic or other important reasons’, the official guidance refers to non-resident companies that are used to start a new business activity. Such activities must, however, be proven.

			The amendments took effect on 1 January 2012, but also apply to all pending cases, which are positively affected by the amended rules.

			1 Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation applicable to interest and royalty payments made between associated companies of different Member States.

			2 Council Directive 2003/48/EC of 3 June 2003 on taxation of savings income in the form of interest payments.
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			 no economic or other relevant reason existed for interposition of the foreign corporation; 

			 the foreign corporation did not earn more than 10% of its total gross income in the particular fiscal year from its own business activity; or 
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			The UN level 

			Much like the OECD MTC, the UN MTC does not contain a clear-cut definition of the notion beneficial ownership. Article 10 of the UN MTC reads as follows:

			‘1. Dividends paid by a company which is a resident of a Contracting State to a resident of the other Contracting State may be taxed in that other State; 

			2. However, such dividends may also be taxed in the Contracting State of which the company paying the dividends is a resident and according to the laws of that State, but if the beneficial owner of the dividends is a resident of the other Contracting State, the tax so charged shall not exceed:

			− ___ per cent (the percentage is to be established through bilateral negotiations) of the gross amount of the dividends if the beneficial owner is a company (other than a partnership) which holds directly at least 10 per cent of the capital of the company paying the dividends;

			− ___ per cent (the percentage is to be established through bilateral negotiations) of the gross amount of the dividends in all other cases’.1

			The relevant sections of the UN MTC Commentaries on Article 10(2) are very concise and provide little or no guidance on how the notion beneficial ownership should be interpreted in a treaty context:

			‘5. The Group of Experts has amended the main provision of paragraph 2 in 1999 to bring it in line with that in the OECD Model Convention. Prior to the amendment, it was provided that such dividends could also be taxed in the Contracting State of which the company paying the dividends is a resident, but if the recipient is the beneficial owner of dividends, the tax was to be charged in the specified manner. This provision has been changed to provide that if the beneficial owner of the dividends is a resident of the other Contracting State, the tax would be charged in the specified manner. The same change has been made in paragraph 2 of articles 11 and 12 relating to interest and royalties respectively. The purpose of this amendment is to allow the benefits of these articles (namely, 10, 11 and 12) to a beneficial owner residing in that other Contracting State regardless of the residence of any agent or other intermediary collecting the income on behalf of the beneficial owner, and while continuing to deny this benefit, when the beneficial owner was not a resident of that other Contracting State, even if the intermediary collecting the income was a resident ... .

			14. The Commentary on the OECD Model Convention contains the following passages: ... ‘Under paragraph 2, the limitation of tax in the State of source is not available when an intermediary, such as agent or nominee, is interposed between the beneficiary and the payer, unless the beneficial owner is a resident of the other Contracting State ... States which wish to make this more explicit are free to do so during bilateral negotiations … ’.[para. 12]

			Whereas the OECD Commentaries on Article 10(2) provide for a modest attempt to define, or at least circumscribe the notion beneficial owner, no such attempt can be found in the UN Commentaries (except for a short reference to agent and nominee structures).

			During the run-up to the introduction of the 2011 update to the UN MTC, a discussion paper was published on key issues and proposals for changes to the UN MTC Commentary with regard to the concept of beneficial ownership.2 Although one would expect an actual discussion on several of the issues surrounding the concept of beneficial ownership as described throughout this chapter, the document explicitly (and regrettably) states that:

			‘12. The proposed changes draw upon some of the language of the latest version of the OECD MTC which it is believed assists the application of treaties following the UN Model, without entering into some of the controversies noted above’.

			The word ‘controversies’ in the above paragraph refers to the well-known discrepancies between the legal and the economic interpretation of the term beneficial ownership on the one hand, and the domestic and the international interpretation thereof on the other hand. None of those issues are discussed, however. Instead, the UN Discussion Paper merely refers to the Commentary on the OECD MTC and suggests inserting paragraphs 12 to 12.2 in the UN Commentary (which was done in the 2011 update of the UN MTC).

			As the United Nations Committee of Experts on International Cooperation in Tax Matters clearly states in the Discussion Paper, significant progress with respect to the interpretation of the term beneficial ownership would not be likely, given that there is little international agreement regarding the meaning of the term.

			Therefore, at this moment, the UN MTC and Commentaries thereto only seem to deliver little added value to the discussion surrounding many aspects of the term beneficial ownership.

			In corporate structures, typically the concept of beneficial ownership is less of a concern present (and challenged) compared to the notion of tax residence.

			This could be explained by the fact that the interpretation of the notion of beneficial owner, although introduced in the 1977 OECD MTC when it became a wide-spread concept, still remains rather vague today, resulting in great uncertainty on its exact meaning and scope.

			Indeed, neither the double taxation treaties, nor the OECD MTC or its Commentaries, nor the recent Discussion Draft provide any clear definition or guidance on the concept. The same goes for the (limited) case law currently existing on the subject matter, as Courts applied divergent approaches in cases dealt with so far. To date, no cases have been dealt with by the ECJ on the topic. 

			Lacking clarity, an interpretation of the notion is necessary. One alternative consists in referring to the domestic law of the state applying the treaty as a primary source for the interpretation, implying that it will take its meaning from that domestic law. The opposite alternative is that the domestic law of the state applying the treaty should be disregarded as the ‘context requires otherwise’ and that consequently the term should be given an autonomous international meaning. 

			We would definitely plead for an autonomous definition of the notion beneficial owner. In this respect, a narrow legalistic interpretation would most likely serve simplicity but it would – based on the underlying objective of the concept – definitely make more sense to apply an economic approach.

			A straight-forward solution might be to deny the qualification of beneficial owner to the recipient of dividends, interest and/or royalties if a certain percentage of the incoming revenue would be forwarded to another entity under whatever form that may be. Such a definition − which could be inserted in the OECD MTC and its Commentaries and/or in the bilateral treaties concluded between states − would link in the notion of beneficial ownership to the base erosion test as put forward in the LoB clauses. A measurable economical test of the like would definitely be clearer than the current (lack of) definition on the concept of beneficial owner and would thus avoid many different interpretations. 

			1 Similar wording can be found in Articles 11(1) and 12(1) UN MTC.

			2 UN Doc. E/C.18/2010/CRP.9 (2010) [Concept of Beneficial Ownership: Discussion of Key Issues and Proposals for Changes to the UN Model Commentary].

		

	
		
			Part 5: Substance in operating models

		

	
		
			Introduction

			A fair correlation between income and expenditure is vital for managers to assess where a group’s ‘true profitability’ lies. On this view, the relevance of transfer pricing in its purest economic sense cannot be overstated. A complicating factor, however, is the fact that businesses are constantly unbundling and re-assembling their value chains to increase their top line, drive down costs and generally respond to the global market place. Needless to say, it is quite easy to incorporate tax-efficiency into initiatives taken in this respect: most businesses will probably rightfully view tax as just another business cost, which should be managed effectively. It will come as no surprise that this can lead to hairy encounters with the tax authorities, who may question whether a transaction is ‘justifiable’ (was simply set up in a tax effective manner) and argue that it is purely tax-motivated (abusive). Combating artificial profit-shifting currently heads up the agendas of many tax authorities, and transfer pricing appears to figure foremost in tax officials’ minds according to the regular periodic polls. Nonetheless, the OECD Guidelines spell out very clearly that ‘the consideration of transfer pricing should not be confused with the consideration of problems of tax fraud or tax avoidance, even though transfer pricing may be used for such purposes’.1 

			1 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, Paris: OECD, 22 july 2010, paragraph 1.2.

		

	
		
			Substance and the arm’s length principle

			1	The concept of ‘economic substance’

			‘Functionality and risk profile’ are the governing concepts when dealing with transfer pricing.1 Compensation will usually reflect the functions that each enterprise performs, taking account of the risks assumed and assets used. At the end of the day, what needs to be established is whether commercial and financial relations are conducted under the terms that would prevail between independent enterprises engaging in similar transactions under similar circumstances. That is the very essence of a comparability analysis, which lies at the heart of proving compliance with the arm’s length principle. 

			The notion of ‘economic substance’ (or any equivalent concept) figures but seldom in the OECD Guidelines. The following instances are therefore particularly noteworthy: 

			•	the requirement in paragraph 1.48 that the ‘purported allocation of risk is consistent with the economic substance of the transaction. In this regard, the parties’ conduct should generally be taken as the best evidence concerning the true allocation of risk’; 

			•	the mention in paragraph 1.49 that ‘an additional factor to consider in examining the economic substance of a purported risk allocation is the consequence of such an allocation in arm’s length transactions’. This paragraph advocates that the more control a party has over a risk, the greater the share of risk that should be allocated to it;

			•	the passages where the OECD Guidelines deal with the recognition of actual transactions undertaken. Only in exceptional cases do they appear to endorse disregarding or substituting actual transactions.2 The first is ‘where the economic substance of a transaction differs from its form’.3 The second arises where form and substance match, but ‘the arrangements made in relation to the transaction, viewed in their totality, differ from those which would have been adopted by independent enterprises behaving in a commercially rational matter and the actual structure practically impedes the tax administration from determining an appropriate transfer price’.4 This instance has been subject to further development in chapter 9 of the updated OECD Guidelines, released in July 2010;

			•	the references in the OECD Guidelines to the ability of related parties to enter into a much greater variety of contracts than would be seen between unrelated parties. Tax administrations are therefore supposed to appreciate the ‘underlying reality behind a contractual arrangement in applying the arm’s length principle’;5 

			•	the position of the OECD Guidelines in referring to alternatively structured transactions between independent enterprises to screen compliance with the arm’s length principle. They state that ‘the tax administration should not disregard the controlled taxpayer’s purported assignment of (currency) risk unless there is good reason to doubt the economic substance of the controlled distributor’s assumption of currency risk. The fact that independent enterprises do not structure their transactions in a particular fashion might be a reason to examine the economic logic of the structure more closely, but it would not be determinative’.6 It is interesting that the OECD emphasises that the ‘differently structured uncontrolled transaction could be useful in determining the transfer price based on an (adjusted) comparable uncontrolled price’. 

			2	Allocation of functions, risks and intangibles

			Ultimately, the key factor in any dealings under article 9 OECD MTC is that both the tax administration and the taxpayer should endeavour in good faith to show that their transfer pricing determinations are consistent with the arm’s length principle. A proper ‘functional analysis’ is crucial.

			2.1	Functions 

			‘Functions’ are the activities that each of the entities engaged in a controlled transaction undertakes. Typical business functions are research, purchasing, manufacturing or sales, to name but a few. As a matter of principle, the more functions an entity performs, the higher the remuneration it should earn. First, it has to be determined which entity has responsibility for a particular function, risk or intangible. Next, the relative importance of each function in that transaction, industry and market needs to be analysed. Take, for example, the consumer goods market, with products differentiated by image and brand-name recognition, which is a sector where marketing and advertising may be of far greater importance than in, say, the chemical sector.7 

			2.2	Risks 

			Market risk, inventory risk, credit risk, product liability risk, foreign exchange risk and so forth all represent various kinds of risk that may materially impact a company’s rate of return. If a parent company protects its manufacturing subsidiary against adverse market conditions, the latter should sell to its affiliates at considerably lower prices and own lower levels of profit than if it were to assume full entrepreneurial risk. Were it to do so, sufficient capital resources would be imperative to enable the subsidiary to cope with market volatility.8 In the same way as with functions, risks, too, can vary markedly across industries and geographic markets. A typical example is the fact that credit risk may be non-existent in, say, the retail trade, where customers are required to pay upfront, whereas payment terms of up to nine months may be common in others. 

			2.3	Intangibles

			A transfer pricing analysis must determine what types of intangibles, i.e. manufacturing-related ones such as patents versus marketing-focused ones such as trademarks (or both), account for the success of a particular product or service. 

			3	OECD discussion draft of chapter 6 of the OECD Guidelines on ‘Intangibles’

			On 6 June 2012, the OECD Discussion Draft of Chapter 6 of the OECD Guidelines was released (‘Discussion Draft on Intangibles’). It goes on to clarify that not all intangibles are valuable and certainly not all deserve a separate compensation or give rise to premium returns in all circumstances (e.g. non-unique or easily accessible know-how). Therefore contractual agreements and legal registrations continue to be seen as a valid and necessary starting point for assessing whether there is a valid entitlement to intangibles-related returns. However, the actual conduct of the parties/substance of the transaction involved remains the key test in allocating entitlement to such returns. 

			Here, the Discussion Draft on Intangibles takes guidance from Chapter 9 of the OECD Guidelines to stress the importance of notions such as ‘control over functions (and risks)’ – entitlement from intangibles’ related returns needs to stem from the performance (including having the requisite capability and capacity) and control (and when outsourced to affiliates or third parties, the oversight and management responsibility) of the important function(s) related to the ‘development enhancement, maintenance and protection’ of the intangible (and bearing the necessary costs and risks thereof). This notion is further developed in the next section.

			Conversely, where a party passively bears costs related to the intangibles but does not control the risks or critical functions related thereto, intangibles’ related returns should not be attributable to such party. Any such determination should be supported by a rigorous comparability analysis as such activity could equally have been outsourced to a third party (that as a matter of principle would not create a claim of a stake in an intangible. As part of such assessment the Discussion Draft on Intangibles also integrated comments on the use of a form of a ‘bright line test’ where one should evaluate whether or not a party has borne costs and risks or performed functions disproportionately compared to independent parties.

			As a consequence, the continuous evolution of multinational enterprises and increasing complexity in intangibles-related issues has most certainly amplified the strain on traditional principles of international taxation and transfer pricing. Indeed, traditional ways of approaching intangibles and profit allocation may no longer be adequate to take into account changing market dynamics – which force a group to constantly re-examine how it plans, measures and balances the group’s managerial, operational and tax needs. As international tax rules become more complex, multinational enterprises will need to closely align their tax and operational needs and adopt more novel ways to bridge this gap.

			It is fundamental to the economist and one of the principles underlying the OECD Guidelines that the more significant the assets, risks and functions are, the greater should be the likelihood of obtaining more economic reward to the entity owning those assets, assuming those risks or carrying out those functions. In transfer pricing, one will typically attribute the greater part of a company’s reward to intangible assets, financial risks and entrepreneurship. Assets, risks and functions tend to be rather more mobile than physical assets. In order to take advantage of these economic principles, the business may very well look for a relatively low-tax jurisdiction to host an entity where these highly mobile and profitable intangibles, risks and functions can be located – plus the profits and tax that may be considered to be associated with them.9 

			Although an economist would probably maintain that ‘putting capital at risk’ is a predominant element in assessing the party to which the bulk of the result should flow, capital alone is not viewed by the OECD as an appropriate way to attribute profits: an entity should have the people credibly capable of managing (entrepreneurial) risks. It is in this way that the substance requirement is reflected in transfer pricing matters. 

			1 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators, Paris: OECD, 22 July 2010, paragraph 1.42. (‘OECD Guidelines’)

			2 OECD Guidelines, paragraph 1.64.

			3 OECD Guidelines, paragraph 1.65.

			4 OECD Guidelines, paragraph 1.65.

			5 OECD Guidelines, paragraphs 1.67 and 9.185.

			6 OECD Guidelines, paragraph 1.69.

			7 X, ‘International Transfer Pricing 2011’, London: PwC, 2011, 53-54.

			8 X, ‘International Transfer Pricing 2011’, London: PwC, 2011, 55.

			9 S. Hasson and I. Verlinden, Are Tax-Efficient Structures Still Efficient?, The Tax Journal, 9 October 2006, 18.

		

	
		
			The OECD proceedings on business restructurings 

			1	Historical context

			The OECD’s publication of its update of chapters I-III of the OECD Guidelines came in conjunction with its final guidance on business restructurings, which were set down in a new chapter. This chapter 9 of the OECD Guidelines combines the four issues notes, which were introduced in a document entitled ‘Transfer Pricing Aspects of Business Restructurings: Discussion Draft for Public Comment, 19 September 2008 – 19 February 2009’ (the ‘BR Draft’).1

			This project goes back several years and was inspired by a pressing need to carefully look at taxpayers operating across national borders that were increasingly engaging in unbundling and reassembling parts of their value chain. The OECD saw that internal reallocations of functions, assets and risks within multinational companies often led to disagreement between taxpayers and tax authorities. Some even had an ‘emotional flavour’ as tax authorities complained about the lack of legal armoury against typical tax-efficient ‘entrepreneur structures’ that were deemed to lack economic substance. Conversely, taxpayers felt that insufficient or no attention was paid to the case-specific context. ‘Too little’ economic substance led to transfer pricing attacks outside the country of the principal company, whereas ‘too much’ of it led to permanent establishment issues.

			Needless to say, the OECD’s mission also served another purpose: alongside accommodating multinationals that were effectively deploying functions, risks and (potentially) intangibles across countries, a key priority was to help governments combat structures resulting from mere ‘smoke and mirrors’ operations that channelled premium profit to tax-effective jurisdictions with little if any actual change in how the business was run.

			We provide here an overview of the process that has been undertaken in arriving at today’s guidance on business restructurings. It focuses on the milestones in the process – that is, the June 2009 consultation meeting, followed by the discussion draft that served as a basis for a new chapter 9 in the OECD Guidelines. The main amendments to the discussion draft implemented in the OECD Guidelines, reflecting the key areas of debate that arose from the consultation meeting, are discussed below. Particular focus is placed on what was probably the most controversial topic during the consultation process: analysis of the circumstances under which governments can disregard or recharacterise business restructurings. 

			2	Transfer pricing aspects of business restructurings 

			2.1	The BR Draft

			The discussions got underway in January 2005 in the form of a roundtable, followed by the establishment of a joint working group of government experts on treaty and transfer pricing issues. This Working Party No. 6 further examined some of the treaty and transfer pricing issues raised at the roundtable, resulting in the ‘BR’ Discussion Draft.

			While the BR Draft reflected consensus among OECD member countries on many issues, it also quite openly suggested a lack of consensus among governments on certain critical issues.

			The BR Draft generated tremendous interest within the business community, as evidenced by more than 500 pages of written comments provided to the OECD on its work. While the written comments generally praised the OECD‘s work on business restructurings, they also reflected significant disquiet in the business community over some key issues addressed in the BR Draft.

			Intense, continuing interest in the topic was manifested by the fact that more than 150 people attended the Paris public consultation on the discussion draft (9-10 June 2009).2 The public consultation provided an opportunity for a face- to- face exchange of views between governments and the business community by bringing together representatives from more than 30 national tax agencies, the OECD Tax Policy Directorate and the business community, including company tax directors and members of advisory firms to discuss points of disagreement arising from the BR Draft. While it was not expected to result in a full meeting of the minds, it did usefully air critical issues addressed in the BR Draft and was a means to helping the OECD promote rapprochement between, or even resolve, dissenting views through its continuing deliberations. 

			A major effort must have been made by Working Party No. 6 to give form to the commitments voiced by the working party chair at the June 2009 consultation meeting. They included clarifications to better reflect the interpretation adopted by Working Party No. 6, strongly endorsing the points of agreement on the final text, making some wording less subjective or ambiguous in order to mitigate the risk of double taxation and continuing to work on areas in which there was an apparent lack of consensus so as to remove uncertainty for business.

			The final text shows that these efforts bore fruit in large measure, though controversial areas do persist. Still, it is fortunate that the final document reflects the consensus views of OECD member states, thus to a large extent mitigating the risk of ‘casuistic interpretation’.

			2.2	Final OECD guidance on restructurings 

			Among other things, the final guidance urges groups to carefully consider the ‘substantiation’ of a restructuring prior to engaging in transactions that alter the functionality and risk profile of affiliates. Evidencing business rationale is key and, consequently, anyone dealing with the tax aspects of ‘substance’ will have good reason to take counsel from the final guidance. 

			Chapter 9 offers final guidance on how to apply article 9 of the OECD MTC to the allocation and transfer of risks among related parties as well as the question of whether and when internal business restructuring transactions require arm’s length compensation or indemnification. The final guidance also answers the questions of how transfer pricing rules should apply to parties in a business restructuring transaction following the restructuring and whether and when governments can disregard a taxpayer’s restructuring for the purposes of applying transfer pricing rules. 

			The guidance is not intended to suggest changes to the OECD Guidelines but instead serves only to clarify them. It emphasises that it deals with the application of article 9 OECD MTC and should be seen as distinct from the ‘Authorised OECD Approach’ (see Part 3, Substance, permanent establishments and OECD Guidelines, section 6), which deals with the allocation of business profits under article 7 OECD MTC. This means that the final guidance on business restructurings should be interpreted separately from permanent establishment related proceedings.

			As indicated, the final guidance represents the culmination of a lengthy process of drafting and consultation. The main concern on this score was that the existing guidance could be interpreted as allowing governments to recharacterise individual contract terms where substance was found to differ from form or where the terms were not arm’s length. The intent of the final guidance was to eliminate the perception that the guidance extended the circumstances under which a tax administration may disregard a transaction.

			Moreover, further clarification was requested for some of the terms used, including ‘economic substance’ and ‘commercially rational’, a vague notion creating serious exposure to recharacterisation based on the bare assertion that independent parties would not have undertaken the transaction in the same way.3 

			2.3	Definition of a business restructuring 

			There is no legal or universally accepted definition of business restructuring. In the context of the transfer pricing aspects, a business restructuring is defined as the cross-border redeployment by a multinational enterprise of functions, assets and/or risks.4 

			2.4	Recognition of actual transactions

			 One of the most controversial is the analysis of the circumstances in which governments can disregard or recharacterise business transactions. 

			The OECD Guidelines state that, in the context of article 9, an examination of how the arm’s length principle is applied should start from the transaction actually undertaken by associated enterprises.5 These business operations can be organised by multinational enterprises as they see fit, without tax administrations dictating how to design and structure them. Moreover, it is recognised that tax considerations may be a factor in businesses acting in their own best commercial and economic interests.6 

			The OECD Guidelines list two exceptions where it may be appropriate and legitimate to disregard the structure adopted by a taxpayer in entering into a controlled transaction. The first is where a transaction’s economic substance differs from its form and the second is where form and substance are the same but the transaction or arrangement differs from what would have been agreed by independent enterprises and an arm’s length price cannot be determined reliably.7

			At the same time, the OECD recognises that associated enterprises should behave as would be expected from independent enterprises in negotiating and agreeing the terms of a particular arrangement.

			>	Dutch Supreme Court, 25 November 2011

			On 25 November 2011, the Dutch Supreme Court ruled in a case in which it gave a rule of thumb on how to treat interest on intercompany loans where a third party would not have been willing to provide the same loan in comparable circumstances.8 The court’s main reasoning9 was that the loan’s risks and characteristics related to an underlying portfolio and, as a consequence, it had been provided such that the lender assumed a credit risk that no third party would have accepted. Hence, the credit risk that the lender assumed could be deemed to be incurred solely in its capacity as a shareholder and not as a creditor. Therefore, the loan could be characterised as non-arm’s length and the (credit default) loss incurred by the taxpayer was treated as non-deductible. Furthermore, the court’s considerations followed the OECD principles, stating that legal form is basically decisive for fiscally characterising the provision of financial resources. However, there are three exceptions to this rule: 

			•	where the economic substance of a loan transaction differs from its form; 

			•	where the loan is participatory; and 

			•	where, at the time the loan is granted, it is already clear that the capital will not be repaid (at least in part).

			Of importance in this respect is that the approach chosen by the Dutch Supreme Court appears to be in line with the guidance on the second case described in the OECD Guidelines, i.e. in which the form and substance of the transaction are the same, but the transaction or arrangement differs from what would have been done by independent enterprises, and an arm’s length price cannot be determined reliably.10 Therefore, the court did not recharacterise the interest as a dividend, but instead rejected its deductibility based on a general application of the arm’s length principle.

			The lack of any uniform approach to what might be considered exceptional circumstances has been a growing cause for concern among stakeholders in a business-restructuring context, and may give rise to controversy. The issue is addressed in part four of chapter 9 of the OECD Guidelines, which aims to provide more guidance on ‘exceptional circumstances’. The OECD seeks to strike a fair balance between the unique features of multinational enterprises, on the one hand, and the need to safeguard consistency with what independent enterprises in similar circumstances would do, on the other.

			2.5	Only in special cases 

			Non-recognition of a transaction is not the norm but an exception to the general principle that a tax administration’s examination of a controlled transaction should ordinarily be based on the transaction actually undertaken by the associated enterprises as structured by them. Non-recognition of the actual transaction or arrangement is therefore limited to exceptional cases. 

			‘Exceptional’ means ‘rare’ or ‘unusual’, and the OECD Guidelines state that, in most cases, it is expected that the arm’s length principle can be satisfied by determining appropriate pricing for arrangements as actually undertaken and structured.11 

			As mentioned, exceptional cases are those in which substance differs from form, or in which independent parties in comparable circumstances would not have characterised or structured their affairs as the associated enterprises have done, and an arm’s length price cannot be determined reliably.

			That means that the mere fact that an associated enterprise arrangement is never seen between independent parties does not mean that it is not at arm’s length. The determination of what independent parties might have been expected to do should be based on the options realistically available to them – that is, on the notion that independent enterprises will not enter into a transaction if they see an alternative that is clearly more attractive, taking into account all the relevant conditions of the restructuring. Unfortunately, expectations of ‘normal commercial behaviour’ continue to apply, which could pave the way for controversy.

			2.6	Risk allocation 

			The issue of risk allocation is closely connected to the potential disregard of business restructuring transactions. When this issue is compared to the wording of the BR Draft, removal of the assertion in paragraphs 1.48-1.56 of the OECD Guidelines, which grant licence for the recharacterisation of contractual terms, is a significant and highly welcome change. As a result, mismatches between the contractual location of risk and the location in which ‘control over risk’ is exercised are now more likely to be addressed through pricing adjustments rather than recharacterisation. However, care should be given to the provision that ‘a tax administration is entitled to challenge the purported contractual allocation of risk between associated enterprises if it is not consistent with the economic substance of the transaction’.12 In addition, paragraph 1.64 of the OECD Guidelines should be borne in mind when dealing with the allocation of risks, as it could still be applied to that effect in exceptional circumstances.

			When testing whether the arrangements adopted accord with the results of independent enterprises behaving in a normal commercial manner, it is stated that ‘it is not sufficient from a transfer pricing perspective that a restructuring arrangement makes commercial sense for the group as a whole’.13 The OECD strongly reassesses the need to consider the restructuring from the perspective of each individual taxpayer on a stand-alone basis. The guidance does however state that, where a reorganisation is commercially rational for the group as a whole, it is expected that an appropriate transfer price will generally be available, taking into account the rights and other assets, expected benefits from the arrangement and realistically available options.14 

			In addition, a number of clarifications have been made to the BR Draft on the allocation of risk as a critical factor in the functional analysis of the expected return from a transaction.

			Where reliable data cannot be found evidencing a similar allocation of risk, a relevant (but not determinative) factor that might assist in this is to examine which parties have the greater control over risk.15 The location of such control as an important factor in deciding where the consequences of risk reside for pricing purposes, plus the size of the financial capacity to assume that risk, is elaborated on in more detail than in the BR Draft. The guidance clarifies that assuming the risk could mean having the capacity to bear the consequences of the risk if it were to materialise or to put in place a mechanism to cover it. Furthermore, it is stated that, if the purported bearer of risk does not have the financial capacity to assume it, it may effectively have to be borne by the transferor, parent company, creditors or another party.16

			The assessment of the reallocation of significant risk and its consequences is summarised in the diagram below.17 It illustrates that risk allocation should first be determined using comparable evidence showing how third parties actually divide risk up, starting from an examination of the contract terms. If no data is available evidencing a similar allocation of risk in comparable uncontrolled transactions (which is very likely to occur), then it is necessary to determine how third parties would allocate the risk. As this determination is subjective by nature, the OECD Guidelines suggest factors that might indicate how independent enterprises would allocate the risks at arm’s length: these are the location of control over the risk and the financial capacity to bear the risk.18

			2.7	Options realistically available 

			Concerns were raised during the consultation process on the discussion surrounding ‘options that would have been realistically available at arm’s length’. Some suggested this was not a relevant inquiry at the level of the individual entity since decisions in a multinational group are made on a group basis and for group purposes. Others suggested that the obligation to consider and provide documentation for numerous alternatives would be administratively burdensome. Finally, some suggested that consideration of purely hypothetical options would be unlikely to advance the analysis.

			Changes were made by the OECD in drafting the final paragraphs to clarify that there is no requirement for taxpayers to analyse and document every last possible option that is realistically available. Rather, the intention is that, if there is a realistically available option that is clearly more attractive, it should be considered in analysing conditions under which the restructuring is done.19 

			However, the OECD believes, as stated in chapter 9 of the OECD Guidelines, that ‘consideration of options available at the individual entity level may be relevant in applying the arm’s-length principle to a business restructuring’.20

			Overall, the concept of ‘options realistically available’ plays a more pivotal role throughout the final guidance, and particularly in the section on compensation for the restructuring itself. The concept is most significantly applied at individual entity level, and the alternatives theoretically available to each party should be taken into account in determining the appropriate levels of compensation to be paid.

			The concept of ‘options realistically available’ seems to build on the economic theory of opportunity cost and rational decision-making – a concept that may be troublesome to align with the arm’s length principle. Indeed, from the multinational entity’s perspective, a decision is likely to be rational if it increases the value of the multinational enterprise. The decision to streamline is probably rational because it is expected to have a positive net present value and makes sense from an opportunity cost perspective (referring to the value of the next-best alternative forgone, which is the option not to streamline). Chapter 9 of the OECD Guidelines seems to require both parties engaging in a business restructuring (the transferor and transferee) to assess their respective realistically available options. This would imply that both need to value these options on a net present value basis and then engage in a transaction only if they are both not worse off compared to their respective next-best alternatives. Such an approach even brings the relative bargaining positions of the parties into the equation, a topic on which relevant national case law has been handed down and which may consequently be fertile ground for controversy going forward.

			2.8	Transfers of profit potential 

			This area was also subject to significant debate during the consultation process as a number of commentators stated that the term was confusing and unclear. The final guidance states that an independent enterprise does not necessarily receive compensation when a change in its business arrangements results in a reduction in its profit potential or expected future profits. The arm’s length principle does not require compensation for a mere drop in the expectation of an entity’s future profits. The question is whether there is a transfer of something of value (rights or other assets) or a termination or substantial renegotiation that would be compensated between independent entities in comparable circumstances.21 

			It further states that, if there is a transfer of rights or other assets or of a going concern, then ‘profit potential should not be interpreted as simply the profit or loss that would occur if the pre- restructuring arrangement were to continue indefinitely’.22 

			In addition, there should be no presumption that a termination will give rise to an indemnification. This depends on rights and other assets and options that are realistically available. Moreover, ‘the arm’s length principle does not require compensation for a mere decrease in the expectation of an entity‘s future profits’.23 

			These candid statements are to be welcomed, but the concept of the transfer of ‘something of value’ looks deliberately vague and the wording will not assuage the misgivings expressed during the consultation process concerning the broad definition of assets. In particular, suggestions that an interest in property would have to be present before indemnification is required are rejected. The term ‘something of value’ is probably deliberately intended to be broader than just transfers of property interests.

			An illustration of this concept is to be found in a case in which the Paris Administrative Court considered the transfer by a multinational group of its cash pool from a French affiliate to a Swiss group entity. The taxpayer argued that cash-pooling activities were only general administration activities that were of no intrinsic value, resulting in a limited but stable income. To support this, the taxpayer argued that the routine activities were performed by the French entity (the cash-pool leader) for the exclusive benefit of affiliates and to the exclusion of third parties. In particular, it argued that the French entity should not have received any compensation for the transfer of the cash-pooling activities because it did not constitute a transfer of a real and valuable client. The court found against the taxpayer and held that the transfer of cash-pooling activities from the French cash-pool leader to a Swiss group entity without any compensation should be considered an indirect transfer of profits since the court viewed the cash-pool participants as clientele.24 The decision demonstrates that multinationals should pay particular attention to business restructuring issues, not only when dealing with autonomous activities but with intra-group activities as well. 

			Guidance is also given on transfers of businesses that could give rise to a going concern. It is necessary to have transferred a ‘functioning, integrated business unit’, which is further defined as a ‘transfer of assets bundled with the ability to perform certain functions and bear certain risks’.25 Examples are given, but this is also likely to be an area where uncertainty will reign. The current workforce is probably a good example of an area liable to give rise to debate. It is good to see that the OECD is committed to shed clarity on these topics through the update on Chapter 6 of its guidelines, dealing with intangibles.

			2.9	Intangibles 

			The June 2009 consultation meeting revealed a difference of opinion among the stakeholders as to how a business restructuring involving transfers of high-value intangibles should be treated. Some governments expressed the view that disregarding transfers of ‘crown jewel’ assets should be allowed, since these transactions would never be commercially rational from the transferor’s perspective. Conversely, business representatives suggested that the question should rather be how to value the transferred intangibles rather than whether to disregard the transaction.

			The explicit disagreement between governments over the treatment of restructurings involving high-value intangibles appears to have abated. The dissenting paragraph that originally followed the first example at the end of Issues Note 4 in the BR Draft said that some governments were of the view that companies would not sell ‘crown jewel’ assets at arm’s length prices.26 Now, it appears that, unless the ‘exceptional’ standard for recharacterisation is met, the proposal put forward by business commentators seems to be endorsed, with such cases having to be addressed from a valuation perspective. 

			Following an intensive consultation process, the OECD released its Discussion Draft on Intangibles.27 Based on the Discussion Draft on Intangibles, a thorough understanding and analysis of a multinational group’s global business, i.e. the corporate value chain is pivotal to ascertain whether and if so to what extent a group’s affiliates may be entitled to a return in ‘something of value’ (referred to in Chapter 9 of the OECD Guidelines) irrespective of the characterisation or definition (legally, accounting or for example for withholding tax purposes). Therefore, the hope is to cover quite some ‘open ends’ in Chapter 9 solved via the update of Chapter 6 on the Transfer Pricing Aspects of Intangibles in a not too distant future (see also Part 5, Substance and the arm’s length principle, Section 3).

			2.10	 Other features and observations 

			Most of the section on post-restructuring pricing has been removed, as the rewrite of chapters I-III addresses these aspects. The fundamental principle is that transactions among controlled entities occurring after a business restructuring should be governed by the same transfer pricing rules as apply to controlled transactions that do not follow on from a restructuring. 

			The helpful guidance on pricing for procurement structures has been retained, as have the examples of restructurings to illustrate the threshold for what is likely to be allowed and what is not. There is a recommendation that it is ‘good practice’ to document how synergies impact at group level and at local entity level, which might imply that there is an expectation that they will be shared. The topic of synergies is likely to be addressed in more depth throughout the intangibles project that the OECD is embarking on, as mentioned above.

			Inevitably there remain several areas where there is scope for significant disagreement, but, overall, the OECD has undoubtedly set down a key milestone in helping taxpayers and governments mitigate the risk of a surge in international disputes. The final guidance provided in chapter 9 of the OECD Guidelines demonstrates more conceptual consistency, more clarity and more consensus than the initial technical content contained in the BR Draft did.

			Despite there being no particular date by when it comes into force, some countries have already introduced regulations on the taxation of business restructurings. Germany, for example, is one of the first OECD countries to introduce extensive legal regulations on the taxation of cross-border business restructurings. The Australian tax office has issued a ruling in which it discusses application of the transfer pricing provisions to business restructurings by multinational enterprises. The New Zealand tax authorities have posted a questionnaire on their website with typical issues to address when documenting major restructurings. One of these is whether the reduced entity is rewarded for all functions, assets and risks including those not specifically transferred and that can still be regarded as profit drivers. New Zealand also questions who has borne the restructuring costs and whether any deduction has been claimed on fixed-life intangible property as a result of the restructuring.28

			With the new chapter 9 in its guidelines, the OECD successfully balances the needs voiced by a wide spectrum of stakeholders. Where the drafts and consultations created – to put it mildly – ‘monitored expectations’ as to whether a consensus document could ever be achieved, the OECD has demonstrated the answer is ‘yes’ and has thereby confirmed its reputation as a body that fixes the rules of the game. 

			That said, it should not be assumed that the picture is all that rosy in practice. Multinational groups will continue to unbundle and reassemble their value chains across national borders, and governments may not much like having the ‘sweet trolley’ moved out of reach. The final guidance offers them effective ammunition, particularly as the requirement continues to be that overall group benefit is not enough to be immune from challenge. High hopes are being placed in the update of chapter 6 of the OECD Guidelines on the Transfer Pricing Aspects of Intangibles: at the end of the day, intangibles often truly reside in the sweet spot of the value chain and governments love to tax the premium profit they can generate. The bigger battle may yet be to come.
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			Transfer pricing and various treaty provisions 

			1	Treaty shopping and transfer pricing 

			In the field of transfer pricing, there is a tendency to just assess articles 5, 7 and 9. However, a comprehensive critical analysis of the OECD MTC may reveal other stipulations that are of relevance in the substance debate from a simple transfer pricing angle. Particularly, rules come into play to prevent indirect use of a double taxation treaty by persons not otherwise entitled to its benefits on the ground that they reside in one of the Contracting States: this is commonly referred to as treaty shopping. The reasoning is that eligibility to a treaty’s entire benefits may depend inter alia on a specific requirement of what transfer pricing practitioners call ‘functionality’. However, in treaty-shopping jargon, notions such as the ‘regular trading test’ and either the ‘management or control’ or ‘primary trading’ test are the norm. The second is more relevant in this context since the others merely deal with how the company’s stock is traded. Under the ‘management and control test’, the company’s primary ‘place of central management and control’ must be in the treaty country where the company is resident.

			2	Example: the US-Belgian limitation on benefits (LoB)1 clause in article 21 

			The LoB article is of general scope. Consequently, its application is not limited to dividends, interest and royalties, as was the case for the ‘old’ treaty in force up to 1 January 2008. 

			One of the relevant criteria in terms of substance is the alternative qualifying condition of primary ‘place of management and control’ under article 22(2)(c) of the US Model Treaty. This test requires that officers and senior management employees exercising day-to-day responsibility for the bulk of the strategic, financial and operational policy decision-making of the company (including direct and indirect subsidiaries) should be located in the residence State. In addition, staff supporting management in making those decisions should also be based in that State. In other words, the entire chain of management functions (from executive decision-makers to executive decision-executors and management support staff) should be located in the Contracting State where the company is resident. In sum, it seems that the bigger picture has to be taken into account. If only key entrepreneurial decision-takers are located in the Contracting State, the company might well qualify as a resident of that Contracting State, but it may not pass this LoB test (see Part 6, Tests, section 1). 

			It is incidentally worth considering how this provision relates, say, to the notion of ‘significant people functions’ in the context of a permanent establishment (article 7 OECD MTC). 

			One further interesting aspect is that a Belgian company’s eligibility for the benefit of the zero-rate provision for dividends received from a US company is subject to a more stringent set of LoB requirements than would be seen in the normal course of events; four conditions apply: 

			•	the public trading test must be satisfied; 

			•	the base-erosion test must be met and the active trade or business condition satisfied (which goes further than is the case in many other instances); 

			•	the derivative benefits test must be satisfied; and 

			•	a favourable determination must be given by the competent authority. 

			The requirement for active conduct of a trade or business, also called the ‘activity provision’; it requires an effective entrepreneurial activity, meaning that genuine economic motives are needed to maintain an entity in a certain country and undertake investments or deposits in the source country through that entity. 

			No reference is made in the treaty to ‘trade or business’. This term has to be interpreted according to internal law. From a US perspective, an entrepreneurial activity requires an independent economic undertaking aimed at realising profit, which is assessed on a case-by-case basis. Quantitative elements are relevant such as the frequency, content and duration of the activities, but qualitative ones also come into play in order to differentiate a business activity from an investment. It is imperative that executives and other personnel perform substantial operational activities. There is thus a clear substance need, which would probably be translated in transfer pricing jargon into the utilisation of people who carry out relevant functions from a functional analysis perspective. 

			The provision also sets down requirements as to the compatibility between the activities in the two countries, referred to as the ‘complementarity test’. 

			Finally, article 21(5) of the treaty also contains a specific provision on ‘headquarter activities’: a company functioning as a headquarters company for a multinational corporate group is also entitled to all treaty benefits if it meets certain criteria in terms of operations, size and origin of profits as listed in the treaty. Amongst other things, the company should carry out a substantial portion of the overall supervision and administration of the group, which may include, but may not be principally, group financing. In addition, the headquarter company should have and exercise independent discretionary authority to carry out these functions. From a transfer pricing perspective, this again boils down to having the right ‘functions’ in the right place with sufficient people that have the necessary capabilities and authority to carry them out independently.

			LoB clauses are aimed at preventing the use of conduit entities and it is unlikely that an analysis under transfer pricing provisions such as article 9 (or even article 7) would be the appropriate means to assess whether or not parties are indulging in treaty shopping. 

			In making their domestic legislation attractive to foreign investors, countries are anxious to ensure only enterprises engaging in genuine economic activity are entitled to benefits. 

			As a proper functional analysis is in any case an appropriate exercise to undertake, for instance even just to substantiate payments in the form of services, royalties, etc. as opposed to dividends, it may be a good idea to bear in mind the ‘leverage potential’ of a proper transfer pricing compliance file for other purposes. 

			1 The LoB provision is in article 22 of the most recent version of the United States Model Income Tax Convention.

		

	
		
			Part 6: Special feature

			‘Limitation on benefits’ clauses

		

	
		
			Introduction

			Qualifying as, say, a resident under an applicable double taxation treaty or having beneficial ownership of a certain type of income may still not be enough to claim tax treaty relief, especially when dealing with the United States of America. The USA typically applies an LoB provision in the majority of its double taxation treaties that have been (re-)negotiated since it issued its updated Model Income Tax Convention on 20 September 1996. 

			Currently, the US double tax treaties with an extensive LoB provision include amongst others those with Belgium, Bulgaria, Canada, Denmark, Estonia, Finland, France, Germany, Iceland, Ireland, Luxembourg, Malta, and the UK.

			When a LoB provision applies, it will be important to take that into account when doing the substance analysis discussed in parts 2, 3, 4 and 5 as this may influence the outcome. 

		

	
		
			The purpose and scope of LoB clauses

			1	Purpose

			According to the United States Treasury Department, the LoB provision contains anti-treaty-shopping1 provisions that are intended to prevent residents of treaty countries from benefiting from what is intended to be a reciprocal agreement between two nations.2 In other words, the United States takes the view that an income tax treaty with benefits that can be claimed by all residents of the other Contracting State poses a high risk of misuse by third-country residents (that have no – or a less beneficial – tax treaty with the United States) interposing a conduit company in the Contracting State, and thus gaining access to treaty-benefited income.3 

			Therefore, the LoB provision does not rely on a determination of purpose or intention but instead sets forth a series of objective tests. A resident of a Contracting State that satisfies one of the tests will benefit regardless of its motivation in choosing its particular business structure.4 

			The assumption underlying each of the LoB tests is that a taxpayer that satisfies the requirements of any of them probably has a real business purpose for the structure it has adopted, or has sufficiently strong nexus to the other Contracting State. In such a case, this will warrant the benefit, even in the absence of a business connection, and this business purpose or connection outweighs any purpose of obtaining the benefit of the treaty.5

			Finally, it is important to note that the LoB provision and the anti-abuse provisions of domestic law complement each other. The LoB provision effectively determines whether an entity has sufficient nexus to the Contracting State to be treated as a resident for treaty purposes, while domestic anti-abuse provisions (e.g. business-purpose, ‘substance-over form’, step-transaction or conduit principles) determine whether a particular transaction should be recast in accordance with its substance. Thus, internal law principles of the source State may be applied to identify the beneficial owner of an item of income; subsequently, the LoB provision will be applied to the beneficial owner to determine if that person is entitled to the benefits of the treaty with respect to such income.6 

			2	Scope

			Below, we highlight a number of examples indicating the substance requirements imposed by LoB provisions for entitlement to treaty benefits. As a starting point for our analysis, we focus on the LoB provision included in article 22 of the most recent version of the United States Model Income Tax Convention (15 November 2006 – the ‘US Model’). 

			Where required, reference is also made to the Belgian- United States double tax treaty (‘the Treaty’) signed on 27 November 2006 and coming into force on 28 December 2007.7 

			In general, the US Model provides for the following LoB tests:

			•	individuals – article 22(2)(a); 

			•	the Contracting State or any political subdivision or local authority thereof – article 22(2)(b);

			•	publicly traded companies and subsidiaries of publicly traded companies – article 22(2)(c);

			•	pension funds and non-profit organisations – article 22(2)(d); 

			•	ownership/base-erosion test (‘look-through’ provision) – article 22(2)(e); 

			•	active trade or business test – article 22(3);

			•	competent authority procedure – article 22(4). 

			The Treaty, on the other hand, provides for the following additional LoB tests:

			•	derivative benefits test (‘equivalent beneficiary’ provision) – article 21(3);

			•	headquarters test – article 21(5);

			•	triangular case limitation test – article 21(6). 

			We illustrate the different examples on the basis of the following base case.

			ABC Co is a company incorporated in country A and has its seat of incorporation and its seat of management there. For domestic corporate income tax purposes, it is considered to be resident in country A and is subject to corporate income tax on its worldwide income there. For Treaty purposes, it will also be treated as a resident company of country A on the basis of article 4(1).

			ABC Co is a management consulting firm with a wide client and staff base. Various ABC Co consultants are working on a project in the USA at the premises of a US client. The project takes two to three years from start to finish. Considering the size of the current US business compared to the overall business, ABC Co has decided, at least at this stage, not to incorporate a separate US entity.

			For treaty purposes, it will thus be deemed to have a taxable permanent establishment in the US (on the basis of article 5 of the US Model Treaty), generating US-source business profits that are taxable in the USA under article 7 of the US Model Treaty.

			Apart from its domestic and US business, ABC Co also has businesses in various other territories, which are operated through subsidiaries. The business is funded through a Luxembourg finance company (Lux Co). For the time being, however, no material payments are made by ABC Co to Lux Co.

			1 The term ‘treaty shopping’ is defined as the use, by residents of third States, of legal entities established in a Contracting State with a principal purpose to obtain the benefits of a tax treaty between the United States and the other Contracting State when the third-country resident does not have ‘substantial reasons’ for establishing the entity in the United States or in the other Contracting State. (United States Treasury Department, ‘United States Model Income Tax Convention of September 15, 1996, Technical Explanation’, http://www.irs.gov/pub/irs-trty/usmtech.pdf, 62). 

			2 United States Treasury Department, United States Model Technical Explanation Accompanying The United States Model Income Tax Convention of November 15, 2006, http://www.irs.gov/pub/irs-trty/temod006.pdf, 63 (‘United States Treasury Department’).

			3 M. Huber and M. Blum, Limitation on Benefits under Article 22 of the Switzerland-United States Tax Treaty, Tax Notes International, 8 August 2005, 551.

			4 United States Treasury Department, op. cit., 62.

			5 United States Treasury Department, op. cit., 62.

			6 United States Treasury Department, op. cit., 63.

			7 Convention between the government of the United States of America and the government of the Kingdom of Belgium for the avoidance of double taxation and the prevention of fiscal evasion with respect to taxes on income, http://www.irs.gov/pub/irs-trty/belgiumtt06.pdf.

		

	
		
			Tests 

			1	Publicly traded companies and their subsidiaries 

			Under article 22(2)(c) of the US Model, resident publicly traded companies are entitled to all treaty benefits provided their principal class of shares1 and any disproportionate class of shares2 are regularly traded3 on one or more recognised stock exchanges4 (general stock trading requirement) and: 

			•	the company’s principal class of shares is primarily traded5 on one or more recognised stock exchanges located in the Contracting State of which the company is a resident6 (specific stock trading requirement); or 

			•	the company has its primary ‘place of management and control’ in its State of residence. 

			To constitute an entitlement to treaty benefits for US-source income, the first test would typically require that:

			•	ABC Co’s principal class of shares is primarily and regularly traded on the stock exchange in country A; and

			•	it meets the general stock trading requirement for any of its disproportionate classes of shares. 

			If ABC does not fulfil the specific stock-trading condition, it may still be entitled to treaty benefits (and thus sufficient nexus may be deemed to be established with the Contracting State) if the company has its primary ‘place of management and control’ in its State of residence. This provision thus clearly includes a residence test in order to determine whether the taxpayer is entitled to treaty benefits. 

			In that case, ABC Co will still be entitled to treaty benefits for US-source income if:

			•	it meets the general stock trading requirement for both its principal class of shares and any of its disproportionate classes of shares; and

			•	it has its primary ‘place of management and control’ in country A.

			Of course, the fundamental question presented by the primary ‘place of management and control’ test is how it deviates from the general ‘place of effective management’ test as used by the OECD (see Part 2, The OECD level).7 

			The primary ‘place of management and control’ test looks to the location where day-to-day responsibility for the management of the company (and its subsidiaries) is exercised. For the purposes of the US Model, the company’s primary ‘place of management and control’ will be located in the State in which the company is a resident only if the executive officers and senior management employees exercise day-to-day responsibility for more of the strategic, financial and operational policy decision-making within the company (including direct and indirect subsidiaries) in that State than in the other State or any third State, and the staff that support the management in making those decisions are also based in that State. Thus, the test looks to the overall activities of the relevant persons to see where those activities are conducted. In most cases, it will be a necessary, but not sufficient, condition for the headquarters of the company (that is, the place at which the CEO and other top executives are normally based) to be located in the Contracting State of which the company is a resident.8

			Thus, one could argue that the primary ‘place of management and control’ test is more aligned to the ‘place of management’ concept, which is – as illustrated above (see Part 2, The domestic level, section 4.2) – commoner in continental Europe for determining the fiscal residence of companies and tends to focus on the ‘day-to-day management tasks’ in determining such residence, than looking to the place where the pinnacle of power resides as defined with the concept of ‘central management and control’.9 

			However, when one looks carefully at the terminology used by, and the scope of, the primary ‘place of management and control’ test compared to the ‘place of management’ and ‘place of central management and control’ tests, it could be concluded that the primary ‘place of management and control’ test is an attempt to combine the best of both worlds, as it seems to require that both board decisions and day-to-day management should be located in the State of residence. 

			Taking into account the above, it will thus be required that ABC Co’s full ‘chain of command’ is located in country A and that it exercises its strategic, financial and operational managerial tasks on a day-to-day basis in country A in order to be entitled to treaty benefits for its US-source income.

			The primary ‘place of management and control’ test thus requires a higher degree of substance and actual management activity. 

			Considering the recent economic trends towards centralising functions, corporate simplification and simplification of business/operating models (value chain transformation, principal models, etc.), meeting the primary ‘place of management and control’ test might not always be as straightforward as first appears.

			Indeed, under a principal model, it is very common (and even highly advisable from a substance perspective) that the key strategic, financial and operational decisions are no longer taken locally, but at the level of the principal company housing the (regional) CEO, COO, CFO, VP finance, sales/marketing directors, HR director, etc. Local entities merely act as low-risk service providers with limited functionality and key decision power, and work under the instructions of the principal company (e.g. toll manufacturers or sales agents).

			In such a business model, discussions could arise on whether or not the primary ‘place of management and control’ has remained local or has shifted to the central entrepreneur. 

			It could be argued that, considering the general purpose of the LoB provision (to prevent treaty-shopping, to prevent residents of treaty countries from benefiting from what is intended to be a reciprocal agreement between two nations), the mere fact that, from a business model perspective, an entity is converted from a full risk entrepreneur into a low-risk service provider should not result in it being deemed to have engaged in treaty-shopping. 

			Moreover, notwithstanding the fact that key strategic, financial and operational decisions are taken at the level of the principal company, there should still be a board of directors and local management having decision power over the daily management of the company’s toll manufacturing/sales agent operations. They are independently responsible for decisions on how they operate and organise their business, facility management, working methods, local HR matters such as the hiring and dismissal of employees, work schedules, etc. 

			Therefore, where both the central entrepreneur and the low risk service provider have a real, genuine business activity and the reason for organising the operating model in a centralised way is (primarily) based on valid economic and financial drivers, a narrow interpretation of the primary ‘place of management and control’ test should not in our view prevent a taxpayer from claiming the treaty benefits it is entitled to. 

			Even if the LoB provision does not rely on a determination of purpose or intention but instead sets forth a series of objective tests, the primary ‘place of management and control’ test should always be applied in light of the underlying economic reality, considering the proper function and risk profile of each taxpayer involved and alignment thereof with the location of the significant people functions.

			Consequently, the primary ‘place of management and control’ also constitutes a clear link to the transfer pricing profile of the entities involved.10

			2	Base-erosion tests

			Another LoB area in which substance in general, and beneficial ownership in particular, come into play is the base-erosion tests provided for in article 22(2)(e) of the US Model and article 21(3) of the Treaty. 

			According to these provisions, ‘a company will not be entitled to treaty benefits, even though the ownership test under the look-through provision11 or the equivalent beneficiary provision12 would be met, if more than 50 percent of the company’s gross income for the taxable year, as determined in the company’s State of residence, is paid or accrued, directly or indirectly, to persons who are not qualifying residents of either Contracting State13 or equivalent beneficiaries14 in the form of payments that are deductible for purposes of the taxes covered by this Convention in the person’s State of residence (but not including arm’s length payments in the ordinary course of business for services or tangible property and payments in respect of financial obligations to a bank that is not related to the payor)’. 

			Consequently, even though a company deriving a certain type of income might otherwise qualify as the principal beneficial owner of the income-generating asset, it will not be entitled to treaty benefits if, generally speaking, it cannot demonstrate that at least 50% of its gross taxable income stays within the company. Even if an entity qualifies as the beneficial owner,15 treaty benefits should not be granted if it does not continue to be the actual owner of the majority of the income but, instead, the income is transferred to non-qualifying beneficiaries by means of base erosion. 

			It could thus be argued that application of this test entails a very broad application of the ‘beneficial owner’ notion: in general, an owner will not qualify as the beneficial owner of a certain type of income if that income is immediately (in whole or in part) transferred to another person. In principle, however, in respect of beneficial ownership, there should be a more or less direct link between the income generated and the transfer of the income to the other person.16 Under the LoB base-erosion test, every form of transferring income to non-qualifying persons by means of a payment, even if there is no direct link between the item of income and the non-qualifying payment, will result in the company no longer being entitled to treaty benefits on the basis of these provisions. 

			Furthermore, in a tax-treaty context, the ‘beneficial owner’ notion is typically used in connection with dividend, interest or royalty payments. From the wording of article 22(2)(e) of the US Model and article 21(3) of the Treaty, it is clear that the scope of these provisions is not limited to dividend, interest or royalty payments and applies to all types of tax-deductible payments (e.g. management fees, fees for other types of services, rental payments, etc.) made to persons who are not qualifying residents of either Contracting State or equivalent beneficiaries. 

			Although both the US Model and the Treaty provides for a general escape clause,17 the base-erosion test continues to be extremely rigid in its application and there is a high risk that genuine business transactions falling within the company’s ordinary course of business will be captured by it and thus be denied treaty benefit. This could be the case with respect to substantial payments (i.e. exceeding 50% of the company’s gross taxable income) for the use of intangible property (e.g. a royalty), even if they meet the arm’s length criterion. 

			Going back to our base case, ABC Co’s US business is doing extremely well and a major opportunity arises to acquire part of the business of one of its main US competitors. The acquisition will comprise several US-based entities located in various States. The acquisition will be structured through a Dutch holding company (‘Hold Co’) and ABC Co will capitalise Hold Co with the necessary funds it obtains through an inter-company loan from Lux Co. Considering that ABC Co will only acquire part of the business, the relevant intellectual property rights, which currently reside outside the USA and for which the US entities pay a royalty, are acquired separately. ABC Co has opted to also use Lux Co for this purpose. Lux Co will grant a licence to ABC Co for (1) use of the IP for its own business and (2) sublicensing it to the US group.

			Due to the magnitude of the acquisition, the set-up will result in substantial leverage at the level of ABC Co, whereby the company will pay more than 50% of its gross taxable income to Lux Co.

			After the acquisition, the ABC Co group can be depicted as follows:

			
				[image: 38300.png]
			

			

			Based on the base-erosion test, and even if the ownership test in the hands of ABC Co under the look-through provision or the equivalent beneficiary provision is met, the current set-up might result in ABC Co no longer being able to claim treaty benefits for its US-source income (royalty income, income from its US permanent establishment, etc.) if Lux Co were not to qualify as an equivalent beneficiary. So, notwithstanding the fact that ABC Co has sufficient substance in terms of assets, premises and people, for the purposes of the Treaty, the interest and royalty payments to Lux Co made for genuine business purposes will be regarded as tainted.

			3	Active trade or business test

			The most brazen substance requirements (primarily focusing on residence) are probably reflected in the active trade or business test as set forth in article 22(3) of the US Model. 

			According to this test, a resident of a Contracting State will be entitled to treaty benefits with respect to an item of income derived from the other State regardless of whether the resident is a qualified person if: 

			•	the resident is engaged in the active conduct of a trade or business in the first State (other than the business of making or managing investments for its own account, unless these activities are banking, insurance or securities activities carried on by a bank, insurance company or registered securities dealer); and 

			•	the income derived from the other Contracting State is derived in connection with, or is incidental to, that trade or business. In cases where the trade or business generating the income in question is carried on either by the person deriving the income or by any associated enterprises, such trade or business activity in the first State should be substantial in relation to the trade or business activity in the other State.

			On the basis of this provision, the resident should be engaged in active trade or business, meaning that a minimum degree of economic activity should be conducted in the State of residence. It is important to note that conducting an active trade or business not only requires that the company should be engaged in an actual trade or business in the State of residence but also that there should be sufficient substance in terms of know-how and employment. 

			In other words, the company should have:

			 

			•	sufficient managers able to manage the company’s business on a daily basis with a thorough knowledge of the company’s business; and 

			•	sufficient staff to conduct the company’s business on a daily basis. 

			This is also confirmed by the United States Treasury Department, which states that a corporation will generally be considered as carrying on a trade or business only if the officers and employees of the corporation carry out substantial managerial and operational activities.18 

			The above condition may thus pose a threat to, inter alia:

			•	mere letterbox companies using the services of a third party that provides directorship services for the daily management of the company; or 

			•	holding or financing companies that do not have their own qualified officers or employees. 

			Furthermore, the active trade or business in the State of residence should be substantial compared to the trade or business in the source State in cases where the trade or business generating the item of income in question is carried on either by the person deriving the income or by any associated enterprises. The United States Treasury Department indicates that the circumstances that are taken into account to assess this requirement generally include the relative scale of the activities conducted in the two States and the relative contributions made to the conduct of the trade or businesses in the two States.19 

			Several of the double tax treaties recently (re-)negotiated by the United States provide for a safe harbour20 under which the trade or business of the income recipient may be deemed to be substantial based on three ratios that compare the size of the recipient’s activities to those conducted in the other State. The three ratios compare: 

			•	the value of the assets in the recipient’s State to that of the assets used in the other State; 

			•	the gross income derived in the recipient’s State to that derived in the other State; and 

			•	the payroll expense in the recipient’s State to the payroll expense in the other State. 

			The average of the three ratios with respect to the preceding taxable year must exceed 10%, and each individual ratio must exceed 7.5%. If any individual ratio does not exceed 7.5% for the previous taxable year, the average for the three preceding taxable years may be used instead. 

			These requirements primarily focus on comparing the substance (in terms of assets deployed, income generated and personnel employed) of the company receiving the income with that of the company that has the income-generating activity. If the substance in the income-receiving company is significantly lower than that in the company with the income-generating activity, treaty benefits could be denied. 

			Finally, the active trade or business test also forms a clear link to the transfer pricing attributes in terms of functionality and risk profile of the entities involved.21

			Referring to our example, even if the base erosion test is not met in the hands of ABC Co due to the tainted interest and royalty payments made by ABC Co to Lux Co, it could still be entitled to treaty benefits if it engages in active, substantial trade or business and the income generated (in our example US-source permanent establishment profit and US-source royalty income) is derived in connection with, or is incidental to, that trade or business.

			Considering that ABC Co is a management consulting firm rendering actual consulting services to various clients, the active trade or business condition should be met. 

			With various ABC Co consultants working on a project in the USA giving rise to the existence of a US permanent establishment, it would also be difficult to argue that the permanent establishment profits are not derived in connection with, or are incidental to, the management consulting activities of ABC Co.

			The same reasoning would apply to the US-source royalty income considering that the IP is necessary to allow both ABC Co and the US group to conduct their business.

			With ABC Co having sufficient substance in terms of know-how and employment, the trade or business of ABC Co can be regarded as being substantial compared to the US business.

			The conclusion could, however, be different if ABC Co’s activities were purely passive, such as holding/financing/IP activities. If the company conducted no real trade or business, it could again be deprived of any entitlement to treaty benefits. Conducting pure management support or headquarter-type functions could also fall under the same exclusion and limitation if they are not substantial enough compared to the US activities.

			4	The headquarter test

			One LoB provision not included in the US Model is the ‘headquarter test’. 

			According to article 21(5) of the Treaty:

			‘a person that is a resident of a Contracting State and functions as a headquarters company for a multinational corporate group shall also be entitled to all the benefits of this Convention otherwise accorded to residents of that Contracting State if that person satisfies any other specified conditions for the obtaining of such benefits. A person shall be considered a headquarters company for this purpose only if:

			•	it provides a substantial portion of the overall supervision and administration of the group, which may include, but cannot be principally, group financing;

			•	the corporate group consists of companies which are resident in, and engaged in an active business in, at least five countries, and the business activities carried on in each of the five countries (or five groupings of countries) generate at least 10 percent of the gross income of the group;

			•	the business activities carried on in any one country other than the State of residence of the headquarters company generate less than 50 percent of the gross income of the group; 

			•	no more than 25 percent of its gross income is derived from the other State; 

			•	it has, and exercises, independent discretionary authority to carry out the functions referred to in subparagraph (i);

			•	it is subject to the same income taxation rules in its country of residence as persons described in paragraph 4; and 

			•	the income derived in the other State either is derived in connection with, or is incidental to, the active business referred to in subparagraph (ii). 

			If the gross income requirements of subparagraphs (ii), (iii), or (iv) of this paragraph are not fulfilled, they will be deemed to be fulfilled if the required ratios are met when averaging the gross income of the preceding four years’. 

			To be considered a headquarters company, the entity in question must provide a substantial portion of the overall supervision and administration of the multinational corporate group. This supervision and administration may include, but may not principally comprise, group financing. The Technical Explanation states that a person will be considered to engage in supervision and administration only if it engages in a number of the following activities: group financing (but, as mentioned above, not as its principal activity), pricing, marketing, internal auditing, internal communications and management. In determining whether a substantial portion of the overall supervision and administration of the group is provided by the headquarters company, that company’s headquarters-related activities must be substantial in relation to the same activities for the same group performed by other entities.22 

			The headquarter test also imposes an active trade or business requirement in order to ensure that the relevant group is truly multinational.23

			Additionally, the headquarters company must have and exercise independent discretionary authority to carry out the overall supervision and administration functions described above in order for the overall supervision and administration requirement to be fulfilled. The Technical Explanation states that this determination is made separately for each function. Thus, if a headquarters company is nominally responsible for group financing, pricing, marketing and internal auditing functions and another entity actually steers the headquarters company in relation to the group financing function, the headquarters company will not be deemed to have independent discretionary authority for group financing, but it may have such authority for the other functions.24 

			In our opinion, the above conditions again clearly indicate that a company will only qualify as a headquarter company if and to the extent that:

			•	it has sufficient executive people with a thorough knowledge of the group’s activities who are able to manage the group’s business on a daily basis. These executives should also have and exercise independent discretionary authority to carry out the overall supervision and administration functions described above; 

			•	it has sufficient staff to support the executives with the roll-out of group policies; and

			•	the group companies carry on an active trade or business and thus have sufficient employees to conduct the company’s business on a daily basis. 

			Hence, this LoB provision again demonstrates that a headquarter company will only be entitled to treaty benefits if it has sufficient substance in terms of people and discretionary authority.

			As a final remark, it can be noted that, as indicated above, headquarters companies not meeting the conditions for a qualifying resident and not owned by a qualifying resident will likely also not be able to invoke the active trade or business test, thus depriving them of entitlement to treaty benefits, even though their business activities are of a genuine nature and have a real, sincere business purpose.

			For that reason, we believe it is in the interests of non-US multinational groups (especially those with material activities in the USA), to certainly take into consideration whether they meet any headquarter test under the LoB provision (there is one in the Belgian-US treaty) when assessing the right location for their headquarters.

			1 According to article 22(5)(b) of the US Model, the term ‘principal class of shares’ means the ordinary or common shares of the company, provided that class of shares represents the majority of the voting power and value of the company. If no single class of ordinary or common shares represents the majority of the aggregate voting power and value of the company, the ‘principal class of shares’ is those classes that, in the aggregate, represent a majority of the aggregate voting power and value of the company.

			2 According to article 22(5)(c) of the US Model, the term ‘disproportionate class of shares’ means any class of shares of a company resident in a Contracting State that entitles the shareholder to disproportionately higher participation, through dividends, redemption payments, or otherwise, in the earnings generated in the other Contracting State by particular assets or activities of the company when compared to its participation in the overall assets or activities of the company.

			3. According to article 21(8)(e) of the Treaty, a class of shares is considered to be regularly traded on one or more recognised stock exchanges in a taxable year if the aggregate number of shares of that class traded on such stock exchange or exchanges during the preceding taxable year is at least 6% of the average number of shares outstanding in that class during that preceding taxable year.

			4 According to article 21(8)(d) of the Treaty, the term ‘recognised stock exchange’ means:

			 the NASDAQ System owned by the National Association of Securities Dealers, Inc. and any stock exchange registered with the United States Securities and Exchange Commission as a national securities exchange under the United States Securities Exchange Act of 1934;

			 the Brussels Stock Exchange;

			 the Irish Stock Exchange and the stock exchanges of Amsterdam, Frankfurt, Hamburg, Lisbon, London, Madrid, Milan, Paris, Toronto and Zurich; and

			 any other stock exchanges agreed upon by the competent authorities of the Contracting States.

			5 The US Model does not provide a definition of the term ‘primarily traded’. According to the United States Treasury Department Technical Explanation of the Treaty of 17 July 2007, this term is understood in the case of the United States to have the meaning it has under Treas. Reg. section 1.884-5(d) (3) relating to the branch tax provisions of the Code. Accordingly, stock of a corporation is ‘primarily traded’ if the number of shares in the company’s principal class of shares that are traded during the taxable year on all recognised stock exchanges in the Contracting State of which the company is a resident exceeds the number of shares in the company’s principal class of shares that are traded during that year on established securities markets in any other single foreign country.

			6 Under article 21(2)(c) of the Treaty, the qualifying stock exchanges include not only a stock exchange in Belgium or the USA, but also a stock exchange in the European Economic Area (‘EEA’), if the company is a Belgian resident, and a stock exchange within the NAFTA, if the company is a United States resident. 

			7 Contrary to most double tax treaties following the OECD MTC, the corporate residence tie-breaker rule under article 4 of the Treaty does not refer to the concept of place of effective management. Alternatively it provides for a mutual agreement procedure whereby the competent authorities of both Contracting States have to try to settle the question.

			8 United States Treasury Department, ‘Technical explanation of the convention between the government of the United States of America and the government of the Kingdom of Belgium for the avoidance of double taxation and the prevention of fiscal evasion with respect to taxes on income signed at Brussels on November 27, 2006’, http://www.irs.gov/pub/irs-trty/belgiumte07.pdf, 70.
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			10 See also p. 333 et seq.
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			21 See also p. 333 et seq.

			22 United States Treasury Department, Technical Explanation on the Belgian Treaty, 79.

			23 United States Joint Committee on Taxation, ‘Explanation of proposed income tax treaty between the United States and Belgium of 13 July 2007’, Tax Analysts, Doc 2007-16516.
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			Part 7: Final considerations

		

	
		
			Is international tax planning still possible and justified today?

			Yes. MNCs operate in a global environment where tax systems differ widely from country to country. They are organisations that try to generate an optimal return for their shareholders while simultaneously contributing to the societies in which they operate, including via the taxes they pay. The question of what constitutes an ‘appropriate’ contribution falls beyond the scope of this book, as it requires an analysis of the need for public funding and the efficiency with which States operate in spending their available resources. It also requires consideration of companies’ total tax contribution, which is much broader than just corporate income taxation alone (it also encompasses payroll taxes, real estate taxes, VAT, etc.). However, it is clear that many (if not most) countries use their tax systems (wholly or partly) to attract (foreign) investors and therefore provide incentives to reward companies setting up business in their jurisdiction. It is thus to be expected that MNCs consider the benefits of this international tax competition when organising their global tax strategy, with the aim of realising an acceptable overall tax charge. 

			Is international tax planning still possible without the ‘right’ economic substance?

			The answer is simply no. Tax authorities worldwide have stepped up their efforts to challenge artificial tax structures lacking any form of economic substance. Tax strategies today can no longer include planning opportunities that are not in line with the MNC’s business realities. The time when one could get away with operating tax structures as a pure legalistic model without appropriate staff, premises and equipment has clearly past. 

			What are the key substance issues in corporate structures?

			The typical organisational chart of an MNC includes a large number of legal entities (and other forms of establishment or presence) in a wide variety of countries around the world. Many were set up because of the need to tailor strategy and actions to market dynamics locally, to organise the repatriation of profits, for regulatory purposes, etc. In a number of cases, however, entities are set up predominantly to obtain tax benefits in specific jurisdictions such as lower taxation of royalty income or to avoid withholding taxes. In those cases, sufficient economic substance is pivotal to justifying a legal entity’s tax residence in a given jurisdiction, the absence of one or more permanent establishments, or its beneficial ownership of certain revenue streams. 

			Does corporate tax residence rely simply on interaction of domestic rules with OECD-based double taxation treaties and EU law?

			The answer is again no. This can be illustrated by means of the following example: 

			An MNC’s EU-based operational legal entities are held by a Dutch holding company (‘Holdco’). Holdco is a letterbox company without any premises, personnel or local day-to-day management. Its board of directors meets in the Netherlands. It is effectively managed by its Belgian subsidiary, where the day-to-day management is done and where the ordinary operations of the business are administered. 

			The interaction of the different levels of legislation involves a somewhat complex analysis. 

			Step 1: The domestic level 

			Under Dutch domestic tax law – based on the incorporation principle – Holdco qualifies as a Dutch tax resident. Also under Belgian domestic tax law, Holdco is a Belgian tax resident, as its seat of effective management (i.e. day-to-day management) resides there. Holdco is thus likely to qualify as a dual-resident company as a result of a residence conflict at domestic level. 

			Step 2: The OECD level 

			According to the tie-breaker rule of article 4(3) OECD MTC (which also forms part of the Belgian-Dutch double taxation treaty), the residence of a company in a given Contracting State is based on its liability to tax in that State by reason of its ‘place of effective management’. Although no absolutely clear interpretation is available at the OECD level given the differences between ‘central management and control’ and ‘place of management’, the OECD today seems to attach greater importance to the ‘place of management’ concept and more particularly day-to-day management of a company. In our example, Belgium will thus be considered as the State of residence under the Belgian-Dutch double taxation treaty, which prevails over domestic law. 

			Step 3: The EU level 

			Even if the double taxation treaty allocates tax residence to Belgium, Holdco may still claim Dutch tax residence under the EU freedom of establishment. This poses two questions: 

			•	Can Holdco cite the freedom of establishment? 

			•	If so, is Belgian domestic tax law – claiming Belgian tax residence – in line with this freedom of establishment? 

			In this example, the first question needs to be answered in the positive, as (i) Holdco has been constituted according to the commercial law of the Netherlands, (ii) it has its registered office, central administration or principal place of business within the EU and (iii) it carries on an economic activity in other EU Member States. 

			Answering the second question is somewhat more complicated. Under the Rule of Reason, Belgium is entitled to apply reasonable measures restricting the fundamental freedoms, inter alia: 

			•	to prevent tax evasion and avoidance; and 

			•	to preserve the balanced allocation of taxation powers between Member States. 

			The first ground will be difficult to apply here as the Belgian requirement needs to relate to ‘wholly artificial arrangements’ aimed at circumventing the legislation of one of the Member States; one could question whether this is the case based on the general nature of the Belgian domestic rule on tax residence. 

			As to the second ground, arguments can be put forward that the Belgian rules on tax residence aim at ensuring Belgium’s right to levy taxes with respect to business carried on on its territory and are thus in line with EU law. 

			In our example, Holdco should not therefore be able to claim Dutch tax residence based on the freedom of establishment principle. 

			If a company’s residence isn’t (or can’t be) challenged, is there still potential permanent establishment exposure?

			The current state of play on determining taxable presences requires a firm ‘yes’. A company can only be tax resident in one State, and then only in its entirety. Tax authorities may nonetheless argue that a company has (e.g.) a ‘place of management’ outside the country where it is a tax resident, thus creating a permanent establishment. As explained earlier, the ‘place of management’ criterion is less stringent than the ‘place of effective management’ concept and can thus more easily create a taxable presence. Moreover, this can arise in one or more States, as a company can have multiple permanent establishments.

			Is the beneficial ownership requirement for cross-border dividend, interest and royalty payments sufficiently clear?

			We are afraid the answer here is no. The difference in domestic interpretations means that an autonomous approach has to be taken to the beneficial ownership concept. Civil law countries tend to consider it from a rather legalistic viewpoint, requiring no more than the correct application of all legal formalities. Common law countries, on the other hand, appear to require clear economic substance and consider the legalistic approach to be insufficient. Although there is consensus that an autonomous interpretation (or a clearer definition) is needed, no such interpretation or definition is available, so that, in practice, beneficial ownership will be looked at differently depending on the jurisdiction in which the revenue streams originate. We feel that only a more economic approach can lead to the beneficial ownership concept actually making sense. A fairly simple solution would be to look at LoB clauses and deny withholding tax exemptions where, say, 50% or more of the income is forwarded to another entity. A company would then only qualify as the beneficial owner of the income if it were entitled to hold on to at least 50% of the income. 

			Does the new OECD guidance on the attribution of profits to permanent establishments answer the substance question?

			It looks as if this question triggers both a yes and no answer. Yes, in the sense that the OECD states that a permanent establishment (at least outside the financial services sector and the global dealing area) should be treated as a distinct and separate enterprise and the allocation of functions and risks should be linked to ‘significant people functions’. Consequently, it may be difficult to separate risk from the people function of managing that risk, and hence the OECD appears to introduce stronger substance requirements for permanent establishments (as such separation should still be possible under the separate entity provision of article 9 OECD MTC). The significant people functions requirement only applies to risks and intangible assets, however, since, for tangible assets, the test for attributing returns lies in the use of those assets. With respect to what these significant people functions entail, it is interesting to note that the traditional transfer pricing approach of looking at strategic decision making is changing, with the OECD indicating that control over risk is the key touchstone. The question is whether one should also be looking at functions below strategic level. Chapter 9 on Business Restructurings risks to fail when one seeks to get an unbiased view. The proceedings on Intangibles in the context of Chapter 6 will be crucial in a sense that the expectation is that more clarity will be shed on what control over risks actually means. Insights in a group’s internal governance system, performance evaluation standards etc. will most likely come at the forefront of a robust analysis. The answer is ‘no’ in the sense that the proposed wording of article 7 OECD MTC could state in clearer terms the principles it includes, which is something we also perceive in terms of the concept of ‘place of effective management’. We would definitely hope that the final wording of article 7 is clear enough to avoid too subjective an appreciation. 

			Are entrepreneur models a thing of the past?

			The answer is undoubtedly no. When the OECD joint working group on business restructurings kicked off in 2005, tax authorities voiced some concerns as to the weapons available to challenge entrepreneur structures with an apparent lack of economic substance. The final deliverable as embedded in Chapter 9 on Business Restructureings urges groups to carefully consider the substantiation of a restructuring prior to engaging in transactions that alter the functionality and risk profile of affiliates. However, it does not in any way conclude that entrepreneur models are no longer possible: globalisation accentuates the need for seamless consolidation of operations across borders. The OECD’s role is to help legislatures accommodate such initiatives through an unambiguous set of rules when genuine business drivers are indeed apparent. In evidencing economic substance, we feel that the analysis should start with the MNC’s underlying written agreements; where these reflect the conduct of the entities involved, they should be respected and the transfer pricing analysis should be confined to defining an arm’s length consideration for the transactions described. If a business restructuring is based on commercial reasons, the tax authorities should respect the transactions as presented and not try to recharacterise or disregard them. Risk allocations should also be respected, in so far as an entity is able to take on the risk based on its financial capacity and has the managerial capability to manage that risk. 

			Do LoB clauses complicate things?

			We feel there is a yes and no to voice here. Yes, in the sense that LoB clauses contain a set of complex rules to assess whether or not a party is eligible for treaty benefits. As many corporate structures rely on the availability of treaty benefits to a large extent, the importance of LoB clauses in international tax planning definitely cannot be overstated. A slight change in the ultimate ownership chain could result in treaty benefits being denied, resulting in corporate structures needing ongoing monitoring to ensure their (tax) effectiveness. No, in the sense that they lay down a clear set of substance-related rules that are measurable and give additional guidance to taxpayers engaged in international tax planning. One example is the base erosion test, which offers much more clarity than the current (lack of) definition in the OECD MTC and its Commentaries on the concept of beneficial owner. 

			Do substance needs in corporate structures differ from those in operating models?

			Here again, we see both a yes and no answer. Yes, in the sense that on the one hand one may look to where an entity is tax resident (and thus subject to tax on its worldwide income) or whether it is the beneficial owner of certain income streams, whereas on the other hand one may consider the arm’s length sharing of results between entities linked by some form of economic solidarity. The two are clearly different. Historically, a more legalistic view was taken of concepts like tax residence (consider the board of directors argument) and beneficial ownership, where a more economic approach was always taken to the transfer pricing question. No, because a more economic approach is also present today when reviewing corporate structures. Although the OECD may still need to work further on clarifying the concept of ‘place of effective management’, it is clear that the day-to-day management requirement is gaining ground and, although the ECJ did not follow the Advocate-General’s views entirely in Cadbury Schweppes, it did require the presence of staff with the necessary skills to serve the company’s business. This last requirement links in with the significant people functions requirement for the OECD part 1’s attribution of profits to permanent establishments, which no longer allows for the attribution of risk without the function of managing that risk, but which also indicates that entitlement to returns may also impose an analysis below the strategic level. Thus, although different considerations will remain important, a tax strategy that is aligned with a group’s business realities is likely to address the economic substance question as a whole. 

		

	
		
			Part 8: Country chapters

		

	
		
			Argentina

			Authors: Carlos D. Zima, Juan C. Ferreiro, Rodrigo Lopatin and Rodolfo Feito

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Argentina’s Tax Procedure Act (No. 11,683) allows the tax authorities to recharacterise a legal act (transaction) as a different legal act (carrying a higher tax charge) where the characterisation given to it by the parties is inappropriate considering their true, effective intention (economic reality principle). This ‘substance-over-form’ approach has been applied for some decades.

			Argentina also has thin-capitalisation rules, which deny an interest deduction if the taxpayer’s debt-to-equity ratio exceeds 2:1 and interest is paid to a controlling financial institution or other controlling creditors under application of reduced withholding rates. The excess interest is reclassified as a dividend and is subject to the appropriate tax treatment for that category of income.

			There have not been any recent changes in this field. The only point to consider is the proposed quest against tax evasion, where tax havens are treated differently from regular tax jurisdictions (e.g. disallowed expenses).

			The double taxation treaty (‘DTT’) Commission1 has the job of analysing existing and proposed international tax treaties. It was created by Joint Resolution No. 56-80/2011 of the Ministry of Economy and Public Finance and the Ministry of Foreign Affairs, International Trade and Religion. The Commission should consider the following aspects of existing DTTs:

			•	the impact on federal taxation;

			•	the appropriateness and effectiveness of the balance between cost and objectives;

			•	the likelihood of improper taxation due to abuse of the DTT;

			•	the likelihood of double non-taxation under the domestic law of the other party.

			An analysis of this sort led to Argentina’s suspending the DTT with Switzerland on 16 January 2012.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			In general, the courts and tax authorities have been paying greater attention to substance and anti-abuse measures. Basically, the tax authorities consider this issue when they do transfer pricing inspections of international traders in which foreign-principal schemes without substance and changes in business models are challenged.

			Administrative ruling – DTT between Argentina and Austria 

			The National Tax Directorate (which operates under the executive) has issued Memorandum 64/2009 in relation to a tax authority ruling on implementation of the DTT with Austria. The facts were that an Argentinean taxpayer held shares in a company resident in Austria, 99% of whose assets comprised the entire shares in a company in the British Virgin Islands. The tax authority deemed this an abuse of the DTT.

			The National Tax Directorate looked at comments made by the tax authority regarding application of the economic reality principle to shareholders of companies located in tax havens, whose passive income should be allocated to the fiscal year in which it accrues, plus the opinions of the UN Committee of Experts on International Cooperation in Tax Matters and the OECD, and the 1969 Vienna Convention on the Law of Treaties. It concluded that the taxpayer could not be afforded the benefit of the DTT since the company located in Austria acted as a conduit for the sole purpose of qualifying under the DTT.

			The DTT with Austria lapsed on 1 January 2009. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Individuals resident in Argentina are taxable on their worldwide income and a foreign tax credit is available on income from foreign sources.

			Non-residents and foreign beneficiaries are only taxable on income of Argentinean source. Residence rules for income tax purposes are set out in a tax amendment published in the official gazette on 30 December 1998 and have applied since fiscal year 1998. They are as follows:

			Residents

			•	 Argentine nationals living in Argentina, native or naturalised;

			•	 Argentine nationals working abroad during the first 13 months of living abroad (tax residence status is lost as from the first day of the 14th month), if they have not obtained permanent residence in a country other than Argentina;

			•	 foreign nationals assigned to work in Argentina for more than five years;

			•	 in general, foreign individuals residing in Argentina for more than 12 months, as from the 13th month that they are in Argentina. 

			Non-residents

			Foreign nationals assigned to work in Argentina for less than five years.

			Foreign beneficiaries

			•	individuals working in Argentina for less than six months in a calendar year;

			•	 Argentine nationals working abroad who have lost their tax residence;

			•	 foreign nationals residing abroad.

			In addition, section 26 of the Income Tax Act states that individuals who live in the country for more than six months during the fiscal year are considered Argentinean residents for the purposes of the deductions falling under section 23 (i.e. married person’s or children’s allowances).

			For the purposes of the Income Tax Act, individuals abroad in the service of the State or Argentinean jurisdictions or acting for international organisations of which Argentina is a member are also considered residents.

			The Income Tax Act also provides for where individuals may have double residence and factors resulting in the loss of Argentinean residence.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Corporate residence in Argentina follows the place of incorporation (section 119 Income Tax Act).

			However, under some DTTs signed by Argentina, e.g. with Belgium and Italy, the ‘place of management’ is also important, though there is no explicit definition of this in Argentinean law.

			Generally, Argentina’s DTTs2 follow the OECD MTC, which defines ‘resident’ as ‘any person who, under the laws of the State, is liable to tax therein by reason of his domicile, residence, ‘place of management’ or any other criterion of a similar nature, and also includes that State and any political subdivision or local authority thereof. This term, however, does not include any person who is liable to tax in that State in respect only of income from sources in that State or capital situated therein.

			2. Where by reason of the provisions of paragraph 1 an individual is a resident of both Contracting States, then his status shall be determined as follows:

			•	He shall be deemed to be a resident only of the State in which he has a permanent home available to him; if he has a permanent home available to him in both States, he shall be deemed to be a resident only of the State with which his personal and economic relations are closer (centre of vital interests).

			•	If the State in which he has his centre of vital interests cannot be determined, or if he has not a permanent home available to him in either State, he shall be deemed to be a resident only of the State in which he has an habitual abode.

			•	If he has an habitual abode in both States or in neither of them, he shall be deemed to be a resident only of the State of which he is a national.

			•	If he is a national of both States or of neither of them, the competent authorities of the Contracting States shall settle the question by mutual agreement.

			3. Where by reason of the provisions of paragraph 1 a person other than an individual is a resident of both Contracting States, then it shall be deemed to be a resident only of the State in which its ‘place of effective management’ is situated’.

			No levels of substance are laid down by law, and generally the following features are taken into consideration in assessing the level of substance of an Argentinean company (the list is not cumulative or exhaustive):

			•	Active senior decision-making is located in Argentina, i.e. the board of directors regularly meets in Argentina, where a quorum of directors is physically present.

			•	The board of directors takes strategic decisions (long-term planning) relating to the business of the company (investment decisions, dividend management, etc.). All (important) new transactions are also approved by the board of directors.

			•	The board of directors meets as frequently as required by the level of business of the company.

			•	Preferably, directors reside in Argentina.

			•	Board meetings in Argentina are physically attended by foreign board members.

			•	Communications to the company from a foreign head office consist of general advice or guidance rather than specific instructions or orders.

			•	Day-to-day operations are managed by qualified personnel located in Argentina (management participation, negotiation and signing of contracts, business risk management, making decisions on capital investments and funding, etc.).

			•	The number of employees available in the company and their expertise are in line with the activities carried on by it, i.e. experienced, qualified people.

			•	E-mail correspondence regarding the company is sent from and to its unique e-mail address. It should be avoided that e-mail correspondence is (merely) forwarded to external management.

			•	It has a level of equity that is consistent with its activities.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Although Argentina is not a member of the OECD, it adheres to the OECD principles in the majority of its DTTs.

			According to the Argentinean Constitution, treaties with other countries rank above national laws in the hierarchy of sources of law. However, individuals and entities can opt whether or not to apply a DTT.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Under some DTTs, ‘place of management’ can give rise to a PE.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The notion of ‘beneficial owner’ can be found in many of Argentina’s DTTs. However, no definition of the concept is to be found in either statute or case law. 

			The principle of economic reality mentioned above always applies in interpreting tax laws.

			Generally, a foreign beneficiary must provide its Argentinean withholding agent with a certificate, duly certified by the other country’s tax authorities (according to the model contained in General Resolution 3,497), stating inter alia that it is a tax resident there. The certificate is valid for a maximum of 15 months from the date of certification by the foreign authorities.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			There are no specific LoB clauses in the Argentina’s DTTs, but beneficial ownership is a requirement.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			On 30 December 1998, Argentina passed Law 25,063 adopting general guidelines and standards set forth by the OECD, including the ‘arm’s length’ standard. This affected the computation of some taxpayers’ income tax liability, including the selection of appropriate transfer pricing methodologies for transactions between related parties.

			On 22 October 2003, Law 25,784 amended the Income Tax Act, which had an effect on the transfer pricing regulations. One of the amendments concerned part of the anti-evasion programme, whose aims include controlling evasion and avoidance in international operations as a result of globalisation. The law introduced a new transfer pricing method for analysing commodities exports (amendments to section 15 Income Tax Act).

			Even though this methodology3 applies directly to exports of commodities, the tax authorities can extend its application when they see fit if a no-substance intermediary is involved (as per the Income Tax Act).

			Section 15, sixth paragraph, of the Income Tax Act says: ‘as regards exports to related parties of cereals, oilseed, other agricultural products, hydrocarbons and by-products and, in general, products whose prices are listed on commonly traded markets, with the involvement of an international intermediary other than the recipient of the goods, the best method to determine income of an Argentine source will be the quotation value of the good on the commonly traded market on the date the merchandise is loaded, regardless of the means of transport used, without having regard to the price agreed with the international intermediary’.

			As mentioned, even though of application to commodities with a known international price, the tax authorities may extend the method to other cases where they see fit. Though it is unclear how they might apply it to exports with no publicly known price on the international market, they can nevertheless re-characterise transactions on the basis of the ‘substance-over-form’ principle, as stated before.

			Under section 15, eighth paragraph, of the Income Tax Act, the section 15, sixth paragraph, method will not apply if the taxpayer shows that the foreign intermediary meets all the following requirements: 

			•	It has a presence in the territory of residence.

			•	It has a commercial establishment there to handle its business, in compliance with the legal requirements on establishment and registration and to file its financial statements.

			•	The assets, functions and risks of the international intermediary must be consistent with the volume of its trading operations.

			The first prerequisites are fairly clear and objective. Presence in the territory and the existence of a commercial establishment can be proved by property deeds or leases; registration can be proved by producing articles of association, registration with local authorities and audited financial statements. 

			Unfortunately, the regulation does not expand on how to prove the last element, consistency between the volume of operations and assets, risks and functions. Section 2 of the Procedural Tax Law contains the ‘economic reality principle’, by which the tax authorities can recharacterise a transaction when the form given by the taxpayer is not in line with its substance.4 Local tax authorities take part in global forums (e.g. as non-members on the OECD Committee on Fiscal Affairs) and are aware of recent developments and global trends in this area.

			Despite the lack of a clear rules, we believe a reasonable approach is if one can prove that the intermediary has appropriate management and staff to deal with the risks it bears and the assets it employs. Even though certain routine functions might be outsourced, it will have to be evidenced that it is the company’s management who take the relevant decisions to run the business.

			•	Its main business must be other than to receive non-operating income or acting as an intermediary in trading goods to or from Argentina or with other entities of the economic group.

			On this point, non-operating income is defined by the regulation, e.g. interest, dividends, etc. 

			To determine whether the intermediary’s main activity is the sale and purchase of goods to and from Argentina, its total purchases and sales should be considered. 

			It is unclear whether main activity should be measured in absolute (50%) or relative (the most important) terms, or whether purchases and sales should be considered jointly or separately.

			•	Foreign trade operations with group members must not exceed 30% of the foreign intermediary’s total annual operations.

			The threshold means that total income less expenses (accrued or collected) from operations with other companies in the same economic group should not exceed 30% of the intermediary’s total income less expenses (accrued or collected) after deduction of operating income less expenses from dealings with the local operator forming part of the economic group.

			Again, there is no clarification of whether or not income and expenses should be considered jointly or separately or on how broad or narrow ‘foreign trade operations’ are defined (e.g. is purchasing parts locally considered a foreign trade operation if they are going to be incorporated in a vehicle that will be exported?).

			In order to test the intermediary’s substance (whether by applying the sixth paragraph method or the ‘substance-over-form’ principle), the tax authorities may use the eighth paragraph criteria as a standard.

			If they deem that the intermediary has no substance (as per section 15, eighth paragraph, of the Income Tax Act), they may disregard the export price for calculating the tax base in Argentina and instead take the price the goods would have had on the shipment date.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Since Argentina is not a member of the OECD, the OECD recommendations are unlikely to automatically add substance requirements and influence current tax-enforcement practice in Argentina (there has been no change to date in the national legislation implementing the OECD recommendations).

			However, it is worth mentioning that the tax authorities have adopted an aggressive approach to this topic, including raising prosecutions against company directors where transfer pricing audits have ended up in adjustments. Even though the directors were acquitted, they did nonetheless have to go through the ordeal of a criminal trial.

			The tax authorities have audited most commodities traders and also tried to apply the legislation retroactively (in fact, the law was amended as a consequence of the tax authorities’ audit activity). The tax authorities argue intercompany agreements are not of certain date and, by contrast, the only certain date is the date of shipment. In our view, there are inconsistencies in the tax authorities’ argument: if intercompany agreements are unreliable, then there should not only be (upward) adjustment in those cases where the quotation on the date of shipment is higher than the price agreed by the parties (as required by law) but there should also be (downward) adjustment where the quotation is lower.

			With regard to products with no publicly known quotation, there has been little practical experience of how the tax authorities might extend the sixth paragraph method. Nevertheless, we can be quite sure that they will try to challenge transfer prices if they consider the transaction involves an international intermediary that does not fulfil the substance criteria.

			By way of example, in one case5 involving consumer products, the tax authorities tried to apply the price at which the goods had been sold in the destination country, and requested information from the custom authorities of the counterparty. Due to the economic relationship between the importer in the destination country and the exporter in Argentina, they abandoned the approach but held fast to their idea, adjusting the transfer prices by taking the prices and margins at which the local taxpayer sold similar products to unrelated distributors in Argentina as comparables.

			Despite the technical complexity of the case, the tax authorities also prosecuted the company’s directors. They were acquitted in both the tax and criminal courts, it being held that the authorities’ price comparison was inappropriate.

			It can be seen that the tax authorities may pursue a number of routes to claim a transfer pricing or tax base adjustment. Nevertheless, they can only extend the method to other international transactions if they can prove that transactions between related parties have passed via an international intermediary that is not the actual recipient of the goods and does not meet all the requirements of section 15, eighth paragraph of the Income Tax Act.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As a general rule, the taxpayer bears the burden of proof, as it has to report certain transfer pricing information together with its income tax return. If it submits proper documentation, the tax authorities must show how the taxpayer’s transfer prices are not at arm’s length and challenge them by advancing a transfer pricing adjustment. Once they have proposed an alternative transfer pricing method and an adjustment, it is then up to the taxpayer to defend the arm’s length nature of its transfer prices. Once an issue has been raised, the judicial principle applies that each party must adduce the evidence to support its own position.

			The Argentine tax authorities must recognise the legal form of transactions that are entered into. However, economic reality prevails over the form of the contract. If the parties’ conduct does not conform to the terms of their contract or if it reveals that the contract terms have not been honoured (with tax avoidance as the aim), this will be characterised as a sham. In cases of sham, the tax authorities are obliged to look at the actual transactions undertaken and disregard the terms of the contract.

			Please note that, if the tax authorities consider that a taxpayer has manipulated its results intentionally, the fine can amount to ten times the amount of tax evaded, in addition to the penalties imposed under the Fiscal Crimes Act. The tax authorities may analyse the transfer pricing arrangement by considering such relevant facts and applying such methodology as they deem suitable.

			For instance, a price decrease may first be noticed by customs (the DGA), which, in addition to raising a customs issue, could inform the tax authorities (DGI), which will report to the AFIP government agency to start a transfer pricing audit.

			That said, even if there is no price decrease, a transfer pricing audit could also be initiated if Argentine customs detect a price difference between export and import documents.

			Besides the customs issues they might raise, customs could also notify the tax authorities to investigate the transfer pricing implications, and they would probably demand to know the economic reasons for the price difference and ask for information on the intermediary’s substance.

			1 In Spanish, the Comisión Evaluadora y Revisora de Convenios para Evitar la Doble Imposición.

			2 Except for the double taxation treaties with Chile, Brazil and Bolivia.

			3 Special non-OECD method to test exports of commodities where the intermediary is not the actual recipient of the goods.

			4 Section 2, Procedural Tax Act (No. 11,683): ‘In order to determine the true nature of the taxable event, the acts, situations and economic relationships actually carried out, established or pursued by taxpayers shall be considered. Where taxpayers submit such acts, situations or relationships to legal forms or structures that are not clearly those provided for or authorised by private law as duly setting forth the full economic and effective intentions of the taxpayer, consideration of the actual taxable event and inappropriate legal forms and structures shall be ignored. Instead, the real economic situation will be considered within the forms or structures that private law would apply regardless of that chosen by taxpayers or that which private law would allow them as being most appropriate having regard to their real intentions’.

			5 National Tax Court, 15 July 2010, Nobleza Piccardo.

		

	
		
			Australia

			Authors: Helen Fazzino, Christian Holle, Garrick Robinson and Hendrik Hilgenfeld

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The general anti-avoidance rule is codified in part IVA of the Income Tax Assessment Act 1936 (and is therefore commonly referred to as ‘Part IVA’). Broadly, under the current law, the tax authorities may cancel a tax benefit under Part IVA where (i) there is a scheme, (ii) a taxpayer obtains a tax benefit in connection with the scheme and (iii) it concludes that obtaining the tax benefit was the sole or dominant purpose for entering into the scheme. 

			So far, tax benefits have usually been identified by comparing the scheme in question and a counterfactual. The counterfactual generally refers to what ‘might reasonably be expected to have occurred’ if the particular scheme had not been entered into or carried out. For example, in a recent court case on an intra-group restructuring (RCI Pty Ltd v. FCT), the taxpayer argued that the only proper counterfactual to the transaction reviewed was for them to do nothing at all. It stated that it would never have proceeded with the reorganisation had it resulted in the tax liability. The courts accepted this and concluded that there was no tax benefit as the transaction would not have been carried out if it had led to a tax cost.

			Following on from that, the Assistant Treasurer announced on 1 March 2012 that the government ‘would act to protect the integrity of Australia’s tax system by introducing amendments to Part IVA’. The measures are aimed at ensuring that taxpayers will no longer be successful with the argument that they ‘did not get a ‘tax benefit’ because, without the scheme, they would not have entered into an arrangement that attracted tax’. In addition, amendments to the law have been announced to confirm ‘that Part IVA always intended to apply to commercial arrangements which have been implemented in a particular way to avoid tax. This also includes steps within broader commercial arrangements’. However, the Assistant Treasurer confirmed that the announced amendments to the law must ‘not interfere with genuine commercial transactions and activities of taxpayers’. It is understood that the government is going to consult with independent experts before the amendments are introduced into parliament later in 2012. However, the more-stringent approach will already be applied to any schemes entered into or carried out from 2 March 2012. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The tax authorities pay particular attention to the potential application of Part IVA to international transactions; this is reflected in the increasing number of recent high-profile court cases. The taxpayers’ succesful argumentation in some of these cases dealing with intra-group transactions, that they would not have entered into the restructuring if they had known it would incur a tax liability, has led to the aforementioned statutory change being announced.

			Another high profile case for the tax authorities deals with the November 2009 stock exchange listing of a department store chain called Myer. The Myer shares had been sold in a float by a non-resident private equity fund (TPG). 

			While, generally, the disposal of shares in an Australian entity by a non-resident is free of capital gains tax, this does not apply to profits of an income character, such as profits from the sale of investments by private equity funds that were acquired with the intention of being sold at a profit and are therefore treated as income and not capital gains under Australian rules. In that scenario, the capital gains tax exemption for non-residents does not apply and the protection under Australia’s double tax treaties becomes relevant. In the Myer case, the Australian shares were sold by a Dutch holding company, being a wholly owned subsidiary of a Luxembourg company, which, in turn, was wholly owned by a Cayman Island fund entity. The profit from the listing was around AUD 1.5 billion.

			On 11 November 2009, the Commissioner of Taxation commenced court proceedings to freeze accounts of a major Australian bank that were thought to contain proceeds from the initial public offering. The tax authorities asserted that an AUD 678 million tax debt (comprising the primary tax liability) arose in respect of the gains realised on the disposal, and, in order to enforce that debt prior to funds being sent offshore, attempted to freeze the bank accounts. According to the court transcript, the tax authorities issued assessments against the Cayman Island entity and the Luxembourg subsidiary, but not the Dutch company. The injunctions were subsequently lifted when it became apparent that the funds supposedly in the relevant bank accounts had already been transferred out of Australia. However, it is expected that the tax authorities will continue to pursue the non-resident investors for the alleged tax debts. They are currently seeking to enforce winding-up proceedings with regard to the Cayman Island and Luxembourg entities involved in the case. 

			On 18 November 2009, the tax authorities released a statement in which they stated their view that business profits derived by residents of double taxation treaty (‘DTT’) countries are normally only taxable in their home country, but arrangements entered into to artificially achieve that outcome may be subject to challenge. They further announced that these long-standing principles would be restated in a taxation ruling. 

			 

			Taxation Determination (‘TD’) 2010/20 was issued on 1 December 2010 and, following on from the Myer case, sets out the Commissioner’s final view that the general anti-avoidance rule in Part IVA can apply to arrangements designed to alter the effect of Australia’s international tax agreements network. However, it is stated that application of Part IVA is reliant on there being a tax benefit in connection with the scheme, and that it should be concluded that the scheme, or a part of the scheme, was entered into to obtain a tax benefit.

			TD 2010/20, together with TD 2010/21 (which examines whether profits and gains made by a private equity entity are taxable as income and not capital gains), sets out the Commissioner’s final views in relation to the key Australian income tax issues that arise under arrangements alike to the Myer/TPG case.

			The Commissioner has confirmed his view that Australia’s anti-avoidance rules are likely to be invoked where the decision to interpose a treaty company in a holding structure lacks sound commercial reasoning. Accordingly, the tax-treaty benefits ordinarily available to an offshore investor (such as the Dutch holding company that floated the Myer shares) will be ignored, and Australia will assert its right to impose income tax on Australian-sourced profits realised upon disposal of an Australian group. This is the case where the entities further up the corporate chain (like the Cayman Island and Luxembourg entities in Myer) are resident in a country that does not have a tax treaty with Australia (which could otherwise provide for treaty relief). 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Under Australian domestic law,1 a company is considered to be an Australian tax resident if it: 

			•	is incorporated in Australia; or 

			•	carries on business in Australia, and either:

			−	it has its ‘central management and control’ in Australia; or 

			−	its voting power is controlled by shareholders that are residents of Australia. 

			The most common circumstance in which a foreign-incorporated company may be treated as an Australian resident for Australian tax purposes is where it carries on business in Australia and the ‘mind and management’ of the company is located in Australia. The ‘mind and management’ of a company is generally considered to focus on the high-level decision-making processes of a company, including activities such as setting the strategic direction and goals, evaluating its performance and dealing with major agreements and significant financial matters.2 The ‘mind and management’ of a foreign-incorporated company would generally be taken to be located in Australia where those high-level decisions were taken by the board of directors and the majority of the board meetings were held in Australia.3 The ‘mind and management’ of a company may also be taken to be in Australia due to the active involvement of Australian-based directors on the board of directors or where the day-to-day activities of the company are managed in a manner that would suggest that Australian-based individuals control the company’s day-to-day affairs. 

			Location of a company’s ‘mind and management’ or ‘central management and control’ is a question of fact to be determined in light of all the relevant facts and circumstances. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			As indicated above, even if a company is not incorporated in Australia, it will likely be concluded that it is centrally managed and controlled from Australia (and therefore is an Australian tax resident) where a majority of the board meetings are held there. 

			However, the mere fact that the majority of the directors on the board of a foreign company are Australian does not necessarily mean that the company is an Australian resident for tax purposes, as long as the board meetings dealing with the principal decisions of the company are held outside Australia. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			There is no reference to the OECD rules in Australian tax law. However, the practice of the tax authorities is to adopt a ‘substance-over-form’ approach in circumstances where a foreign company deriving income is viewed as being managed from Australia in a practical sense. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			For domestic tax law purposes, the term ‘permanent establishment’ is defined as a place at or through which a business is carried on. The term ‘place of management’ is not used in Australian domestic tax law in conjunction with the term ‘permanent establishment’ and is not legally defined. However, according to most of Australia’s DTTs – and similar to article 5(2) OECD MTC – the term includes a ‘place of management’. In the absence of a formal definition, ‘place of management’ could be interpreted by considering the above comments regarding ‘central management and control’. It may therefore be concluded that a company established abroad has an Australian permanent establishment for domestic and DTT purposes if ‘management and control’ functions in carrying out the entity’s business are conducted in Australia. This may be the case if high-level business decisions are made and/or day-to-day management is conducted in Australia. 

			As noted above, a company established abroad is Australian-tax resident only if it carries on business (of relevance) in Australia and has its ‘central management and control’ in Australia (see 2.1). Therefore, a company which is incorporated outside Australia may have a ‘management PE’ in Australia without being an Australian tax resident, as this would also require that the entity carries on business in Australia. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			There are withholding tax exemptions under domestic law, which generally rely on the nature of the income/payment and not the concept of ‘beneficial ownership’. 

			However, the concept of ‘beneficial ownership’ arises in many of Australia’s double taxation treaties, in particular the more recent treaties (for example article 10(3) of the Australian-UK DTT). There is no statutory definition of the concept of ‘beneficial ownership’ in Australian tax law. 

			From an Australian tax perspective, the general anti-avoidance rules set out in part IVA of the Income Tax Assessment Act 1936 can be applied to limit the availability of treaty benefits where the dominant purpose of a company in entering into an arrangement is to obtain a tax benefit (e.g. to reduce any form of Australian withholding tax).

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			No references are made to the OECD rules and, while they provide some guidance, they do not prevail in the interpretation of Australia’s double taxation treaties. However, there are proposals afoot to amend the current transfer pricing provisions contained in the domestic transfer pricing legislation and to incorporate OECD principles in Australia’s transfer pricing provisions.

			There are limitation on benefits clauses in an increasing number of Australia’s treaties, in particular the more recently negotiated ones (e.g. with the USA and Japan, the latter of which represents current Australian treaty policy). However, the majority of Australia’s older double taxation treaties do not have any limitation on benefits articles.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are no specific, defined substance requirements in Australia’s far-reaching transfer pricing legislation (enshrined in division 13 of the Income Tax Assessment Act 1936). 

			Nevertheless, there is a strong inference from the tax authorities’ comments in final tax rulings in relation to transfer pricing that the substance of transactions is critical. In particular, this is reflected by emphasis on the importance of a functional analysis and an accurate assessment of the economic contribution of the parties to the dealing, based on actual functions undertaken, assets used and risks borne. 

			Moreover, the tax authorities openly espouse congruence of Australia’s transfer pricing rules with the OECD Guidelines. Indeed, this position is currently at the heart of proposed changes to Australia’s domestic transfer pricing legislation, which, in its current draft form, specifically recognises the OECD MTC and the OECD Guidelines as cross-border transfer pricing guidance when determining whether an entity has received a ‘transfer pricing benefit’ under the new legislation. 

			In this regard, we note that paragraph 1.64 of the OECD Guidelines advises that ‘a tax administration’s examination of a controlled transaction … should be based on the transaction actually undertaken by the associated enterprises as it has been structured by them’. However, at paragraph 1.65, the OECD Guidelines emphasise the prevalence of ‘substance-over-form’, noting that a key exception to the above would be ‘exceptional’ circumstances where ‘the economic substance of a transaction differs from its form’. In such circumstances, they note that ‘it might be appropriate for a tax administration to disregard the structures adopted by the independent parties’. Further guidance highlighting the importance of considering the economic and commercial substance underlying a related-party arrangement, specifically in the context of a business restructuring, is provided in chapter 9 of the OECD Guidelines. Further, the tax authorities advise in their public taxation rulings on transfer pricing that, consistent with article 9 of the OECD MTC, ‘the arm’s length principle is predicated on the basis of adjusting the profits by reference to the conditions which would have existed between independent parties under comparable circumstances’.4 In this regard, their rulings indicate that replicating the arm’s length position is a key consideration in addition to determining the relevant arm’s length price. 

			The Commissioner of Taxation reiterated his view in his public taxation ruling (‘TR’) on business restructurings, TR 2011/1: ‘Income tax: application of the transfer pricing provisions to business restructuring by multinational enterprises’ (discussed in further detail below), indicating that as much importance is placed on the substance or ‘commerciality’ of an arrangement as on the need to price it at arm’s length. Specifically, the tax authorities explicitly acknowledge the position promulgated by the OECD in chapter 9 of their Guidelines,5 and consider that it may be appropriate in certain circumstances for the Commissioner not to recognise a taxpayer’s characterisation of a dealing. Specifically, the tax authorities consider that such an approach may be appropriate where, having regard to all of the facts and circumstances underlying the arrangement:6

			•	its economic substance differs from its form; and 

			•	independent enterprises in comparable circumstances would not have characterised or structured the transaction or arrangement as the associated enterprises have, and arm’s length pricing cannot reliably be determined for that transaction or arrangement.

			The tax authorities’ legislative power to recharacterise a transaction under division 13 of the 1936 act is not free from doubt. Division 13 empowers them to adjust the price of a transaction if it is considered to be inconsistent with the arm’s length principle and results in a reduction in Australian taxable income. As such, it may be argued that, under Division 13 alone, the tax authorities are currently restricted to adjusting the price of the transaction, and that any recharacterisation of transactions to reflect their view of substance and/or commerciality under Division 13 alone exceeds their statutory mandate. The tax authorities’ views in this regard are yet to be tested in the Australian courts.7 However, it may well be that, if the revised transfer pricing legislation is enacted as proposed, their ability to reconstruct a transaction on a retrospective basis could be strengthened. Specifically, the new legislation will more closely align Australia’s transfer pricing rules to the principles espoused in its transfer pricing rulings and OECD transfer pricing guidance and will reflect a connection to article 9 of the OECD MTC and its focus on the impact of conditions between the parties on the outcome of the transactions where those conditions differ from what might be expected to operate between two independent parties. This is being interpreted by many as creating a broader scope than the existing transfer pricing law in Division 13 alone and as resulting in new, unprecedented power for the Commissioner to recharacterise and reconstruct transactions to reflect independent structures.

			While the OECD indicates that such an approach should be reserved for ‘exceptional’ cases only, the practical application of this approach in Australia by the tax authorities under Division 13 already appears to be more common. They have demonstrated a particular focus on the commerciality of an arrangement in seeking to simulate ‘what an independent party dealing independently would do to protect its own economic interest’.8 In this regard, the tax authorities would appear to hold the view that they are empowered to recharacterise the form of a transaction to align it with what they consider to be commercial and/or economic substance, noting that ‘in Division 13, the notions of ‘arm’s length consideration’ and ‘arm’s length dealings’ require a comparison of what the taxpayer would have done if the taxpayer had operated as an independent party’.9 

			In addition to business reorganisations, the question of commerciality and substance in a transfer pricing context has been emphasised by the tax authorities in the context of international related-party financing arrangements. Specifically, in TR 2010/7: ‘Income tax: the interaction of Division 820 [thin capitalisation] of the Income Tax Assessment Act 1997 and the transfer pricing provisions’, the tax authorities express the view that it may be necessary to effectively recharacterise a related-party funding arrangement where the arrangement in place does not make ‘commercial sense’ having regard to all the facts and circumstances. This is notwithstanding the fact that the taxpayer may have maintained a level of gearing satisfying the regulated thin-capitalisation safe harbour for income tax purposes. Our practical experience suggests that the tax authorities’ views indicate the need to more closely consider and document the ‘hypothetical arm’s length amount of debt’ that a borrower would have been able to borrow at arm’s length on a stand-alone basis (taking into account parental affiliation if appropriate), together with the overall profitability of a taxpayer after accounting for its funding costs. 

			Specifically, the views of the tax authorities diverge slightly from the position commonly enshrined in the transfer pricing guidance issued by the OECD in that the tax authorities do not propose to deem interest paid on an amount of debt above an ‘arm’s length amount of debt’ as akin to a distribution of profit (i.e. reclassifying a portion of the debt as equity). Rather, notwithstanding the fact that a taxpayer satisfies the thin-capitalisation safe harbour, they have expressed the view that they may effectively ‘recharacterise’ a funding arrangement by applying an interest rate based on a hypothetical ‘arm’s length debt amount’ to the actual amount of debt where they consider a taxpayer’s funding arrangements/commercial outcomes are not at arm’s length. This position has also been incorporated within the proposed legislation noted in 1.1.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Due to the broad powers available to the Commissioner of Taxation under Part IVA and Division 13, the OECD’s position in its recent publications in relation to the allocation of risk (including chapter 9 of their Guidelines on business restructurings and article 7 of the MTC) is unlikely to result in specific changes to substance requirements under Australia’s transfer pricing regime. As noted above, there is already a strong interference from the tax authorities’ comments in published taxation rulings that the substance of transactions is key. However, as noted above, if the revised legislation is enacted as proposed, introduction of the OECD Guidelines is likely to give legal effect to the interpretation of its guidance on ‘substance’ requirements under Australia’s domestic transfer pricing legislation.

			Whilst the concept of substance as outlined in the OECD Guidelines (including chapter 9) will not of itself result in specific changes to substance requirements, the need to deal with the complexities associated with business restructurings prompted development of additional guidance from the tax authorities to clarify their position on what constitutes ‘substance’, including reference to concepts such as ‘commerciality’ and arm’s length allocation of risk. In this regard, as noted above, in February 2011, the tax authorities issued specific guidance in respect of business restructurings in Taxation Ruling 2011/1. 

			While Australia’s taxation rulings are not legally binding in a court of law, TR 2011/1 has provided useful insight into the authorities’ views of the key factors to be considered in relation to economic substance under any business restructuring, including: 

			•	whether the conduct of the parties conforms to their contractual arrangement; 

			•	whether the terms of the business restructuring make ‘commercial sense’ given the expected benefits of the business restructuring for the parties; 

			•	whether there is comparable data evidencing similar contractual arrangements entered into by independent parties; 

			•	whether the contractual terms reflect those that would be expected to result from real bargaining between independent parties; and

			•	whether independent parties would be expected to agree a similar reallocation of functions, assets and risks having regard to the options realistically available to them.

			Regarding the allocation of risk between related parties, the tax authorities have provided additional guidance in TR 2011/1, which is consistent with the guidance contained in the OECD Guidelines. That is, Australia’s tax authorities note, when a key consideration in a business restructuring will be whether the allocation of risk is at arm’s length, having regard to any available comparable uncontrolled data and the overall ‘commercial sense’ and economic substance underlying the risk allocation. Critical to such an analysis will be the financial and functional capability of assuming and making the necessary decisions to manage the risk.10 

			The tax authorities’ approach to business restructuring and reconstruction of a taxpayer’s dealings more generally closely mirrors, and may arguably be more assertive than, that outlined by the OECD. A potential distinction between the two approaches may be seen in the practical approach to re-constructing a taxpayer’s dealings. While both the OECD and Australia’s tax authorities indicate that this should be reserved for ‘exceptional’ cases only,11 in practice, the tax authorities seem to be only too ready to do so under Division 13. 

			In respect of permanent establishments, although the tax authorities played a leading role in drafting and establishing the positions adopted by the OECD’s Report on the Attribution of Profits to Permanent Establishments, they have not as yet sought to adopt these principles in domestic law or in the treaty network. Furthermore, the proposed revised domestic legislation (at least in the elements released at the time of writing) makes specific reference to certain OECD material documentation as being relevant to interpretation of the arm’s length principle, e.g. the OECD Guidelines, but does not reference the OECD Report on the Attribution of Profits to Permanent Establishments. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As noted above, there are no specific requirements. From a general taxation perspective, the tax authorities may challenge certain transactions, including international related-party transactions, under its general anti-avoidance provisions (reflected in part IVA of the Income Tax Assessment Act 1936) where the arrangements reflect a ‘scheme’ with a sole or dominant purpose of reducing Australian tax. 

			Specifically in relation to transfer pricing, the tax authorities may also seek to challenge the substance of arrangements through their transfer pricing rules (Division 13). Division 13 is considered in the Australian tax legislation as an anti-avoidance measure to complement the operation of Part IVA and was enacted to combat the avoidance of Australian tax through transfer pricing and profit shifting. Indeed, in earlier discussion drafts of the tax authority paper on the transfer pricing aspects of business restructuring, a clear link was made between the operation of Part IVA and commercial substance underlying intra-group transaction restructurings. Following general criticism from taxpayers and professional bodies alike, reference to Part IVA has been removed from the final ruling (TR 2011/11). 

			Division 13 empowers the tax authorities to amend taxpayer assessments essentially without limitation12 and imposes significant penalties (as detailed in TR 98/16). 

			In cases where the adjustment in Australia is inconsistent with the transfer pricing approach of another jurisdiction with which Australia has a double tax treaty, clauses in the relevant treaty provide for ‘competent authority’ resolution. As a practical matter, such resolution is both difficult and time-consuming and often does not prove adequate. 

			1 Section 6(1), Income Tax Assessment Act 1936.

			2 Taxation Ruling (TR) 2004/15.

			3 TR 2004/15.

			4 TR 94/14, 158.

			5 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators, Paris: OECD, 22 July 2010, paragraph 1.64 - 1.69. (‘OECD Guidelines’)

			6 Taxation Ruling 2011/1: ‘Income tax: application of the transfer pricing provisions to business restructuring by multinational enterprises’, 142.

			7 Although the Federal Court found in Commissioner of Taxation v. SNF (Australia) Pty Ltd [2011] that Division 13 required taxpayers to consider the arm’s length nature of dealings on a transactional basis as opposed to outcomes, i.e. profits, where even broadly comparable transactional data exists, and that OECD Guidelines are not required when interpreting Division 13, it did not directly consider substance issues. 

			8 TR 97/20, 2.6.

			9 TR 97/20, 2.7.

			10 TR 2011/1, 103 to 108.

			11 TR 2011/1, 142, and OECD Guidelines, paragraph 1.64 to 1.69.

			12 It is likely that a statute of limitations will be incorporated within any prospective re-write of Australia’s transfer pricing legislation.

		

	
		
			Austria

			Authors: Herbert Greinecker, Rudolf Krickl, Guelay Karatas and Mathias Knittel

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Several new provisions have been introduced into Austrian tax law in the last few years with regard to anti-abuse measures.

			The main amendments result from the Ancillary Budget Act 2011-2014,1 snuffing out a number of international tax planning opportunities. With respect to hybrid instruments, inbound dividends are no longer exempt from corporate tax if the payment is tax-deductible in the hands of the foreign payer.2 This amendment is aimed at tackling ‘double-dip’ structures that exploit classification conflicts between countries (e.g. via special structured profit-participation rights). 

			Furthermore, interest deduction in Austria is denied as from 2011 if debt is used to finance the acquisition of shares from related parties or from controlling (direct or indirect) shareholders.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Both Austria’s tax authorities and its courts have been paying more attention to abusive structuring.

			For example, on 22 September 2005, the Supreme Administrative Court ruled in a case involving a (low-taxed) foreign company.3 An Austrian company established an offshore letterbox financing company in Jersey to grant loans to German group companies. The Jersey company had no substance. The funds necessary to finance the German group companies were provided by the Austrian parent company as equity. The interest paid by the German subsidiaries to the Jersey financing company was distributed as dividends to the Austrian parent company, which claimed the dividend income was tax-exempt under the participation exemption rules.

			The Court ruled that this structure was an abuse of law as it was aimed at transforming taxable interest income into a tax-exempt dividend in the hands of the Austrian parent company. It reasoned that the same commercial effect could have been achieved if the Austrian parent company had granted direct loans to its German subsidiaries without interposing an offshore letterbox company.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to domestic tax law,4 companies, essentially legal entities under private law (primarily corporations such as GmbHs, AGs and SEs) and equivalent entities, are considered Austrian tax residents if they have:

			•	their registered office in Austria;5 or 

			•	their principal ‘place of management’ in Austria. 

			For the ‘place of effective management’, it is the location of the strategic management that is decisive (meaning the place where the corporate decision-making process actually takes place and the leading decisions are made), and not that of the day-to-day management.6 Accordingly, a non-resident company is a company that has neither its registered office nor its ‘place of effective management’ in Austria. Therefore, even a letterbox company having its ‘place of effective management’ outside Austria is considered resident in Austria if its registered office is there. 

			If a corporation has neither its registered office nor its ‘place of effective management’ in Austria, it is subject to limited tax liability in Austria on certain sources of income. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In contrast to the registered office/legal seat, the ‘place of effective management’ cannot be fixed by means of a legal structure. Generally, Austrian tax law provides a framework of principles and rough guidelines on how to determine the ‘place of effective management’, but it does not lay down detailed (safe-harbour) rules in that respect. However, especially if the management of a local holding company is carried on by foreign group personnel only, there is a considerable risk that the Austrian tax authorities may for tax purposes shift the ‘place of effective management’ to the country where the personnel in question are usually located. 

			The following management activities will be of relevance. Note that this list is neither cumulative nor exhaustive: 

			•	administration of bank accounts (opening accounts, approving transactions, controlling functions); 

			•	exercise of shareholder rights (attending general meetings, making shareholder decisions, etc.); 

			•	management of statutory reporting activities (preparing/approving annual financial statements and tax returns); 

			•	entering into contracts/agreements (contracts with banks, legal and tax consultancy, group service contracts/cost allocation agreements, rental agreements); 

			•	directors are Austrian residents/nationals.7 

			The place where decisions on these issues are developed and effectively taken is of essential importance to determining the ‘place of effective management’ – not the place where the decisions are formally made (e.g. signing of contracts). 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The tax authorities tend to take a more legalistic stance regarding tax residence in Austria. Hence, a company can have its residence there even if the place of its effective management is situated elsewhere. 

			However, in the case of a ‘classification conflict’ due to a company having dual residence (and of a double tax treaty with an article 10 similar to that in the OECD MTC), tax residence is preferably determined on the basis of the principal ‘place of effective management’. 

			The ‘place of effective management’ is the place where necessary, significant management decisions are taken. If management decisions are taken in different countries, the ‘place of effective management’ is where the most significant ‘management and control’ functions are carried out.8

			Fundamental decisions concerning the existence of the entity, e.g. its establishment, liquidation, merger, as well as decisions regarding business strategy, are generally subject to the shareholders’ approval and thus have no effect on the ‘place of effective management’. The decisions that determine the ‘place of management’ are those concerning the business of the company itself. 

			Classification as day-to-day business depends on the entity’s kind of activity. In the case of a production or distribution company, decisions on materials procurement, choice of method of production, product range and trade channels define the day-to-day business. Administering holdings, exercising voting rights or deciding on the disposal of shares are significant for the day-to-day business of a pure holding company.

			In sum, the ‘place of effective management’ is the place, i.e. the premises, where the main, significant day-to-day business decisions are taken. If the entity has no premises, the fiscal residence of the managing director responsible for ‘management and control’ of the entity may be regarded as the ‘place of effective management’.9

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Cadbury Schweppes has not influenced Austrian law because, generally, no CFC rules apply in Austria. However, it should be noted that the international affiliation privilege10 does not apply if the tax authorities have reason to suspect tax avoidance or abuse.11 No such reason will be deemed to exist if: 

			•	directly or indirectly, the non-resident company’s activities mainly consist of receiving interest income, income from transfers of moveable tangible or intangible assets or their use, or income from the disposal of holding interests; and 

			•	the income of the non-resident company is not subject to a foreign tax comparable to Austrian corporate income tax in terms of tax rate or determination of the tax base. 

			In such cases, dividends are taxable at a rate of 25% and the participation exemption is replaced by a tax credit (‘switch-over clause’). 

			Following the Cadbury Schweppes case, the general applicability of the ‘switch-over clause’ in cases of abuse is questionable according to certain technical literature. However, the Supreme Administrative Court has affirmed that the Austrian anti-abuse rules (on the international affiliation privilege) comply with EU law further to Cadbury Schweppes.12 Furthermore, the European Court of Justice has confirmed that the credit method complies with EU law, in the case of Haribo und Österreichische Salinen AG.13

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			According to the OECD MTC Commentaries, the examples in article 5(2) have to be seen in the light of the general definition of a permanent establishment given in article 5(1). Therefore, a ‘place of management’ may only give rise to a permanent establishment if the requirements of article 5(1) are met, especially the existence of a fixed place of business. 

			Austrian case law and tax commentaries follow this interpretation: in line with the definition of a permanent establishment according to the Federal Tax Code, a ‘place of management’ may only give rise to a permanent establishment if the general conditions are fulfilled, i.e. a fixed place of business where the business is carried on.14

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Austria has implemented the Interest & Royalties Directive15 into its domestic law. This was the first time a definition of the term beneficial owner (‘Nutzungsberechtigter’16) was set down in the Austrian national tax system. According to the definition, the payee can only be regarded as the beneficial owner if the company does not receive the payment as a nominee, trustee or attorney-in-fact on behalf of a third party.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Many of Austria’s double taxation treaties refer to the notion of ‘beneficial owner’. It should be understood in its context and in light of the objectives and purposes of the OECD MTC including avoiding double taxation and preventing tax evasion and avoidance.

			Austrian double taxation treaties similar to the OECD MTC do not contain specific LoB clauses. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Austria has implemented the Parent-Subsidiary Directive into its domestic law without including reference to the term ‘beneficial ownership’. As regards the withholding tax exemption on dividends, the Austrian legislation refers to the ‘recipient’ of dividends, which should be interpreted as being the party with a legal title. 

			However, the Austrian implementation of the Parent-Subsidiary Directive17 does contain certain anti-abuse measures. Tax must be withheld at source in cases of tax avoidance, abuse of law and constructive dividends, though tax avoidance and abuse of law are not issues for the paying company if it has received a written form from the receiving company stating that it: 

			•	employs its own personnel; 

			•	maintains its own office space; 

			•	performs commercial activities, meaning its activities go beyond pure investment and outbound interest and royalty payments. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are no statutory rules in Austria specifically dealing with substance requirements from a TP point of view. Thus the statutory authority for addressing TP issues is to be found in the application of general legal concepts, such as ‘substance-over-form’ and anti-abuse provisions. 

			The OECD Guidelines have been published in Austria as practice notes. While a practice note does not have force of law, it is nevertheless an important indication of how the principles contained in the OECD Guidelines are accepted and the approach that the authorities are likely to adopt towards TP. 

			The OECD Guidelines state that tax administrations should recognise the actual transactions undertaken by associated enterprises as structured by them, using the methods applied by the taxpayer in so far as they are consistent with the methods described in the OECD Guidelines. 

			In addition, the Ministry of Finance released Transfer Pricing Guidelines in 2010 as a form of official guidance. The Austrian Guidelines refer to the OECD’s and additionally include case law as well as letter rulings by the Austrian Ministry of Finance in relation to TP issues.

			Further, the Austrian tax authorities check a transaction on its economic relevance from a ‘substance-over-form’ perspective.18 Not only does the company have to be able to fulfil the functions it is deemed to assume, it must actually fulfil them. Contractual arrangements must be adhered to de facto. Legal reality prevails over the form of the contract. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The Transfer Pricing Guidelines confirm that the Authorised OECD Approach (AOA) is generally followed. However, the AOA is only applicable as long as it does not contradict article 7 of the tax treaties that are in place.19

			Further, the Transfer Pricing Guidelines clearly follow chapter 9 of the OECD Guidelines with regard to business restructurings.20

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One is where the economic substance of the transaction differs from its legal form; in such a case, the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. The other is where, while the form and substance of the transaction are the same, the arrangements made in relation to the transaction, viewed as a whole, differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner, and the actual structure in practice impedes the tax administration in determining an appropriate transfer price. 

			The Austrian tax administration follows the OECD Guidelines and the arm’s length principle, as mentioned under point 2.26 of the OECD Guidelines for example, and allocates profits to the companies in the group that actually perform the functions under examination.21 

			1 BGBl. (State gazette) I No. 111/2010.

			2 Section 10(7) KStG (Corporate Income Tax Act).

			3 Supreme Court, 22 September 2005, 2001/14/0188.

			4 Section 1(2) Corporate Income Tax Act.

			5 Margin No. 5 KStR (Corporate Tax Guidelines) (registered office according to law, contract or articles of association is located in Austria).

			6 Section 27(2) BAO (Federal Tax Code).

			7 Margin No. 4 Corporate Tax Guidelines.

			8 Margin No. 6 Corporate Tax Guidelines.

			9 Margin No. 6 Corporate Tax Guidelines.

			10 Section 10(4) EstG (Personal Income Tax Act), Directive on sec. 10(4) of the Act.

			11 Section 22 Federal Tax Code.

			12 Supreme Court, 24 July 2007, 2007/14/0029.

			13 European Court of Justice C-436/08 & C-437/08, 10 February 2011, Haribo und Österreichische Salinen AG v. Finanzamt Linz. 

			14 Supreme Court, 31 May 2000, 97/13/0200.

			15 Section 99a Personal Income Tax Act.

			16 Section 99a(3) Personal Income Tax Act.

			17 Sec. 94a Personal Income Tax Act.

			18 Section 21 Federal Tax Code.

			19 OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators, Paris: OECD, 22 July 2010, paragraph 181. (‘OECD Guidelines’)

			20 OECD Guidelines, paragraph 130.

			21 EAS 984 dated 9 December 1996 (the EAS is Austria’s ‘Express Answer Service’, a letter ruling from the Ministry of Finance).
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			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Belgium is clearly paying increased attention to substance and the prevention of abusive structures. 

			Illustrative in this respect are some of the new Belgian tax measures that were implemented with the 2012 budget agreement (the so-called ‘Butterfly Agreement’). Some have been enacted by parliament, e.g. the Miscellaneous Provisions Act of December 2011 (‘the Act 2011’) and the Miscellaneous Provision Act of 22 March 2012 (‘the Act 2012’), which contains new provisions inter alia in the field of corporate income tax, personal tax, withholding tax and indirect taxes.

			In this last Act, a new general anti-abuse measure is introduced into Belgian tax law.1 Previously, according to section 344(1) of the Income Tax Code, the Belgian tax authorities can (under certain conditions) recharacterise a legal act (a transaction) as another legal act (with a higher tax charge) provided the two transactions have the same or similar legal consequences. This has proved to be a difficult condition to fulfil in practice, meaning the general anti-abuse measure could rarely be cited. Under the new rules, in order to recharacterise a transaction, the ‘new’ one need no longer have consequences the same as or similar to the ‘old’ one: thus, a more ‘substance-over-form’ approach seems to be emerging.

			Another example of the increased attention to abusive structures is the proposed introduction of a new thin-cap rule. Belgium previously had no general thin-cap rule (only a special one for interest payments to low-taxed jurisdictions; this is the so-called 7:1 debt-equity ratio). 

			A new, general 5:1 debt-equity ratio is now being introduced. This means that interest on debt in excess of the 5:1 ratio would qualify as a non-deductible expense. However, the thin-cap rule would only apply to intra-group financing (regardless of whether the entity providing the finance is in a low or high-tax jurisdiction) and not to loans from third parties.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Together with introduction of the 2012 budget measures (see above), new official procedures have been introduced to increase efficiency in the collection of taxes and prevention of fraud. 

			This has culminated, inter alia, in more resources being allocated to the ‘special tax inspectorate’, a task force within the Belgian tax authorities that will be under the direct control of the Prime Minister’s office. 

			From our more recent experiences with the tax authorities, it is clear that they are tending to pay more general attention to the concept of ‘substance’, whether expressly or implicitly. This trend can be seen in a number of recent court cases and administrative decisions, a selection of which are given below.

			Case law

			>	Mons Court of First Instance, 6 May 20032

			 In this case, two Belgian residents acted as board members of a French société anonyme. Initially, the Belgian tax authorities maintained that the French company was a sham, i.e. had been created solely in order for the Belgian residents to have their directors’ pay taxed in France. The tax authorities’ challenge was mounted on two fronts: (i) the French company was deemed a Belgian resident because it lacked substance in France; or (ii) the French company had a Belgian permanent establishment because its management was carried on in Belgium.

			Still, the Court of First Instance decided in favour of the taxpayers. It held that the company could not be regarded as a Belgian resident because its ‘place of effective management’ was situated in France on the basis of these (and other) arguments: 

			•	the board and general shareholders’ meetings were held in France; 

			•	its warehouse and offices were located in France; and 

			•	staff worked at those facilities. 

			The fact that the directors of the French company performed certain daily management tasks in Belgium (at the offices of another Belgian group company) was not sufficient to conclude that the French company’s affairs were in fact conducted from Belgium. The daily management was only minor and occasional.

			Finally, the French company could not have a permanent establishment in Belgium as the daily management procedures carried on there were too superficial to constitute a ‘place of management’.

			>	Court of Cassation,3 10 June 20104

			 The Court of Cassation recently confirmed that management fees paid to an intermediate company (with substantial tax assets) that did not possess tangible or intangible assets and also had no operating expenses were deemed paid to another company, i.e. the effective provider of the management services. The intermediate company was disregarded.

			 The Court allowed the two transactions to be recharacterised: (i) company A contracted a service agreement with company B in exchange for a certain fee, and (ii) B contracted a management agreement with company C for the same services in return for a lower fee.

			 The tax authorities successfully invoked the anti-abuse provision to recharacterise the transaction as (i) a management agreement contracted directly between A and C for the consideration initially agreed between B and C, and (ii) a payment without consideration (the difference between the initial fees agreed between A and B and between B and C). The Court found that B had no substance and was unable to show that it added value to the services it received from C.

			>	Antwerp Court of Appeal, 14 September 20105

			In this case, a Belgian taxpayer paid commissions to an Emirates (‘UAE’) company, which subsequently paid the fees on to a Hong Kong trading company. The Court deemed the commissions to be paid directly to the Hong Kong trading company as there was no evidence that the UAE buying agent had any substance or that it had intervened in the transaction: the Belgian taxpayer failed to demonstrate that its foreign UAE company had the necessary staff or other substance to underpin the alleged genuine nature of its (trading) operations.

			>	Antwerp Court of First Instance, 27 October 20106

			The Court confirmed the priority of the reality principle by rejecting a deduction of certain business expenses related to a seat of management that was found to be fictitious. 

			In the case, a company transferred its seat of management from city A to city B. The costs related to the new seat of management were found to be non-deductible given that the staff, offices, central bookkeeping and records were still located in city A. Moreover, the company’s management was physically present in city A most of the time. Consequently, the Court held that there was no substance in city B.

			Administrative decisions (rulings)

			A similar trend to that described above can be clearly detected in the decisions published by the Belgian tax authorities’ Rulings Office. Experience shows that, to test the substance of finance companies, it looks inter alia to whether they manage their affairs in their own name and for their own account (i.e. not as an agent) and whether they incur their own (credit) risk on their portfolio assets. It also verifies whether finance companies have sufficient people capable of performing the relevant finance activities.7 

			In a series of published rulings, the Rulings Office has also highlighted the factors it takes into account when determining a company’s residence:8 

			•	the place where the majority of the directors reside;

			•	whether directors who reside in the State where the company is incorporated have enough information at their disposal to carry out their management function (so they can actually take decisions);

			•	whether the directors’ liability is excluded;

			•	whether the company meets its tax return obligations;

			•	whether the company has the financial means to achieve its objects. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Under section 2(5)(b) of the Income Tax Code, a company is resident in Belgium if:

			•	it has its registered office in Belgium; or

			•	it has its principal place of business in Belgium; or 

			•	it has its ‘place of management’ or administration in Belgium. 

			If the registered office and the seat of management are situated in two different States, the company’s residence is determined by its seat of management (‘substance-over-form’). 

			The seat of management is the place where the company’s general interests are promoted and looked after. It is the place where genuine activities take place, important decisions are taken and meetings of the board of directors and shareholders are held. Belgian legal writers take the view that ‘seat of management’ is the Belgian take on ‘place of effective management’ (see below).

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Generally, the following criteria should be taken into consideration in assessing the residence and level of substance of a Belgian company (the list is not cumulative or exhaustive):

			•	Active senior decision-making is located in Belgium, i.e. the board of directors regularly meets in Belgium, where a quorum of directors is physically present.

			•	The board of directors takes strategic decisions (long-term planning) relating to the business of the company (investment decisions, dividend management, etc.). All (important) new transactions are also approved by the board of directors.

			•	The board of directors meets as frequently as required by the level of business of the company.

			•	Preferably, directors reside in Belgium.

			•	Board meetings in Belgium are physically attended by foreign board members.

			•	The directors have sufficient knowledge to function as directors of the company, and actually do so (no ‘rubber-stamping’). No pre-emptive action is taken by either the directors or the shareholders before the proposal/evaluation/decision process has been completed (i.e. decisions are taken at board meetings). The Belgian board members have the same level of authority as the foreign directors.

			•	Communications to the company from a foreign head office consist of general advice or guidance rather than specific instructions or orders.

			•	The company’s (senior) management has the expertise and is empowered to oversee actual entrepreneurial risk. 

			•	Day-to-day operations are managed by qualified personnel located in Belgium (management participation, negotiation and signature of contracts, business risk management, making decisions on capital investments and funding, etc.).

			•	The number of employees available in the company and their expertise are commensurate with the activities carried on by it, i.e. experienced, qualified people.

			•	It has an address in Belgium and is registered with the central Belgian register of undertakings.

			•	Its (main) bank accounts are in Belgium.

			•	Its administration and bookkeeping are maintained in Belgium.

			•	All its books and records are archived in Belgium.

			•	All correspondence with regard to its activities is addressed to, and sent from, the company.

			•	E-mail correspondence regarding the company is sent from and to its unique e-mail address. It should be avoided (merely) forwarding e-mail correspondence to external management.

			•	It meets all its tax obligations.

			•	It has a level of equity that is consistent with its activities.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The official Belgian Commentaries on Double Taxation Treaties (‘DTTs’)9 state that the ‘place of effective management’ is the place from where the company is effectively directed or managed. 

			Just like the OECD, the Belgian tax authorities tend to use the ‘substance-over-form’ approach to tax residence. In practice, a company’s management should have its actual offices at this ‘place of effective management’ rather than merely holding office space, which is insufficient.10 Therefore, a company’s statutory residence in Belgium is to be considered a presumption that can be rebutted if the company is de facto managed from abroad, which is so if meetings of the board of directors and shareholders are only held in Belgium for purely formal purposes.11

			Conversely, if a company has no place of business or activity at all outside Belgium, and its registered office turns out to be nothing more than a letter box, it can be deduced that its seat of management is actually in Belgium if not only the directors reside in Belgium but also most of the company’s activities take place in Belgium. Merely appointing an accountant to hold the company’s accounts in the proclaimed country of residence or organising its general meetings there is not sufficient to outweigh these factors.12

			In this respect, we regularly see that, say, a board of directors delegates its powers to a daily manager or managing director (or a number of such officials constituting a board). We see some situations in which a foreign company is managed by Belgian directors, or under a Belgian management structure. Here, Belgian courts accept that the company cannot be regarded as a foreign tax resident since the actual place where the key decisions are taken, where the effective management takes place, is situated in Belgium, regardless of where the board of directors formally gathers.13 Other cases deal with situations where the board of directors and the general meetings of shareholders only formally meet in Belgium, while actual decisions are taken outside Belgium. In such cases, Belgian courts will find that the ‘place of effective management’ is not situated in Belgium, and thus the entity is not a Belgian tax resident.14

			The Brussels Court of Appeal15 has ruled that a Luxembourg-incorporated company that had its registered office in Luxembourg was nevertheless a Belgian resident because its ‘place of effective management’ was in Belgium. One of the factors taken into account by the court was that the company’s correspondence was directed to a Belgian address. Therefore, as key decisions appeared to be made in Belgium, the company was deemed to be a Belgian resident. 

			It should be mentioned that, where management is performed in Belgium for a non-resident company (even where that does not create a taxable residence in Belgium, meaning adequate substance is available abroad), it should be carefully examined whether this creates a taxable permanent establishment (PE) in Belgium since a ‘place of management’ constitutes a permanent establishment under article 5(2) of the OECD MTC. Profits (e.g. dividend income) attributable to the permanent establishment are then taxable in Belgium.16

			In line with the ‘substance-over-form’ principle, the Ghent Court of First Instance has ruled that a company had a permanent establishment in Belgium because the envisaged structure – which would not otherwise have led to a permanent establishment classification in Belgium – had not been duly implemented.17 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The influence of Cadbury Schweppes on Belgian law has been fairly limited. Of course, the notion of ‘wholly artificial arrangements’ in the Cadbury Schweppes case has strengthened the more practical approach taken by the Belgian tax authorities, as explained in 1.2. It might be noted that Belgium was the only country that supported the reasoning of the Advocate-General in Cadbury Schweppes (which was broadly followed by the ECJ).18 

			Belgian law contains a number of specific anti-abuse provisions that run counter to development of the internal market. In order to avoid some of these applying, taxpayers must prove that the challenged transaction meets ‘legitimate financial and economic needs’. In the wake of Cadbury Schweppes,19 certain legal writers argue that this notion might not be entirely compatible with that of ‘wholly artificial arrangements’. 

			More recent anti-abuse measures refer to this latter notion. For example, taxpayers must declare payments made from Belgium to tax haven countries (over a certain amount) to the Belgian tax authorities. In addition, the taxpayer must also prove that the recipient is ‘a person other than a ‘wholly artificial arrangement’’.20 It can be expected that the new general anti-abuse rule will also refer to this notion.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			According to the official Belgian Commentaries on DTTs, the list in article 5(2) OECD MTC should be interpreted in its own right, i.e. to qualify as a ‘place of management’, Belgium does not require the general conditions of article 5(1) to be fulfilled, and so a PE can originate in Belgium from mere management tasks. Unless there is evidence to the contrary, a ‘place of management’ is fundamentally a permanent establishment. According to the OECD MTC Commentaries, the list in article 5(2) is subordinate to article 5(1). The Discussion Draft published by the OECD on 12 October 2011 regarding the interpretation and application of article 5 of the OECD MTC makes it clear that the list of examples in paragraph 2 have to be interpreted in the light of paragraph 1.

			Whether or not in conformity with international tax law, this does have important practical implications. The (broader) Belgian interpretation of ‘place of management’ means that a permanent establishment is formed even where no physical structure is available (such as an office or office supplies). Hence, the board of directors of a foreign company that takes decisions in Belgium constitutes a permanent establishment, regardless of whether it has an actual physical establishment here. Both day-to-day management and strategic management can qualify as a ‘place of management’.

			It remains to be seen what impact the 12 October 2011 Discussion Draft might have on the (broader)Belgian interpretation.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The notion of ‘beneficial owner’ can be found in many of Belgium’s double taxation treaties. However, no definition of the concept is to be found either in statute or in the case law. 

			Most Belgian legal writers take the view that beneficial ownership is to be interpreted as a legal concept, as opposed to an economic concept (internal law does not distinguish between legal and economic ownership). The official Belgian Commentaries on DTTs define a beneficial owner as the official proprietor or usufructuary (i.e. life tenant) or the party benefiting from the fruits of an asset.

			According to the tax authorities, Belgium only gives ‘beneficial ownership’ a legalistic interpretation, even within the context of double taxation treaties. The Finance Minister thus rejects any wider economic interpretation of the term, despite the suggestion in the 2003 OECD Commentary on article 10.21 However, recent developments indicate that an economic interpretation of beneficial ownership might be possible under Belgian law.22

			International cases such as Indofoods23 and Prévost Car24 have not impacted the Belgian interpretation of beneficial ownership. 

			On 29 April 2011, the OECD released a discussion draft on the meaning of ‘beneficial owner’ in the OECD MTC. This discussion draft contains new wording which aims to clarify and give further guidance around the interpretation of this term. Interested parties were asked to provide their comments on the draft.

			A common theme in many submissions was that the OECD’s proposed wording – specifically the reference to the ‘full right to use and enjoy the dividend unconstrained by a contractual or legal obligation to pass the payment received to another person’ – is unlikely to achieve any level of clarity, and is more likely to add further uncertainty to the interpretation of the term.

			It will be interesting to see how the OECD responds and how far the Belgian tax authorities are prepared to follow these OECD recommendations. For the present, it is unclear how they will respond.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As explained in 3.1, Belgium deviates from the OECD interpretation of beneficial ownership; even though there have been some developments to the contrary, the Belgian tax authorities tend to use a legalistic approach in both a domestic and an international context.

			Some of Belgium’s double taxation treaties contain LoB clauses (e.g. Belgium-USA). Even if no beneficial ownership clause is expressly included in a double taxation treaty (‘DTT’), the tax authorities explicitly state in their official DTT commentaries that the beneficial ownership test must be satisfied in order to obtain relevant exemptions or abatements. The test is interpreted according to the Belgian definition (see 2.1, definition by the Finance Minister).

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Sections 105 to 107 of the Royal Decree implementing the Income Tax Code25 do not use the term ‘beneficial ownership’. They refer to the ‘recipient’, which should be construed as the legal owner (cf. 3.1, legal interpretation of beneficial ownership). Certain conditions require to be met to qualify for an exemption (e.g. a real tax charge should be borne by the beneficiary), but they do not influence the legal interpretation of ‘beneficial ownership’. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The OECD Guidelines state that tax administrations should recognise actual transactions undertaken by associated enterprises as they have structured them, using the methods applied by the taxpayer in so far as these are consistent with the methods described in the OECD Guidelines.

			This (economic) substance over (legal) form approach is not to be found in Belgian tax law. The tax authorities have to recognise the legal form of transactions. In the Brepols (1961) and Au Vieux Saint-Martin (1990) cases, the Belgian Court of Cassation clearly held that taxpayers have the right to choose the most tax-friendly approach as long as they do not infringe any legal obligations and they accept all the consequences of their contract, even if the form they give it is not the most common one.26

			Due to this difference in approach, there are no specific, defined substance requirements.

			However, as stated, we are observing a move toward a greater focus on the effective substantiation of activities, which should be based on sound business reasons rather than considerations of a purely fiscal nature. Taxpayers providing robust documentation to demonstrate their compliance with these requirements are more likely to win their cases. For relevant case law and administrative decisions, we refer to section 1.2. above. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the legislation implementing these OECD recommendations. However, the arm’s length principle was incorporated into Belgian tax law in 2004 and, as Belgium is an active OECD member, its tax authorities tend to adhere to the OECD’s approaches in this regard. The increased focus on substance requirements in recent OECD proceedings has clearly impacted the approach taken by the Belgian tax authorities.

			The Belgian tax authorities have dealt with more cases following issuance of the OECD’s guidance, and they are taking an increasingly practical approach (e.g. mere yes/no answers to validating decisions is not sufficient to fulfil the substance requirement).

			For instance, while business reorganisations involving commission agents, toll manufacturing and similar arrangements have been very common since the mid-1990s, the Belgian tax authorities are clearly tending to increase their focus on the issue of substance in this regard following the OECD proceedings on business restructurings. Taxpayers are now systematically scrutinised when they engage in business restructurings and the extensive requests for information from the tax authorities contain questions that clearly draw on chapter 9 of the OECD Guidelines, such as the relationship between the cost and benefit of a restructuring for a specific group entity. 

			Experience shows that a practical approach should be taken where the emphasis is placed on the relevant authority (decision-making capacity) and competence (knowledge and skills), aside from the contractual arrangements and assets used to carry on the business.

			Where, in practice, active decision-making can be linked to a number of steps, it should be assessed which of them should be supported by a qualitative assessment of the economic significance of the function concerned. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One is where the economic substance of a transaction differs from its form; then, the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. The others are where, while the form and substance of the transaction match, the arrangements made in relation to the transaction, viewed as a whole, differ from what would have been adopted by independent enterprises behaving in a commercially rational manner, and the actual structure in practice hinders the tax administration from determining an appropriate transfer price.27

			According to the new anti-abuse measure (see 1.1.), the Belgian tax authorities can recharacterize a legal act (transaction) into another legal act with different legal consequences (but with a higher tax charge). As such, if the transaction is not complementary with the economic rationale of the transaction, the tax authorities can recharacterize the transaction (substance-over-form), witch is not contradicting with the OECD Guidelines as stated above.28
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			Authors: Nelio Weiss and Carolina Ibarra

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years) 

			In the past decade, Brazilian civil law has undergone a relevant change in this regard due to enactment of a new Civil Code, introduced by Law 10,406, published in 2002. Nevertheless, the main guidelines on the anti-avoidance rules remain, evidencing the ‘substance-over-form’ approach maintained by the tax authorities over the years. 

			Substance and anti-abuse measures have been receiving special attention from the tax authorities in recent years, and the focus of this attention has changed over time.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities? 

			It is possible to distinguish three different main phases in the relevant case law. 

			 First phase – up to 2003

			Until 2003, the tax planning principles adhered formalistically to the constitutional principles of legality and typicality, with the courts ruling that tax obligations were exclusively coupled to facts covered by statute. Indirect application of the law to obtain a tax benefit (tax avoidance) did not invalidate a transaction, provided that it was within the parameters of the law and not expressly prohibited. 

			The guiding principles adopted by the tax authorities in relation to tax planning were:

			•	legal validity and typicality;

			•	validity of the indirect transaction and formal existence of the act: objectives indirectly reached (i.e. reduction of the tax burden) did not invalidate the transaction if they were contemplated and allowed by the legislation.

			Second phase – as from 2004

			Ideas changed in 2004, when focus began to be given to the substance of a given act where it contradicted its form. Emphasis was placed on the business purpose of the transaction, in an effort to undermine those made for the sole purpose of reducing tax liability. These began to be seen as mere sham, and an abuse of the law. Subsequent transactions also began to be considered together. 

			Third phase – from 2008 onwards

			Beginning in 2008, other aspects were considered by the courts in relation to tax planning, particularly meticulous analysis of the relevant documentation in order for the tax authorities to establish the essence and business purpose, as they saw it, of a given transaction. Accordingly, the tax authorities have analysed whether there is evidence that a transaction has been performed with the sole purpose of reducing the parties’ tax burden.

			Transactions lacking evidence of a business purpose have been disregarded. Basically, special attention is given to transactions structured and carried out within a short timeframe, involving goodwill, capitalisation and alienation.

			In some cases, courts have examined the necessity of certain expenses and whether a more tax-onerous choice could have been made instead. In a 2009 case (Ruling 101-138.101 of 24 August 2009), in which a foreign parent company granted a loan to a subsidiary, it was decided that interest and exchange-rate variation expenses were unnecessary and therefore not deductible for tax purposes because the parent held 99.99% of the shares and had resources to pay up the share capital. Accordingly, the Taxpayer Council disregarded the loan transaction and taxed the deal as if the resources had been transferred as a capital increase, rather than a loan.

			In this regard, we list below the main transactions that are under tax authority scrutiny:

			•	use of conduit companies without business purpose/substance;

			•	upstream mergers;

			•	transactions structured, carried out and undone within a short time frame;

			•	use of debt instead of capital contributions;

			•	goodwill deductibility on share acquisitions. 

			Lately, special attention has also been given to the use of tax treaties to avoid the taxation of profits generated by subsidiaries abroad.

			Case law

			Administrative decisions (Rulings)

			>	Higher Tax Appeal Division, No. 104-21.498

			SIMULATION – EVIDENCE – If the evidence clearly demonstrates that the formal acts performed (corporate reorganisation) differ from the real, implied intention (purchase and sale), then a dissimulation takes place, whose main characteristic is not concealment of the real purpose but the existence of a different purpose from that represented by the acts performed, whether clear or concealed. 

			TRANSACTIONS CARRIED OUT IN SEQUENCE – The fact that each transaction, alone and from a formal point of view, is deemed legal does not guarantee the legitimacy of the transactions as a whole when it is proved that they had a different purpose from that naturally expected of them. 

			ABSENCE OF NON-TAX REASONS – The freedom and self-organisation principles, limited by the constitutional principles of tax isonomy and the ability to pay taxes, does not support the performance of acts with no real business purpose, seen as a tax planning exercise. Appeal denied.

			>	Federal Revenue Office – 10th Panel, No. 16-35864

			 BUSINESS ACTS – FRAUDULENT INTENT. Once business records prove that acts have been performed contrary to the law with the intent of excluding or modifying the core characteristics of the taxable event, the tax levied on the real transaction is due. 

			DISSIMULATION – CAPITAL REDUCTION. FALSE DECLARATION. The dissimulation occurs where is a difference between the real purpose of the transaction and the apparent purpose. Since the real reason behind the capital reduction was, in fact, the sale of shares, but the reason stated in the minutes of the company’s meeting of shareholders was excess capital, the sham was proved. 

			TAX PLANNING – CORPORATE REORGANISATION – USE OF CONDUIT COMPANIES. Transactions carried out with no business purpose and with the sole intent of reducing the tax burden levied on the operation are not binding on the tax authorities.

			>	Taxpayers’ Council, No. 106-17.149

			INDIVIDUAL INCOME TAX – CAPITAL GAIN – SALE OF EQUITY – STRUCTURED OPERATIONS – DISSIMULATION. Once the discordance between the transaction effectively carried out and the formal acts of volition performed by the two parties was revealed, dissimulation was held to exist and the disguised transaction had to be analysed to verify whether tax was due. 

			OPERATIONS PERFORMED IN SEQUENCE – LEGITIMACY. The operations were structured in a sequence and, even if they were deemed legal when analysed individually and from a formal point of view, this did not guarantee the legitimacy of the operations as a whole where it was proven that they had a different purpose from that which they should inherently have had. 

			SIMULATION – QUALIFIED FINE. Performing a simulation with the intent of wholly or partly disguising the occurrence of an event liable to income tax justifies imposition of a qualified fine ex officio, in accordance with the tax legislation. Voluntary appeal denied. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence? 

			Brazilian law contains detailed provisions regarding the concept of ‘tax residence’ for individuals, while, for legal entities, these concepts are more vague. 

			Section 127 of the Tax Code provides that ‘failing an election of tax domicile by the taxpayer or his representative according to the applicable legislation, it is deemed for legal entities to be the place where its headquarters are located’. The National Civil Code, in turn, states in section 75 that the domicile of legal entities is the place where the company’s board of directors and management carry on their activities, or the place elected as the company’s domicile based on its memorandum of association. 

			According to the definition put forward by the scholar De Plácido e Silva, residence ‘expresses the place where a person stays, which is considered the individual’s home or habitation whether for a brief period or permanently’.1 In this sense, residence for tax purposes is the place where the taxpayer is established on a relatively permanent basis, resulting in tax implications according to local legislation. 

			The term ‘domicile’, also according to De Plácido e Silva, is generally applied to determine the place where a person has his ordinary habitation or where he maintains his habitual residence. However, the legal concept of ‘domicile’ has a more restricted meaning. In this sense, ‘domicile’ indicates the centre or headquarters of the activities carried on by the person, the place where he maintains his establishment or has fixed his definitive residence.2

			2.2	What criteria can be used to assess residence and levels of substance in your country? 

			With respect to the taxable presence of a foreign business in Brazil, it should be noted that currently the law does not have many rules in this regard. In general, a non-resident company may be treated as having a taxable presence if it operates in Brazil either through a fixed place of business (which is normally understood as a ‘legal entity’) or an agent empowered to enter into contracts in Brazil in the name or on behalf of the non- resident. 

			As for agent status, the main concern from a Brazilian tax perspective is the power to contractually bind the non-resident. Brazil’s tax regulations provide that a taxable presence is only created in Brazil in the case of activities performed in Brazil via an agent or representative resident or domiciled in Brazil if the representative has the power to contractually bind his principal in Brazil. 

			These regulations also provide that no taxable presence exists in Brazil in the cases of activities in which the intervention of the agent or representative is limited to obtaining or forwarding orders or proposals, or other acts necessary for commercial intermediation, even if these services are paid for by commissions or other forms of remuneration, provided that the agent or representative does not have the power to contractually bind the principal.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Not applicable. As Brazil is not an OECD member state, her law does not make specific reference to the OECD rules, even though her double taxation treaties generally accord with the terms of the OECD MTC.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable) 

			Not applicable. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			As mentioned above, Brazilian law does not have sophisticated provisions on permanent establishments. 

			Thus, even though article 5 of some of Brazil’s tax treaties make reference to ‘place of management’, this concept is not applicable in Brazil due to the lack of specific provisions in her internal legislation in this regard.

			Accordingly, for internal Brazilian purposes, a PE on exists if there is (i) a fixed place of business or (ii) an agent with binding powers.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			There are no specific provisions in Brazil’s domestic legislation in this regard.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties? 

			No. As mentioned above, Brazilian law does not make specific reference to the OECD rules, although the double taxation treaties entered into by Brazil generally accord with the terms of the OECD MTC. 

			The following types of clauses have been identified as limitation clauses in Brazil’s treaties: 

			•	open clauses of a negative nature, stating that the competent authority of one Contracting State may deny benefits that are provided by the treaty but that in its opinion constitute abuse of the treaty in terms of its purpose; 

			•	restrictive clauses of a positive nature, regulating the formalities to be followed by the residents of one Contracting State to obtain tax benefits provided for under the treaty in the other Contracting State. Such formalities may, for instance, include presentation of a residence certificate, listing inter alia the data relating to the nature and amount of the income involved and confirmed by the tax authorities in the other Contracting State; and 

			•	control and substance clauses, providing for a prohibition on the use of benefits depending on the nature and extent of shareholding control held by legal entities located in the two Contracting States.3 

			It is important to stress that only a few of Brazil’s treaties include the ‘beneficial owner’ concept. Moreover, Brazilian legislation and case law have as yet not developed comprehensive regulations on the recognition of an effective beneficiary for the purposes of preventing the practice of ‘treaty shopping’. 

			Schoueri defines the term ‘treaty shopping’ as use of a double taxation treaty by someone who, through an intermediary, unduly obtains protection from a treaty in order to avoid double taxation.4

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable) 

			Not applicable. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)? 

			There is no specific domestic legislation in this regard. By contrast with the OECD Guidelines, Brazil’s TP rules do not adopt the internationally accepted arm’s length principle. Instead, they define maximum ceilings for deductible expenses on intercompany import transactions and minimum gross income floors for intercompany export transactions, and the computation must be done on the basis of one of the specific methods laid down in the legislation. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Because Brazil’s transfer pricing legislation does not follow the OECD Guidelines, their positions regarding the allocation of risks and functions are not relevant for Brazilian transfer pricing purposes.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions? 

			With respect to the general rules on TP, taxpayers may be subject to questioning by the tax authorities, which may issue tax assessments for the collection of TP adjustments on the same basis as for calculating corporate income tax. 

			1 De Plácido e Silva, ‘Vocabulário Jurídico’, 11th ed., Ed. Forense, Rio de Janeiro, 1991, v. 4, 121.

			2 De Plácido e Silva, op. cit., v. 2, 121.

			3 André Carvalho, Panorama atual da fiscalidade internacional no Brasil, tributação dos ganhos de capital e o Acordo Brasil-EUA.

			4 Luís Eduardo Schoueri, ‘Planejamento Fiscal através de acordos de bitributação: treaty shopping’, Ed. RT, São Paulo, 1995, 20.
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			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years) 

			A definition of ‘beneficial ownership’ of income was introduced into Bulgarian law on 1 January 2011 (see point 3, below) with regard to the application of double taxation treaty (DTT). 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities? 

			In recent years, both the courts and the tax authorities have paid increased attention to anti-abuse measures. 

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence? 

			According to domestic tax law,1 a company is considered a Bulgarian tax resident where it is:

			•	incorporated under Bulgarian law (i.e. has its registered office in the country); or

			•	is an entity incorporated under Council Regulation No. 2157/2001/EC or Council Regulation No. 1435/2003/EC, where its registered office is in Bulgaria and it is entered in the Bulgarian trade register.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			The two foregoing criteria are the only ones used by the Bulgarian tax authorities to assess an entity’s residence.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The Bulgarian tax authorities tend to use the ‘form-over-substance’ approach to companies’ tax residence. The general rule is that a company has its residence where it is incorporated. The tax authorities tend not to assess the economic activities of an entity in Bulgaria or elsewhere in order to determine its tax residence. 

			Bulgaria has made a special reservation on the commentaries on article 4(3) OECD MTC, under which it reserves the right to use the place of incorporation of companies as the decisive factor in cases of deemed double residence under a given double tax treaty. Generally, the tax authorities tend to make reference to domestic legislation rather than OECD rules on issues of tax residence. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Bulgaria has not developed any CFC legislation and, consequently, the Cadbury Schweppes case has had practically no influence on Bulgarian law. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			According to Bulgarian law, ‘place of management’ is a typical example for a PE, if the foreign company performs part of its activities through it. Unless there is evidence to the contrary, a ‘place of management’ is fundamentally a permanent establishment. If a PE is created, it gives rise to a taxable presence. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Beneficial ownership of income is one of the requirements that a foreign company must satisfy under Bulgarian law2 in order to be granted a withholding tax exemption/reduction under a double tax treaty. 

			According to the definition of ‘beneficial ownership’,3 which was introduced into domestic law on 1 January 2011, a foreign resident is the beneficial owner of the income received if: 

			•	 it has the right to dispose of the income and has discretion over its realisation as well as bearing the whole or a significant part of the risk of the activity from which the income is derived; and 

			•	 it does not act as a conduit company. A conduit company is a company controlled by persons who would not benefit from the same type and amount of exemption if the income were to be realised directly by them and does not carry on any economic activity besides owning and/or administering the rights or assets from which the income is derived. In addition, a conduit company does not: 

			−	own assets, capital or personnel corresponding to its economic activity; or 

			−	 control realisation of the rights or assets from which the income is derived. 

			 A foreign resident is not a conduit company if more than a half of its voting shares are traded on a registered stock exchange.

			Bulgaria has implemented the Parent-Subsidiary Directive into its domestic tax law. However, the local rules do not require a foreign company to be the beneficial owner in order to apply withholding tax exemptions on dividends. 

			Implementation of the Interest & Royalties Directive introduced special beneficial ownership rules. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			The Bulgarian tax authorities tend to follow the Commentaries on article 1, Nos. 13-20, article 10, No. 12, article 11, No. 9, and article 12, No. 4 ,OECD MTC. As already mentioned, Bulgaria has recently implemented its own rules defining what ‘beneficial ownership’ is. 

			The limitation of benefits clause is a new component in Bulgarian double tax treaties. The first treaty to contain such a clause was the one with the USA. It only came into force on 15 December 2008 and therefore the Bulgarian tax authorities have not yet developed any practice in this respect. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			The Parent-Subsidiary Directive was introduced without imposing additional, specific anti-abuse rules (the general anti-abusive rules may still apply).

			Implementation of the Interest & Royalties Directive introduced specific anti-abuse rules, requiring non-residents to be the beneficial owners of relevant income (not conduit companies), imposing a special beneficial owner regime and providing that the Interest & Royalties Directive does not apply when the main purpose of the transaction is tax avoidance or tax evasion.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The Bulgarian transfer pricing legislation does not contain explicit substance requirements. Similar to the approach stated in the OECD Guidelines, the Bulgarian tax authorities adhere to the ‘(economic) substance-over-(legal) form’ principle. They seek to establish the actual conditions under which a controlled transaction is carried out, and may disregard its legal form. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The developments in the OECD’s position on the allocation of risk have not yet given rise to changes in the Bulgarian transfer pricing rules. However, there may be changes in tax authority practice. Until now, the Bulgarian tax authorities defined tax evasion as participating in a transaction that is not ‘commercially rational’. As the concept of commercial rationality is been defined by law, the tax authorities have mainly interpreted it on a case-by-case basis. Therefore, the ‘commercial rationality test’ presented in chapter 9 of the OECD Guidelines may bring some consistency and clarification to the Bulgarian tax authorities’ practice. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Bulgaria has no specific transfer pricing legislation allowing tax authorities to challenge business restructurings. As transfer pricing practice is still developing in Bulgaria, it is difficult to predict what position the Bulgarian tax authorities will take on chapter 9 of the OECD Guidelines. However, they will most probably follow the OECD’s Guidance and tend to apply transfer pricing legislation to restructuring transactions rather than applying anti-avoidance provisions. 

			In general, if the Bulgarian tax authorities decide that the prices charged between two related parties are not at market level, they may adjust the financial result accordingly. 

			If the Bulgarian entity pays more than the market price, the tax authorities will increase its financial result and may levy penalty interest. In addition, they may deem the transaction a covert distribution of profit and levy a 20% penalty on that amount. In this case, the company receiving the income will be liable for a 5% WHT on the deemed dividend payment. 

			1 Section 3(1) Corporate Income Tax Act.

			2 Section 136, point 2, Tax and Social Security Procedure Code.

			3 Section 136a Tax and Social Security Procedure Code.
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			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			There have been minimal changes to the Canadian Income Tax Act in recent years with regard to substance and anti-abuse measures. What significant developments there have been are discussed below. 

			Reporting aggressive transactions

			The federal government has introduced new rules for the reporting of tax avoidance transactions. As part of various legislative proposals released on 27 August 2010, the proposed section 237.3 to the Income Tax Act would require disclosure of ‘reportable transactions’ by both taxpayers and, in certain circumstances, their advisers. A reportable transaction is generally an ‘avoidance transaction’ (as defined for the purposes of the general anti-avoidance rule in section 245) that meets two of three criteria set out in the legislation; the criteria essentially involve certain types of fee structures (e.g. the fee is based on the amount of, or contingent on obtaining, a tax benefit) and the existence of confidential or contractual protection. Section 237.3 is intended to act as an ‘early warning’ system whereby certain abusive tax avoidance schemes can be identified.

			Change to Canadian–US tax convention

			A recent major change has been the addition of a services permanent establishment provision in the fifth protocol to the Canadian-US income tax treaty signed in September 2007. The permanent establishment rule, which had hitherto remained relatively unchanged, was substantially broadened at Canada’s request, with the introduction of a services PE provision. 

			It provides that a resident of one of the Contracting States that renders third-party services in the other State may, in certain circumstances, be found to have a permanent establishment if one of the tests laid down in the treaty is met. The Canada Revenue Agency (Canada’s tax authorities) have stated in document 2008-0300941C6 that the term ‘third party’ should be interpreted to mean any person other than the person operating the enterprise in question. 

			First, a permanent establishment will be held to exist if the services are performed in the other State by an individual who is present in that other State for a period or periods aggregating 183 days or more in any 12-month period and, during that period or periods, more than 50% of the gross active business income of the enterprise consists of income derived from the services performed in that State by that individual.

			A permanent establishment may also be held to exist if the third-party services are provided in the other State for an aggregate of 183 days or more in any 12-month period with respect to the same or connected projects for customers that are either residents of the other State or maintain a permanent establishment in the other State with respect to which the services are provided.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			We find that the tax authorities have been more aggressive with regard to substance and anti-abuse measures of late, as indicated in the types of tax cases currently before the courts. In addition to the cases discussed below, the Supreme Court of Canada recently issued a decision in Copthorne (2011 SCC 63), its fifth case dealing with the Income Tax Act’s general anti-avoidance rule.

			There have also been examples of the tax authorities taking aggressive positions with respect to treaty interpretation.

			Recent cases

			>	Prevost Car Inc.

			The decision in Prevost Car Inc., (2009) FCA 57, is now entrenched in Canada’s common law. Briefly, the Federal Court of Appeal held that, failing a determination that the legal owner of property is an agent or nominee or has absolutely no discretion as to the use or application of funds arising on property, the legal owner of the property will also be considered the beneficial owner for the purposes of a tax treaty. Additionally, the tax authorities stated in Income Tax Technical News No. 44 (14 April 2011) that their views on the meaning of ‘beneficial ownership’ in the light of Prevost are set out in CRA Document 2009-0321451C6, where they state that they ‘will examine future back-to-back dividends, interest and royalty cases ... with a view to whether an intermediary could, on the facts, be considered a mere conduit or funnel’. The tax authorities also state that they will apply limitation of benefits provisions, the domestic general anti-avoidance rule, specific anti-abuse provisions and the ‘beneficial owner’ principle in cases they believe constitute abusive treaty shopping.

			>	Velcro Canada Inc.

			Velcro Canada Inc. v. The Queen, 2012 TCC 57, is the second Canadian case to consider the meaning of ‘beneficial ownership’ in the context of Canada’s tax treaties. Specifically, the case considered whether Velcro Holdings BV (‘VHBV’), a Dutch-resident company, was the beneficial owner of royalties paid by Velcro Canada Inc. (‘VCI’, a related Canadian-resident company and the taxpayer in the appeal) and thus entitled to a reduced withholding rate under the Canadian-Dutch double taxation treaty (‘DTT’). Ultimately, the Tax Court of Canada held in favour of the taxpayer.

			VCI paid the royalties under a licence agreement to Velcro Industries BV (‘VIBV’), which was initially a Dutch-resident company but subsequently became a resident of the Netherlands Antilles. VIVB entered into an assignment agreement with VHBV, under which VCI paid the royalties to VHBV, which in turn paid VIBV an arm’s length percentage of net sales of the licensed products within 30 days of receiving the royalty payments from VCI.

			In finding in favour of the taxpayer, the Court relied on the Federal Court of Appeal’s approach in Prevost, i.e. that there are four elements to consider when attributing beneficial ownership of property: possession, use, risk and control. While, generally, a court should look through the separate legal existence of a holding company only if it is a true conduit for another (i.e. if it is a mere nominee or agent or has absolutely no discretion as to the use or application of funds put through it), this was not the case with VHBV. Furthermore, VHBV’s contracted legal obligation to pay VIBV a certain percentage of the royalty payments it received did not constitute a pre-determined flow of funds. The Tax Court of Canada found that the royalty payments were intermingled with VHBV’s other accounts and were at risk in VHBV’s business for various purposes at its sole discretion, essentially finding that there was no ‘automated flow of specific monies because of the discretion of VHBV with respect to the use of those monies’.

			It is not known whether the Minister of National Revenue plans to appeal this decision.

			>	Garron Family Trust (Trustee of)

			Garron Family Trust (Trustee of) v. The Queen (‘Garron’), 2009 DTC 1287, (affirmed by the Federal Court of Appeal at 2010 DTC 5189) dealt with the residence of a trust for the purpose of the Canadian-Barbadian Treaty; both courts found in favour of the Minister of National Revenue. The Supreme Court of Canada granted the taxpayers leave to appeal and the hearing was scheduled for March 2012 (with a decision to be issued within a year).

			In this case, trusts with trustees resident in Barbados acquired shares in a Canadian company. Two years later, the trusts sold the shares for substantial gains and claimed benefits under the Canadian-Barbadian DTT. The tax authorities argued that the trusts should not be considered resident in Barbados for the purposes of the treaty. The court agreed with the tax authorities on the basis that the Barbadian trustees, who had no experience in managing trusts, merely performed administrative functions, while the real trustee functions were under the direction of residents of Canada. 

			As a result of this case, the test for the residence of a trust has been changed from the residence of the trustees to the location of the trust’s ‘central management and control’.

			>	Antle

			The case of Antle v. The Queen1 addressed issues of tax avoidance and the sham doctrine. It involved a ‘capital property step-up strategy’ that included the formation of a Barbados spousal trust. The Federal Court of Appeal upheld the Tax Court of Canada’s finding that the trust was not properly constituted because, even though the language of the trust deed was clear and unambiguous, the surrounding circumstances indicated that the taxpayer did not intend to give the trustee discretion or control of the relevant shares and thus there was no ‘certainty of intention’. Even though this finding was sufficient to dismiss the taxpayer’s appeal, the Federal Court of Appeal went on to review the Tax Court of Canada’s ‘sham’ analysis, holding that sham requires intentional deceit that may simply require ‘that parties to a transaction present it as being different from what they know it to be’. The tax authorities appear to be raising ‘sham’ arguments more frequently in recent tax disputes, and the reasoning in Antle may encourage them to continue doing so. 

			>	Saipem UK Limited

			In Saipem UK Limited v. The Queen, the Federal Court of Appeal held that certain provisions of the Income Tax Act did not violate the non-discrimination provisions of the Canadian-UK 2003 Protocol [Third] Amending 1978 Tax Convention. The corporate taxpayer was a non-resident of Canada and conducted business in Canada through a permanent establishment. The taxpayer sought to deduct losses it acquired after winding up a subsidiary (also a non-resident of Canada) that carried on business in Canada through a permanent establishment. The tax authorities disallowed deduction of the subsidiary’s losses on the ground that the two taxpayers were not Canadian corporations. The taxpayer argued that the ‘Canadian corporation’ requirement amounted to discrimination based on nationality, contrary to article 22(1) of the convention. The Federal Court of Appeal held that the nationality of a corporation is determined by its place of incorporation and that a Canadian national corporation may not necessarily be resident for tax purposes. The court concluded that the discrimination in this situation was based on residence and not nationality.

			Recent interpretation by the tax authorities

			The tax authorities have arguably taken a position with respect to article V(9)(b) of the Canadian-US Tax Convention that is inconsistent with paragraph 42.43 of the OECD MTC Commentary. When asked to provide an opinion regarding a specific fact pattern, the Canadian tax authorities responded that a US engineering firm has a permanent establishment in Canada where the US firm has a contract to perform work in Canada for a Canadian customer and subcontracts a portion of the work to an arm’s length Canadian engineering firm. In not following the OECD MTC Commentary, the authorities stated that there is a distinction between ‘performing’ services (i.e. the term used in the commentary on the OECD MTC) and ‘providing’ services, the term used in article V(9)(b) of the Canadian-US tax convention. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			A corporation is deemed resident in Canada if it is incorporated under Canadian federal or provincial law. A non-resident corporation can also be resident in Canada under the common law test of having its ‘mind and management’ (i.e., generally, the board of directors) in Canada. While other factors are also considered, case law has held that a board of directors making key strategic decisions while meeting in Canada gives a strong indication that the associated corporation is resident in Canada. 

			Where it is determined under one of Canada’s bilateral tax treaties that a corporation that would otherwise be resident in Canada is, under that treaty, resident in the other country, the Income Tax Act deems that corporation not to be a resident of Canada for the purposes of the Act. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Under section 250(4) of the Income Tax Act, a corporation is deemed to be resident in Canada if it was incorporated in Canada after 26 April 1965. Registered corporate documents should be sufficient to establish that the company was incorporated in Canada. 

			Under the common law ‘mind and management test’, there is no decisive factor for determining when a company’s tax residence is Canada. Using the principles expressed by the House of Lords in De Beers Consolidated Mines [1906] AC 455, a corporation’s residence must be decided based on the facts of the particular situation, including the following: 

			•	The location of meetings of the board of directors. 

			•	The location where key strategic decisions are taken (if taken other than at meetings of the board of directors). 

			•	Whether any person is vested with power to override board decisions.

			•	In a parent-subsidiary situation, the independence of the board of the subsidiary; it should be able to demonstrate its diligent governance of the subsidiary and not be seen as acting merely as a rubber stamp for the parent company’s decisions.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Canadian courts have adopted the approach described by the Federal Court of Appeal in Prevost with respect to relying on the OECD MTC. In that case, the court acknowledged that the commentaries on the provisions of the OECD MTC are a widely accepted guide to the interpretation and application of the provisions of tax conventions. However, where the commentary is changed, the revised commentary will be relevant only to the extent it represents a fair interpretation of the words of the OECD MTC and does not conflict with commentary in existence at the time a specific treaty was entered into; further, neither treaty partner must have registered an objection to the revised commentary.

			Canada follows paragraphs 1 and 2 of article 4 of the OECD MTC but does not use ‘place of effective management’ as the test under paragraph 3. As noted, since 1965, Canada has deemed a corporation incorporated in Canada to be resident in Canada. Canada reserved this right in the OECD MTC 1977 and continues to reserve the right to use the place of a company’s incorporation or organisation as the test for paragraph 3; failing that, it reserves the right to deny dual resident companies the benefits under the Convention. 

			As noted below, the term ‘place of effective management’ is found in article 4 of some of Canada’s tax treaties; however, there does not appear to be any legislative, case law or administrative guidance with respect to interpreting this term. 

			The precise wording of article 4(3) of Canada’s tax conventions varies depending on the convention. For example, the Canadian-US tax convention provides that, if a company is not created under the laws in force in a Contracting State, the competent authorities will endeavour to settle the question of residence by mutual agreement. The Canadian-UK income tax convention provides that the competent authorities will endeavour to determine by mutual agreement the State of which the person is to be deemed resident, with factors such as ‘place of effective management’ and place of incorporation explicitly mentioned. Finally, the Canadian-German tax agreement provides that the competent authorities of the Contracting States have to by mutual agreement endeavour to settle the status of the person’s residence without reference to specific factors (such as place of incorporation or ‘place of effective management’). 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			There is little guidance in domestic law regarding the concept of ‘place of management’. The few cases that consider this term do not substantively deal with what factors would constitute a ‘place of management’.

			In terms of what type of executive or management services the tax authorities might consider in applying article 5(2), CRA document 1990-103 (August 1990) comments on the provision of executive and managerial services by an executive officer of a non-resident corporation in the context of article VII(4) of the Canadian-US tax convention. The tax authorities declined to minimise the profits attributable to the PE under article VII(4) of the treaty because the facts revealed that the executive officer was performing executive and management functions in Canada not only on behalf of the US non-resident corporation but also on behalf of other corporations not resident in Canada or the USA. Presumably, if executive, managerial or administrative services were provided only to a US corporation, the tax authorities would not have objected to application of the managerial exception.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The concept of ‘beneficial ownership’ as pertaining to withholding tax exemptions or reductions is not defined in Canada’s domestic rules. The reduced rate of Canada’s part XIII withholding tax is provided only under a treaty where the recipient is the beneficial owner of the dividend, interest or royalty payment.

			As noted above, ‘beneficial ownership’ in this context has been interpreted in the Prevost and Velcro Canada Inc.cases; the reasoning in these cases is binding on Canadian taxpayers.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Because the tax authorities have not expressed any reservations about the OECD interpretation of beneficial ownership, the Canadian courts’ interpretation of the term should be considered decisive. 

			With the notable exception of the Canadian-US tax convention, Canada’s tax treaties generally do not include LoB clauses. Instead, Canada uses its general domestic anti-avoidance rule to combat suspected abuse.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Canadian tax law is generally driven by the legal form of a transaction or series of transactions. Even in enforcing the Income Tax Act, Canadian courts have not generally challenged the legal form of tax-motivated transactions based on their substance or economic reality. The legislative provision governing transfer pricing does not therefore set out any explicit substance requirements. 

			However, Canada’s transfer pricing legislation provides for adjustments based on what the results would have been if persons dealing at arm’s length had entered into the transaction or series of transactions under arm’s length terms and conditions. The tax authorities are empowered to make transfer pricing adjustments where the legal form of a transaction does not reflect the arm’s length standard, rather than making adjustments based on ‘substance-over-form’ considerations. 

			Specifically, section 247(2)(b) of the Income Tax Act allows for recharacterisation if the following two conditions are met: the transaction or series of transactions (i) would not have been entered into between persons dealing at arm’s length and (ii) can reasonably be considered not to have been entered into primarily for bona fide purposes other than to obtain a tax benefit. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			As an OECD member country, Canada endorses the new OECD Guidelines chapter on transfer pricing aspects of business restructurings. However, to date there has been no legislative change in Canada that addresses the recent OECD guidance or its specific position on the allocation of risk. 

			As previously noted, under section 247(2)(b) recharacterisation, the tax authorities may adjust amounts to the ‘quantum or nature’ that would have been determined if unrelated parties had entered into the transaction or series of transactions under arm’s length terms and conditions. Therefore, the tax authorities’ approach to business restructuring is consistent with the position set out in the OECD guidance. 

			Generally, the tax authorities have focused their transfer pricing reassessments on intangibles (including off-shoring and royalties) and business restructuring. In respect of business restructuring, the tax authorities look for substantial evidence that the restructuring is supported by a valid business purpose. 

			In the case of Tregaskiss Limited, a Canadian private corporation that manufactured metal inert gas welding guns and related products established a distribution company in Barbados. Based on its assessment of the functions performed and risks assumed, the tax authorities determined that the profit realised by the Barbadian company should be comparable to that earned by a call centre rather than a fully fledged distributor. It then increased the price of goods sold to the Barbadian company. While this case was settled out of court, it demonstrates the tax authorities’ readiness to challenge both business restructurings and substance. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The tax authorities can challenge transactions either because the legal form has not been followed (e.g. where the parties do not conform to the stipulated agreement) or because the legal form does not reflect arm’s length terms and conditions. Adjustments are made based on what the tax authorities consider would have been done by persons acting at arm’s length. Furthermore, the tax authorities take a transactional approach to auditing rather than focusing on overall net margins when testing whether a transaction or a series of transactions have been entered into at arm’s length.

			Cases where the tax authorities apply the section 247(2)(b) recharacterisation provision2 are referred to the Transfer Pricing Review Committee3 in order to ensure consistent application of the restructuring provision. 

			If the Committee agrees with the auditor’s position on the recharacterisation provision, the tax authorities issue a reassessment for the tax years affected. The reassessment also covers secondary adjustments that apply because of the impact on intercompany balances. For example, advances to non-residents may be deemed to be dividends on which withholding tax4 is also assessed. Furthermore, transfer pricing penalties may apply in cases where the adjustment exceeds a certain threshold. In particular, a penalty equal to 10% of the total transfer pricing adjustment is imposed if the total transfer pricing adjustment made by the tax authorities exceeds the lesser of 10% of the gross revenue of the taxpayer for the particular taxation year before the adjustment and CAD 5 million.

			1 2010 FCA 280, affirming 2009 TCC 465.

			2 Section 247(2)(b) Income Tax Act.

			3 The Transfer Pricing Review Committee also considers all potential assessments of TP penalties.

			4 Part XIII Income Tax Act.
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			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			In the past decade, Chile has addressed the adoption of anti-avoidance rules as a matter of international taxation on both local and international levels by introducing special domestic rules on the subject and building direct limitations and/or directives into its tax treaties.

			Most of the specific anti-avoidance provisions were introduced by means of tax law amendments that were spread throughout the period 2001-2008. On 19 June 2001, Chile issued Law 19,738 (‘rules to combat tax evasion’), which comprises the main group of measures to date. At the time of writing, the Chilean authorities are contemplating further fiscal reforms and therefore the principles and provisions discussed below may yet be partially or completely amended, and new tax rules could be brought in dealing with substance and abuse. The prime advances made between 2001 and 2008 involved introducing thin-cap rules, expansion of the concept of Chilean-source income, transfer pricing rules, increased withholding tax rates on royalty or technical assistance payments to related companies or entities incorporated in jurisdictions deemed to be tax havens or harmful preferential tax regimes, and amendments to the banking secrecy rules.1 Although these specific domestic anti-avoidance rules were subtended by an intention of adopting relevant international guidelines, this approach has essentially been a response to particular practices seen as abusive from a fiscal perspective, and there is still a lot of room for improvement in the area of anti-avoidance. 

			Conversely, Chilean tax policy has not yet seen the adoption of general anti-avoidance rules, such as those introduced in some foreign jurisdictions (i.e. ‘substance-over-form’ principles and similar doctrines, corporate veil doctrine, etc.). Because Chilean tax law makes no reference to the general rules in this regard, how private law concepts might be applied to tax scenarios in the sense of a general anti-avoidance doctrine in relation to domestic tax has become a focus for debate. In the absence of a general statutory anti-avoidance rule, the Chilean anti-avoidance framework is a patchwork of piecemeal provisions. 

			Domestic anti-avoidance policy has mainly focused on fairly specific objectives: cross-border transactions have been regulated mainly through specific provisions concerning (i) outbound payments of disguised profit distributions, (ii) the concept of Chilean-source income and (iii) the shift of income to tax haven jurisdictions or harmful preferential tax regimes or between entities forming groups of multinational corporations (MNCs). Because of the piecemeal approach, these measures are of limited scope and cannot be applied to cases not expressly covered by the regulations. Nor can they be seen as part of a broader, general anti-avoidance rule.

			In only one case can the Chilean tax authority recharacterise disguised distributions of profits and tax loans as deemed distributions of profits, i.e. where the loan is granted by a local limited liability company2 to a foreign-entity partner. The provision does not offer guidance as to how the tax authorities should recharacterise the transaction. However, the administrative regulations do suggest3 that the specific circumstances and facts surrounding the transaction should be taken into consideration in order to determine whether or not a loan may be treated as a deemed distribution of profits. In principle, where the loan is granted by an SRL or a closely held corporation4 to an individual member, the transaction is deemed to be a distribution of profits. Nevertheless, following the above criteria, the tax authorities recently issued Ruling 303 of 2012, in which they decided not to apply the recharacterisation rules to a loan by a stock corporation to an individual shareholder who was engaging in business as an ‘individual enterprise’ and whose profits were subject to business profits tax (so-called ‘first category tax’). 

			Other transactions are also considered a deemed distribution of profits, such as where shareholders use their own company’s assets for personal purposes.

			To discourage transactions involving tax havens or harmful preferential tax regimes and certain transactions between related parties of a MNC, Chile deprives taxpayers of certain tax benefits (i.e. reduced additional withholding tax rates on interest, royalty or technical assistance payments and tax exemption regimes) for transactions with such jurisdictions. The purpose of these disincentives is to prevent taxpayers benefiting from tax-preferential treatment that is meant to promote real economic transactions.

			The concept of Chilean-source income has been altered to counter the fact that, before December 2002, gains by non-resident taxpayers from the sale of Chilean entities were not subject to Chilean tax if realised indirectly by the sale of a parent company incorporated abroad (i.e. an offshore sale). At that time, foreign-owned Chilean companies that did not pay Chilean taxes due to their tax-loss status were sold abroad without generating Chilean-source income, thus avoiding the taxes that would have been levied if the subsidiary had been sold directly. To prevent this, the definition of Chilean-source income was broadened at the end of 2002 to include gains from the sale of a non-resident entity’s shares or rights to a resident entity, where the acquisition confers the right to acquire a Chilean company in terms of the Income Tax Act.

			Further specific anti-avoidance rules with an international focus or effect include:

			•	The transfer pricing rules in force since 1998, which in general follow the OECD Guidelines.

			•	The tax authorities can assess the value of transactions, including both local and cross-border dealings. Section 64 of the Tax Code allows them to fix the taxable basis of an operation if the price or value assigned to the transfer of tangible or intangible property (including corporate rights and shares) is lower than the fair market value or the normal price usually charged in similar operations. As a consequence, the price of an operation may be challenged by the authorities and the result of the operation can be adjusted (upward or downward), resulting in a tax charge.

			•	Requirements to benefit from a foreign tax credit. One is the need to prove that foreign taxes have effectively been paid abroad.

			•	Law 20,544, which lays down the tax treatment for derivatives. It was published on 22 October 2011 and came into force on 1 January 2012. It contains important provisions on the tax treatment of derivatives, establishing new approaches to the concept of source of income, the differentiation between hedging and speculation, the recognition of profits and losses and limits on the use of losses resulting from foreign payments in execution of derivatives. This law also (i) sets forth additional requirements for expensing outbound payments associated with such operations; (ii) allows checks of values agreed for such operations between related parties; (iii) allows recharacterisation of derivative transactions where they resemble other types of contracts, and taxes them accordingly; (iv) lays down penalties for failure to comply with the relevant reporting obligations, including criminal sanctions; and (v) gives the tax authorities special powers to assess the values agreed in such operations when they are entered into by related parties.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			As mentioned, the general anti-avoidance provisions usually featuring in foreign tax systems (‘substance-over-form’ and similar doctrines) do not form part of Chile’s tax regulations. Nor does it have judge-made anti-avoidance rules. In fact, the current position taken by the courts is that tax avoidance is not per se improper, as opposed to tax evasion, which is unlawful. The difference between tax avoidance and tax evasion has been pinpointed by the Supreme Court (case 4038-01) in terms explained below.

			At present, Chilean tax scholars are debating whether or not fraus legis, dissimulation and similar concepts may be drawn from private law and be applied to tax avoidance scenarios. The core issue here is whether norms taken from private law may be used to interpret tax law.

			While no general anti-avoidance rule has been introduced in the tax statutes, a general anti-evasion rule has been enacted. Tax evasion, defined as fraudulent conduct indulged in to evade taxation, centres its attention on the taxpayer’s intent and results in fines and/or criminal penalties.

			Case law

			>	Supreme Court, case 4038-20015

			Difference between tax evasion and tax avoidance

			The Supreme Court has set down the difference between tax avoidance and tax evasion in the following terms: ‘[t]he tax authority confuses two legal concepts that differ significantly from each other: tax evasion – illicit – and tax avoidance, understood as the action of preventing [a tax charge] with astuteness, not necessarily unlawful in cases where the law itself provides taxpayers with the elements they need for this avoidance’. 

			>	Supreme Court, case 4717/20046

			Transactions involving tax haven jurisdictions or harmful preferential tax regimes

			In December 2002, Chile introduced a special holding company regime (section 41.D of the Income Tax Act). In essence, in certain circumstances, Chilean holding companies are not considered to be domiciled in Chile and are only taxed there on the Chilean-source income that they generate. One of the requirements needed to apply this special regime is that the shareholders of the holding company may not be domiciled in or residents of either Chile or a country or territory considered by the OECD to be a tax haven or to have a harmful preferential tax regime. The same restriction applies to the corporate shareholders of the owners of the holding company if they own at least 10% of the owner’s capital or right to profits. A Chilean holding company will still meet this requirement if either its owners or their corporate shareholders were domiciled in or residents of a jurisdiction that was not a tax haven or a harmful tax jurisdiction at the time the holding company was incorporated and the capital contributions were made, if the jurisdiction is subsequently listed as a tax haven.

			In the case in question, the taxpayer incorporated a company in Chile whose shareholders were three legal entities resident in the Cayman Islands. At the time the entity was incorporated (November 2003) Chile had not yet issued the supreme decree laying down the territories qualifying as tax havens or as having harmful preferential tax regimes. Supreme Decree 628 was eventually issued in December 2003 and listed the Cayman Islands as such a jurisdiction. The taxpayer claimed the special regime in January 2004, but the tax authorities refused to register the Chilean entity on the ground that one of the requirements was not met: the shareholders of the Chilean entity were domiciled in a tax haven or a harmful tax jurisdiction according to Supreme Decree 628.

			The Supreme Court confirmed the tax authorities’ criteria by holding that the requirements must be complied with at the time the benefit is claimed, here 30 January 2004, which was when section 41.D came into force, given that Supreme Decree 628 had already been issued.

			>	Supreme Court, case 6009/20057

			Disguised distributions of profits

			The taxpayer in the case challenged the tax authorities’ rejection of its deduction of certain business expenses related to the acquisition of vehicles.

			It acquired three vehicles and claimed that their acquisition cost plus the related maintenance and other expenses entitled it a VAT credit. It argued that the expenses inherent in the acquisition were deductible for tax purposes because the cars were acquired for the purposes of its business.

			The tax authorities argued that there was no right to a VAT credit, the expense should be rejected and a domestic tax charge should be levied (under section 21 of the Income Tax Act). They alleged that the vehicles did not qualify as business vehicles and therefore did not constitute an expense necessary to produce income for the taxpayer’s business. Instead, they argued that the vehicles were intended for the taxpayer’s personal use (and of its employees) and therefore constituted disguised profits. This was confirmed by the Supreme Court. 

			Administrative decisions (rulings)

			>	Ruling 4970/2006

			Disguised distribution of profits

			The taxpayer, the Chilean branch of a foreign parent company, granted a loan to the parent. The taxpayer wanted to know if the loan constituted a disguised distribution of profits.

			The ruling established that section 21.1 of the Income Tax Act (tax treatment of disguised distributions of profits) would not apply to the loan though it may apply if the loan were granted by a local SRL to a foreign-entity partner.

			The ruling warned that the specific circumstances and facts of transaction should be taken into consideration in order to determine whether or not a loan may be treated as a deemed distribution of profits.

			>	Ruling 303/2012

			A Chilean closed SA granted a loan to one of its shareholders, who was an individual engaging in business as an ‘individual enterprise’ and whose profits were subject to business profits tax. 

			It was ruled that the recharacterisation rules did not apply because (i) the shareholder was trading as an ‘individual enterprise’ and its profits were subject to business profits tax and (ii) it was proved that the loan was used for business and not personal purposes. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			The whole Chilean income tax system is inspired by two principles: (i) taxpayers (individuals and entities) domiciled or resident in Chile must pay taxes on their worldwide income; and (ii) taxpayers (individuals and entities) without any residence or domicile in Chile must pay taxes on their income from Chilean sources.8

			Different tax-residence criteria apply to individuals and legal entities.

			Tax-residence rules for individuals

			Under section 8.8 of the Tax Code, individuals are ‘tax residents’ of Chile if they remain in Chile for more than six consecutive months in one calendar year or more than six months, whether consecutive or not, in two consecutive calendar years.

			The concept of ‘domicile’ has not been defined in Chile’s tax laws. Reference therefore has to be made to its definition in section 59 of the Civil Code: ‘[d]omicile consists of residence (i.e. physical presence in a certain place) plus the real or presumed aim to remain there’. Therefore, there are two elements to domicile: residence, and the intention to remain in that place.

			In spite of this, the tax authorities argue that ‘domicile’ and ‘domiciled status’ are not dependent on a foreign individual living continuously in Chile for more than six months, or any other period of time. Even though he need not qualify as domiciled upon entering the country, he can be deemed resident there for tax purposes upon arrival if it can be proved that he established a home in the country upon entering (i.e. he entered with his spouse and children, he rented or bought a principal home, his children go to school in Chile, or he has a long-term contract in Chile),9 unless the tax authorities prove he continues to be domiciled abroad.

			Section 4 of the Income Tax Act provides that an individual may still be deemed to reside in Chile if, in spite of being absent from the country and even if he remains in Chile for less than six months, he keeps his principal place of business in Chile, either directly or through an entity other than a limited liability company.

			Chilean domicile can be regarded as lost in consideration of:

			•	the place where an individual carries on the business that generates the greater part of their income;

			•	the place where his principal interests are.

			Taxpayers that have been domiciled in Chile but that have no tax residence there according to section 8.8 of the Tax Code and do not have their principal place of business there are deemed no longer to be domiciled in Chile.

			Tax residence rules for legal entities

			The criterion to determine when a legal entity is considered resident in Chile is the ‘place of incorporation’. A company is deemed resident there if it is incorporated there.10 Moreover, under domestic law, legal entities incorporated abroad are not treated as resident in Chile even if incorporated according to Chilean law or domiciled in Chile.

			However, section 41.D of the Income Tax Act says that, even if a company is incorporated in Chile (i.e. a publicly traded SA, or a closed SA whose articles of association provide that it is subject to the same rules as apply to publicly traded SAs), it is deemed not to be domiciled in Chile and is therefore only subject to tax in Chile on its income of Chilean source provided certain conditions are met: (i) its corporate purpose is to effect investments in Chile and abroad; (ii) its shareholders, and their shareholders that are legal entities with more than a 10% holding in the direct shareholders’ capital, must not be resident or domiciled in Chile, or in jurisdictions listed as tax havens or harmful preferential tax regimes; (iii) capital contributions made by foreign investors should originate from foreign sources, etc.11 

			In the particular case of the double taxation treaty (‘DTT’) between Chile and Argentina, the tax authorities12 have ruled that a company fulfilling the requirements of section 41.D is deemed domiciled in Chile, in as much as the DTT states that a legal entity is domiciled in the Contracting State under whose laws it was incorporated and legal personality was conferred on it.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			As mentioned in 2.1, as a general rule, domestic law provides that a company is deemed resident in Chile if it is incorporated in Chile. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The criterion to determine when a legal entity is treated as resident in Chile is the ‘place of incorporation’. A company is deemed resident in Chile if it is incorporated in Chile. Moreover, domestic law provides that legal entities incorporated abroad are not considered resident in Chile even if incorporated according to Chilean law or having their domicile in Chile. 

			Chile does not follow the criteria used by other countries, according to which a legal entity is deemed to be resident in a certain country based on the ‘place of effective management’. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			As Chile is not an EU Member State, the rulings of the European courts have no direct influence on Chilean law, courts or administrative rulings. Cadbury Schweppes has not therefore affected Chile’s position on anti-abuse measures.

			In the Cadbury Schweppes case, the European Court of Justice said that it is necessary to examine the behaviour of a taxpayer who incorporates a company in another Member State in light of the freedom of establishment in order to assess whether the taxpayer is merely exercising that freedom or engaging in a legal abuse. National measures restricting the freedom of establishment could therefore be justified where they specifically relate to ‘wholly artificial arrangements’ aimed at circumventing application of the legislation of the Member State concerned. 

			As explained in 1.1, Chile is very sensitive to the adoption of anti-avoidance rules and, in recent years, has taken specific action in this regard. Although it has not adopted any general anti-avoidance rules, as many foreign countries have done, it has adopted rules to sharpen the monitoring of tax avoidance. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The Discussion Draft recently published by the OECD (‘Interpretation and Application of Article 5 (Permanent Establishment) of the OECD MTC) raises the question of whether, and in what circumstances, a member of a corporate group might constitute a ‘place of management’ of another company of the group so as to constitute a PE in accordance with the existing example in paragraph 2 of article 5.

			First of all, it should be noted that the existence of a PE under Chile’s DTTs differs from its domestic PE provisions.

			The Income Tax Act does not define PEs and only deals with them when referring to additional withholding tax (a non-resident tax), stating that it taxes Chilean-source income remitted abroad to non-resident individuals or business entities, including legal entities organised abroad and acting in Chile through a branch, office, agent, representative or any kind of permanent establishment. There is no further domestic law specification in this regard (except for certain references in other sections of the Income Tax Act). Therefore, under the Act, a PE is generally equated to the other four forms named (i.e. branch, office, agent or representative of a foreign entity).

			Moreover, the tax authorities13 are of the general opinion that a PE is established in Chile if a person (usually an employee) is able to act on behalf of a foreign entity and has authority to contract in its name, irrespective of the time he spends there.

			On the other hand, Chile’s DTTs define a PE as a fixed place of business through which an enterprise wholly or partly carries on its business, including a ‘place of management’, a branch, an office, a factory, a workshop, plus a mine, oil or gas well, quarry or any other place of extraction of natural resources. The treaties also provide that a PE includes a building site or construction or installation project and related supervisory activities, but only where they endure for more than six months. 

			A PE also includes the furnishing of services, including consulting services, undertaken by an enterprise through employees or other personnel engaged by the enterprise for that purpose, but only if the activities continue within the country for a period or periods aggregating more than 183 days in any 12-month period.

			Hence, the domestic PE concept may differ from that described in the Chile’s DTTs since, for example, providing services in Chile for a period of more than 183 days may create a PE under a DTT but not under the domestic provision as long as the employee has no authority to contract in the company’s name, regardless of how long he spends in the country. To resolve this, the tax authorities issued Ruling 2890/2005, which says that, if employees of company resident or domiciled in a treaty country spend more than 183 days in Chile, a PE will be deemed to exist under the DTT.

			Domestic law does not define the concept of ‘place of management’, because the Income Tax Act does not use it to define a PE. However, under the criteria used by the tax authorities, a PE can generally be constituted in Chile just by management tasks if they are done by an employee who is able to act on behalf of the foreign entity and who has authority to contract in its name.

			In assessing the risk of creating a PE in Chile by virtue of a management team, consideration should be given to the rulings and practice notes issued by the tax authorities on ‘regional presidencies’. These are groups of regional executives and directors that carry out functions under the authority and subject to a dependent relationship with a foreign company. Their purpose is to manage, supervise and coordinate from Chile the implementation of commercial, marketing, financial, administrative, productivity and human resources policies, among other activities, for their employer’s companies based in other countries in the region, without doing so for other companies, branches or PEs operating in Chile. In this regard, the tax authorities initially issued Ruling 4508 of 2004 and practice note 52 of 2005, by which regional presidencies may operate and register in Chile without triggering business profits tax on the activities performed in Chile (except for employment taxes on the salaries of the individuals working from Chile). The regime was conditional on the foreign employer (i.e. the foreign company) not receiving any payment or remuneration from the companies outside Chile that benefit from the management activities and services carried out in Chile. However, on 8 May 2009, the tax authorities issued practice note 29, repealing practice note 52. The clear message is that regional presidencies will no longer be treated as an exception to the general rule under the Income Tax Act and that these management groups have to register as taxpayers (i.e. as a presence of the foreign company in Chile). They are therefore liable to all other applicable tax obligations that arise or may arise from their activities in Chile. 

			In our view, the tax authorities’ rulings and practice notes mean that management groups operating in Chile imply that the foreign company is conducting activities in Chile, and as a result can generate Chilean-source income, which may ultimately be taxed under the rules applying to permanent establishments. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Domestic law does not contain a workaday definition of ‘beneficial owner’ with regard to dividends, interest or royalty payments by which treaty benefits might be granted or restricted. Nor have local tax authorities laid down any concept of ‘beneficial owner’. Hence, most of the specific provisions dealing with this concept in Chile’s tax treaties follow the OECD MTC. Accordingly, the requirement of beneficial ownership appears in articles 10 (‘dividends’), 11 (‘interest’) and 12 (‘royalties’) of each of Chile’s tax treaties. It is important to note that, in the case of the DTT with Malaysia, the concept of beneficial ownership also extends to fees for technical services (article 14). 

			Express inclusion of beneficial ownership with regard to dividends, interest, royalties and fees for technical services makes it clear that the limitation on the source State’s right to tax does not apply where an intermediary is interposed in the transaction.

			The tax authority issued practice note 32/200114 when the DTT with Canada was signed, explaining that the concept of beneficial owner seeks to prevent taxpayers resident in a third state from improperly benefiting from the DTT, as would be the case in operations via a mere intermediary resident in the treaty country. It provides that ‘the beneficial owner is he who has the right to receive the dividends. As in the case of articles 11 and 12, the limitation on the source State’s right to tax is not applicable where an intermediary is involved in the transaction. For instance, when he who receives the dividends is an agent or a representative of the beneficiary. This requirement is aimed to avoid the beneficiary of the dividends enjoying the benefits of the treaty while not being resident of the other Contracting State’.

			This criterion has also been confirmed by the Chilean tax authority in its practice note 57/2009,15 which also mentions the OECD MTC Commentaries as a relevant aid to interpretation. 

			That said, it should be noted that local tax authorities have stated that the existence of an intermediary in the treaty country does not prevent treaty benefits being claimed if the beneficial owner is also a resident of the same state. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As explained in 3.1, domestic law does not contain a definition of ‘beneficial owner’ and nor have local tax authorities defined the concept (except for the clarification given in the practice notes referred to in 3.1).

			The tax authorities’ practice note 57/2009 confirm that Chile’s DTTs now follow the concept of ‘beneficial owner’ as laid down in the OECD MTC. Therefore, the Chilean interpretation of beneficial ownership does not essentially differ from the OECD’s approach.

			Regarding LoB clauses, some of Chile’s current DTTs16 contain a specific clause limiting treaty benefits in situations that combine beneficial ownership and effective taxation issues regarding dividends, interest and royalties. The aim of this clause is exemplified by article 22 of the Chilean-New Zealand DTT, which is one of the treaties in which it figures.17 It provides that, when interest arising in one Contracting State is received by a company resident in the other Contracting State and one or more persons not resident in that other State (i) directly or indirectly or through one or more companies, wherever resident, have a substantial interest in that company in the form of a participation or otherwise, or (ii) directly or indirectly, alone or together, exercise management or control of that company, the DTT provisions conferring an exemption from, or a reduction of, tax apply only to dividends, interest and royalties that are subject to tax in the latter State under the ordinary rules of its tax law.

			However, as previously mentioned, Chile’s current DTTs do not contain LoB clauses in the strict sense. LoB clauses in the US meaning of the term will become a reality in Chile once the DTT signed with the USA comes into force (as envisaged in its article 24).

			It should also be noted that non-discrimination in cross-border taxation matters is not a frequent topic of domestic discussion. Local scholarly writings and court decisions on the subject are relatively scarce. Some, though not all, of Chile’s DTTs include provisions aimed at preventing unequal treatment of foreign and domestic lenders (usually contained in the non-discrimination provisions).

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			As Chile is not an EU member, the Parent-Subsidiary and Interest & Royalties Directives have not been transposed into Chilean law. Nor do they have any direct impact on its domestic tax rules. That said, special domestic anti-avoidance rules have been adopted by Chile as explained in 1.1 with regard to the distribution of profits (disguised distributions), the payment of interest (excess indebtedness rules) and the payment of royalties (i.e. higher withholding tax rates where royalty and/or technical assistance payments are made to related companies or entities incorporated in tax havens or under harmful preferential tax regimes). 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The current Chilean TP legislation18 is quite limited and does not explicitly refer to substance requirements in controlled transactions, even though Chilean TP rules are consistent with the arm’s length principle.

			Additionally, it should be borne in mind that, on 11 January 2010, Chile became an active member of the OECD and, although local TP regulations still do not expressly recognise the methodologies and concepts set down by the OECD Guidelines, the tax authority has generally adopted the arm’s length principle, and tax inspectors use the OECD Guidelines as general guidance in current TP audits. 

			Although Chile has adopted the basic transfer pricing principles developed by the OECD, its TP legislation and administrative regulations have not yet reached any level of sophistication. The substance concept proposed by the OECD Guidelines is not to be found in Chilean TP law or official procedures at this time, in as much as section 38 of the Income Tax Act and the relevant practice notes do not contain any reference to the concept. 

			Consequently, at present, there is no administrative guidance or judicial precedence on substance in Chile with regard to transfer pricing. However, a draft TP bill is set to table in parliament in the relatively near future, which should update the local Chilean TP regulations and align them with most of the concepts contained in the OECD Guidelines. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			As explained in 4.1, the Chilean TP legislation and administrative regulations are still relatively undeveloped. And it should be borne in mind that there have not been any changes in the local TP legislation since 2002. Hence, the OECD’s position in its recent publications in relation to the allocation of risk has not impacted the approach taken by the Chilean tax authority. However, as stated, the Chilean TP legislation is set to be updated soon and it is our understanding that it will then be consistent with the OECD Guidelines. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As mentioned, there is no background TP legislation or case law on substance. Tax inspectors do nonetheless use the OECD Guidelines as a basis for their audits.

			The upcoming legislation will be a great opportunity for the tax authorities to clarify their position regarding substance and create certainty on the topic.

			1 Secreto bancario in Spanish.

			2 Sociedad de responsabilidad limitada, SRL.

			3 Ruling No. 4970/2006. 

			4 Sociedad anónima, SA.

			5 Supreme Court, case 4038-01, Sociedad Inmobiliaria Bahía SA v. Servicio de Impuestos Internos.

			6 Supreme Court, case 4717/2004, Barrick Gold South America SA v. Jefe Unidad Coquimbo IV Dirección Regional.

			7 Supreme Court, case 6009/2005, Norsk Hydro Chile SA v. XV Dirección Regional del Servicio de Impuestos Internos.

			8 Section 3 Income Tax Act. In addition, it is interesting to note that foreigners who establish their residence or domicile in Chile are only subject to tax on their income of Chilean source for the first three years. Though this period can in theory be extended by three more years with the authorisation of the tax authorities in qualifying cases, no such authorisation has ever been issued. 

			9 Practice note 26 of 14 May 1975. 

			10 Section 11 of the Income Tax Act deems the shares in an SA or an SRL to be based in Chile if it is incorporated there.

			11 The list of requirements is not cumulative or exhaustive. The Income Tax Act lays down a number of requirements for the special section 41.D regime to apply.

			12 Rulings 5.029/2003; 5.566/2003 and 550/2008.

			13 Rulings 2890/2005; 3397/2007; 614/2011.

			14 Practice note 32 of 25 May 2001. 

			15 Practice note 57 of 16 October 2009.

			16 Double taxation treaties with New Zealand and Colombia. 

			17 These special provisions are also contained in the double taxation treaty currently in force between Chile and Colombia; and they are also included in the double taxation treaties signed, but not yet in force, with Russia and Australia.

			18 Section 22 of Law 19,506, promulgated on 30 July 1997, introduced four new paragraphs to section 38 of the Income Tax Act. They set out the basic Chilean transfer pricing rules, which became effective from calendar year 1997. A minor amendment to these rules was introduced by Law 19,840, promulgated on 23 November 2002 (it set down additional situations in which it will be legally presumed that there is a economic relationship between a local company and a company resident or domiciled abroad for the purposes of applying section 38 Income Tax Act). In addition, the tax authorities have issued practice notes 3 and 57 (both in 1998) and 72 (in 2002), which explain the concept of transfer pricing and lay down guidelines for applying the valuation methods and the applicable penalties if price distortions are uncovered.

			

		

	
		
			China 

			Authors: Spencer Chong, Matthew Mui and Raymond Wong

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Since 2008, China has introduced significant changes to its domestic legislative landscape in terms of its interpretation of substance rules as well as its anti-abuse measures.

			The Special Tax Adjustment Implementation Measures, which have been in effect since 1 January 2008, enable the tax authorities to recharacterise an enterprise’s (including a non-Chinese enterprise’s) tax avoidance arrangements according to its economic substance and eliminate any tax benefits obtained. If an enterprise does not have economic substance, especially if it is established in a tax haven for tax avoidance purposes, its existence can be disregarded for taxation purposes.

			The following recent practice notes widen the scope of the tax authorities’ power to identify and counteract arrangements on the basis of substance and tax avoidance.

			Circular 601

			On 27 October 2009, China’s tax authority released Guoshuihan [2009] No. 601 (‘Circular 601’), which provides guidance on determining beneficial ownership for the purposes of claiming benefits in respect of dividends, royalties and interest under double tax agreements. 

			The application and operation of Circular 601 is discussed in 3.1, below.

			Circular 698

			On 10 December 2009, the tax authority released practice note Guoshuihan [2009] No. 698 (‘Circular 698’) to scrutinise indirect equity transfers by Chinese companies (i.e. indirect transfer of the equity interest in one or more Chinese companies through the sale of an offshore holding company). Circular 698 requires foreign transferors to report indirect equity transfers to the appropriate tax office if the offshore holding company is located in a tax jurisdiction with an effective tax rate of less than 12.5% or that does not tax the foreign income of its residents.1 There is a voluntary disclosure requirement on foreign transferors to provide documentation and evidence to substantiate that the indirect equity transfer is not entered into for tax avoidance purposes and the offshore holding company being disposed of has substance.

			The application and operation of Circular 698 is discussed in section 1.2, below.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			There has been increased attention to substance and anti-abuse measures by the Chinese tax authorities, in particular since the introduction of Circular 698 at the end of 2009, which signalled increased focus by them on indirect equity transfers.

			Circular 698 – development in domestic legislation to scrutinise indirect equity transfers of Chinese companies

			Circular 698 allows the tax authorities to examine the true nature of indirect equity transfers and focus on the substance of offshore holding companies and the purpose behind interposing and disposing of them.

			If the indirect transfer fails to pass the substance or purpose tests, the transfer may be deemed executed for the purpose of avoiding Chinese withholding income tax that might otherwise be payable on a direct holding and disposal of a Chinese investment. Under such circumstances, the tax authority may invoke the general anti-avoidance rules and disregard the offshore holding company and instead treat the gains derived from the indirect equity transfer as income sourced from China, which is subject to Chinese withholding tax.

			In June 2010, a first case on indirect equity transfer was reported on the web site of one of the local state tax offices regarding its investigation into an indirect equity transfer involving a joint venture company in Jiangdu. A significant amount of Chinese tax (approximately USD 25 million) was collected on the transfer gain derived by a foreign transferor from indirectly transferring its equity in a Chinese joint venture company through disposal of its shares in a Hong Kong intermediate holding company. This case, along with other, similar reported cases, demonstrates that local tax offices have increased their attention to and scrutiny of such offshore holding company structures following the release of Circular 698. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			China has domestic rules on tax residence through its Corporate Income Tax Act, which has been in effect since 1 January 2008. The fundamental principles have not changed since the last edition of this book, although, in April 2009, the tax authority released Guoshuifa [2009] No. 82 (‘Circular 82’), clarifying the criteria for qualifying as a Chinese tax resident enterprise, corporate income tax treatment, application procedures and other administrative matters for Chinese-capital/controlled foreign companies (CCCFCs). Circular 82 was of retrospective effect from 1 January 2008.

			There are no separate rules to determine the tax resident enterprise status of non-CCCFCs. However, while Circular 82 technically only applies to CCCFCs, we consider that the criteria listed in it serve as a good reference for non-CCCFCs to assess and manage their risk of being regarded as Chinese tax residents.

			The application and operation of Circular 82 is discussed in 2.2.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			According to the Corporate Income Tax Act and the Detailed Implementation Rules passed under it, enterprises established under Chinese law and enterprises established in accordance with the laws of foreign countries (or regions) and having their ‘place of effective management’ in China are treated as tax resident enterprises, subject to Chinese corporate income tax on their worldwide income.

			‘Place of effective management’ is further defined as the place where overall ‘management and control’ is, in substance, exercised over production and the business, personnel, accounting, properties and other aspects of the business. 

			Circular 82 – development in domestic legislation on the concept of tax resident enterprise 

			Circular 82 was issued by the central tax authority to provincial (and equivalent) tax authorities to clarify how to test whether an overseas-registered CCCFC qualifies as tax resident according to the ‘effective management’ concept as stipulated in the Corporate Income Tax Act. The principle of ‘substance-over-form’ applies in making this determination.

			 

			All of the criteria set out by Circular 82 must be satisfied in order to qualify as a Chinese tax resident enterprise. These are:

			•	The place where the senior management personnel execute the daily management and operation of the CCCFC are mainly located within China.

			•	Decisions in terms of finance and personnel matters are made by or subject to the approval of organisations or individuals in China.

			•	The main properties, accounting ledger, corporate seal, minutes of board meetings and shareholders’ meetings etc. are situated or kept in China.

			•	Half or more of the directors with voting rights or senior management personnel ordinarily reside in China.

			CCCFCs meeting the criteria and that have obtained approval from the tax authority for Chinese tax resident enterprise status are known as ‘overseas registered Chinese-capital controlled tax residents’ or ‘deemed overseas tax resident enterprises’.2

			2.3	Is reference made to the OECD rules, and do they prevail? 

			China is not an OECD member, and the OECD rules are not expressly referred to in any of China’s domestic legislation.

			However, when the Chinese tax authority was drafting the definition of ‘place of effective management’ for the purpose of the Detailed Implementation Rules, it took into consideration the relevant principles laid down in the OECD rules for ‘central management and control’, such as where the meetings of a company’s board of directors or equivalent body are usually held, where the chief executive officer and other senior executives usually carry out their duties, where senior day-to-day management of the company is carried on, where the company’s headquarters are located, which country’s laws govern its legal status, where its accounting records are kept, etc. (paragraph 24.1 2008 OECD MTC commentaries on article 4). 

			These factors are similarly echoed in Circular 82 (please refer to 2.2.).

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Please refer above to the discussion on ‘place of effective management’ and Circular 82 in 2.2.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The Chinese tax authorities have emphasised that a treaty resident must be the ‘beneficial owner’ of the income sourced from China. ‘Beneficial owner’ is defined strictly and must be determined in accordance with ‘substance-over-form’ principles. Moreover, the term ‘beneficial owner’ is interpreted not only from technical or domestic law perspectives, but is analysed and determined based on the facts and circumstances of each case starting from the objectives of the double taxation treaties (‘DTT’) (i.e. to avoid double taxation and prevent tax evasion and avoidance). 

			Circular 601 – development in domestic legislation on the concept of beneficial ownership

			Guidance for determining beneficial ownership can be found in Circular 601. It defines ‘beneficial owner’ as the person who has ownership and control over income, or the rights or assets that generate income. It further clarifies that a beneficial owner generally engages in substantive business activities and can be an individual, corporation or other organisation. Consequently, neither an agent nor a conduit company should be accepted as a beneficial owner. 

			Circular 601 sets forth seven factors whose existence can negatively affect a treaty resident’s qualification as a beneficial owner when claiming treaty benefits.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			There have not been any updates to the limitation on benefits (LoB) clauses in China’s double taxation treaties in relation to beneficial ownership since the last edition of this book.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Although there have been no specific developments in the Chinese legislation on substance and anti-abuse (from a TP point of view) since promulgation of the Special Tax Adjustment Implementation Measures (Trial Version), China’s tax authorities have clearly started to rely on the guidance provided in the Implementation Measures in their review of taxpayers’ existing or future tax/TP structures. 

			In a recent advance pricing agreement between the Chinese tax authorities and a Chinese domestic company, the tax authorities placed great emphasis on distinguishing the functional substance and risks to be assumed between the domestic company and its overseas related parties in determining whether the TP arrangement originally set up by the taxpayer complied with the arm’s length principle. 

			It is worth noting that, in that case, the examination of the overseas related party’s substance extended not only to its functional and risk split with the domestic company (as in conventional TP evaluations), but also to the detailed activities performed by it (as opposed to the group’s whole functional supply chain) and its organisational structure and size. This indicates the Chinese tax authorities’ increased sophistication in applying the ‘substance’ criterion in assessing the reasonableness of taxpayers’ TP arrangements. 

			Furthermore, the Chinese tax authorities have also been developing their regulatory and investigatory focus and expanding it from conventional, less-complex buy-and-sell intercompany dealings to more-technical types of dealings, such as service transactions (often associated with the assessment of a permanent establishment), intangible asset transactions and equity transfers. This new trend will allow the tax authorities to put more effort into looking at the substance of parties to dealings under review before any further economic assessment is done. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the Chinese domestic legislation implementing these OECD recommendations. However, despite China’s not being a member of the OECD, its tax authorities have been closely following the OECD Guidelines and other international practices proposed by the OECD over the past two decades. It is believed that the Chinese tax authorities may in future apply these new concepts (‘control over risk’ and ‘significant people functions’) in their administrative and investigatory practices if they consider that applying them will help to protect China’s tax revenue. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The Implementation Measures allow the tax authorities to recharacterise an enterprise’s tax avoidance arrangement according to its economic substance, and to eliminate any tax benefits obtained. If a corporation does not have economic substance, especially if it is established in a tax haven, its existence can be disregarded. 

			When an anti-avoidance investigation is initiated, the tax authorities can ask taxpayers to provide information to prove that the TP arrangement has reasonable commercial purposes. If the taxpayer fails to provide the information in time, or the information fails to prove that the arrangement has reasonable commercial purposes, the tax authorities may make tax adjustments based on the information that they do have in their possession. 

			1 The tax authority’s Public Notice [2011] No. 24 makes it clear that both criteria refer to transferred equity income. 

			2 Please also note that, in mid-2011, the tax authority released the Administrative Measures for Overseas Registered Chinese-capital Controlled Tax resident Enterprises (Trial) (Public Notice [2011] No. 45) covering major tax matters concerning Deemed Overseas Tax resident Enterprises, including the procedures for applying for tax resident enterprise status, documentation requirements, corporate income tax treatment, administration and collection matters and application of tax treaties. These measures have been effective since 1 September 2011.

		

	
		
			Cyprus 

			Authors: Stelios Violaris and Joanne Theodorides

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			There have been no recent developments in the Cypriot national legislation with regard to substance or anti-abuse measures.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The Cyprus courts or tax authorities have not been paying any increased attention to substance or anti-abuse measures in recent times.

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Under Cyprus’s income tax legislation,1 a company is considered to be a tax resident of Cyprus if its ‘management and control’ is exercised in Cyprus. Mere incorporation of a company with the Cyprus Registrar of Companies does not constitute Cyprus tax residence. 

			There is no definition of the term ‘management and control’ in Cyprus’s tax law. However, in accordance with the current practice of the tax authorities and the relevant case law, it has been established that ‘management and control’ is exercised in the country where on-going decisions on the operations of the company are taken by the board of directors or by any other individual or corporation authorised by the company. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			The main determining factor establishing that ‘management and control’ of a Cypriot company is exercised within Cyprus is that all meetings of its board of directors take place there. 

			The board as a whole should exercise control and take decisions relating to the company’s operations and general policies such as investment, financing and dividend payments. Board consultations and approvals should be documented by the appropriate directors’ resolutions and minutes, which should be kept at the company’s registered office. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			As mentioned (see 2.1), the tax authorities do not deem a company to be a Cypriot tax resident by virtue of its mere incorporation under the Cypriot companies legislation but require its ‘management and control’ to be exercised from within Cyprus. Therefore, Cyprus tax law considers economic factors (substance) rather than legal form when it comes to assessing tax residence. 

			Cyprus uses the OECD MTC as the basis for negotiating double taxation treaties. Hence, the vast majority of her treaties are based on it. 

			Under Cypriot law, international agreements prevail over national laws provided their provisions do not conflict with the constitutional law of Cyprus. Therefore, Cyprus’s double taxation treaties prevail over domestic tax law regardless of whether or not they are based on the OECD MTC. 

			In addition, even though the Commentaries on the OECD MTC are not a legally binding document, reference is made to them in practice where domestic tax law and applicable double taxation treaties lack detail. 

			As far as the tax-residence requirements are concerned, Cyprus’s tax law and the practice of her tax authorities as regards tax residence are in line with the OECD requirements of article 4 – ‘residence’ – and its ‘effective management’ definition in the event of dual-residence disputes. 

			Cyprus does not have any reservations on this article of the OECD MTC. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Cypriot tax law does not contain any CFC rules. 

			Due to the practical approach taken to the ‘management and control’ concept by the tax legislation and authorities, the term ‘wholly artificial arrangements’ (as defined in the Cadbury Schweppes case and subsequently in the CFC GLO case) is taken into consideration.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			A permanent establishment is defined in Cyprus’s tax legislation as including a fixed place of business through which the business of an enterprise is wholly or partly carried on. The term PE is defined to especially include a ‘place of management’. Thus it is possible for a ‘place of management’ to constitute a PE in Cyprus if management is operated from a fixed place of business through which the affairs of the enterprise are wholly or partly carried on. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The term ‘beneficial ownership’ is not defined in Cypriot tax law. This term may be found in some of Cyprus’s double taxation treaties, but no detailed definition is given. 

			For the purposes of withholding taxes on payments made from Cyprus to persons abroad, beneficial ownership is not of relevance. This is because Cyprus does not impose any withholding taxes on payments of dividends, interest and royalties2 to non-Cypriot tax resident persons under its domestic tax legislation. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned (see 3.1), Cyprus’s tax legislation does not contain a definition of ‘beneficial ownership’, though reference to this concept may be found in some of Cyprus’s double taxation treaties. However, no detailed definition is given in those double taxation treaties, either. It is therefore up to Cyprus and the other Contracting State’s tax authorities to determine beneficial ownership in cases of dispute. As Cyprus’s tax legislation does not define the notion, it is probable that the OECD rule will be referred to. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			The Parent-Subsidiary and Interest & Royalties Directives are applied by Cyprus without any anti-abuse rules.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Cypriot tax law does not have specific transfer pricing rules. What it does provide for, however, is the arm’s length principle (section 33 of the Income Tax Act). Pursuant to the arm’s length provisions in Cyprus’s tax law, related-party transactions should be based on purely commercial terms, meaning that transactions between related parties should be based on terms and conditions similar/comparable to those of transactions between unrelated parties. 

			There are no specific substance requirements from an arm’s length viewpoint in Cyprus’s tax law. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The arm’s length principle was incorporated into the tax legislation in 2003. The tax authorities have also for many years had power to adjust the taxable results of any person in cases of transactions which they consider to be ‘artificial or fictitious’. Thus they can disregard the legal form of a transaction and recharacterise it in accordance with its economic substance in relevant cases.

			The recent publications of the OECD in relation to the allocation of risks have not yet impacted Cyprus’s tax law or the approach taken by her tax authorities. However, as these are recent publications, it remains to be seen how they might in future impact her tax legislation or the approach taken by her courts or tax authorities.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			See 4.2.

			1 Income Tax Act 118(I)/2002, as amended.

			2 Provided, in the case of royalties, that the intangible is not utilised within Cyprus.

		

	
		
			Czech Republic 

			Authors: David Borkovec and Zenon Folwarczny

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The State is initiating negotiations on a number of international treaties on exchange of information with offshore jurisdictions. 

			Otherwise, Czech domestic tax law still includes the following anti-abuse provisions, which have not undergone change in the past couple of years:

			•	a general ‘substance-over-form’ doctrine, under which the substance of an act prevails over its legal form;

			•	general tax-base anti-erosion rule – the tax base is taken from the figures in the taxpayer’s accounts, unless this would lead to the tax liability diminishing ‘by other means’. Given the broad, uncertain formulation, this provision does not limit the taxpayer’s right to choose the most tax-friendly solution if that is a legally acceptable alternative. The ‘freedom of choice’ has been confirmed by Czech courts;

			•	thin-capitalisation rules – any interest and finance costs on related-party debt financing are only tax-deductible to the extent of four times equity (six times for banks and insurance companies); the disallowed part is reclassified as dividends for certain recipients;

			•	transfer of tax losses upon transformation of an entity or a change in its ownership structure is only permitted if at least 80% of the income after the change stems from the activity on which the tax loss was incurred (same activity test);

			•	business transformations only qualify under the EU Merger Directive if motivated by reasons other than to achieve a tax advantage;

			•	double tax treaty benefits are only available to the beneficial owners of income;

			•	pricing between related parties is subject to transfer pricing regulations;

			•	the tax base of permanent establishments should be determined using the ‘separate entity’ approach, i.e. the tax base should be similar to that of comparable entities in the market.

			There is no specific tax anti-abuse provision in the tax law. Nevertheless, the tax authorities may rely on the anti-abuse provision contained in the general civil law. In practice, however, courts make more use of the provision in resolving lawsuits than the tax authorities do in challenging dubious transactions.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Increased attention is being paid to chain transactions in the field of VAT. Moreover, the tax administration is being trained up in the field of transfer pricing. A specialist tax office has been set up for large enterprises, whose tax inspectors have specific training and are industry-focused. The Czech tax administration seems to follow EU case law and focuses on current issues in that area (e.g. Halifax, Cadbury Schweppes, Marks & Spencer).

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Czech law has its own definition of residence for income tax purposes. These rules may be overridden by applicable double tax treaties.

			For corporate income tax purposes, an entity is considered to be a Czech tax resident if it has its registered office or a ‘place of management’ in the Czech Republic.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			There is no direct definition of ‘place of management’ in the law. However, the Ministry of Finance has issued an interpretation guideline, which, although not legally binding, is followed in practice. The guideline is practically identical to the OECD interpretation of ‘place of effective management’.

			•	‘Place of management’ can be defined as a place where key management and business decisions that are indispensable for carrying on industrial and business activities are taken. 

			•	The ‘place of management’ is where decisions are taken by one or more of the company’s officers (e.g. the board of directors). 

			•	As a rule, there must be adequate physical means and human resources for such activities at that location. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			There is no direct reference to the OECD rules, but they are followed. The Czech Republic has not expressed any reservations.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The Czech tax administration follows EU case law (including Cadbury Schweppes) but no explicit provision has been introduced into tax law in this respect.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			As stated, ‘place of management’ is a criterion for determining tax residence. There is no definition in law, but, although not legally binding, the officially published guidelines are based on the OECD interpretation. 

			Mere provision of management tasks on a relatively permanent basis over time may give rise to a permanent establishment (a so-called service PE) even in the absence of a fixed place. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The definition of ‘beneficial owner’ was explicitly introduced into the Czech tax law by the EU Interest & Royalties Directive in respect of interest and royalty payments. This definition has also been extended to dividend income. 

			However, even prior to the directive, the Czech tax administration enforced this concept in relation to international transactions on the basis of double tax treaties, regardless of whether they made express reference to the ‘beneficial ownership’ requirement. The Czech Ministry of Finance has issued a guideline stating that double tax treaties should always be read as if the ‘beneficial ownership’ is explicitly mentioned within the sense of the OECD MTC.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			The OECD rules should be followed. Some double tax treaties (‘DTT’) contain a limitation of benefits clause, e.g. the Czech-US DTT. In practice, in a tax audit in the Czech Republic, entitlement to double tax treaty benefits must be attested by documentation confirming beneficial ownership issued by the recipient of the income.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Yes. The concept of beneficial ownership and its explanation were explicitly included in domestic law. 

			Nevertheless, in some situations (e.g. short sales, derivative transactions), practical application of the concept in the Czech Republic is affected by the fact that Czech law does not recognise a split into economic and legal ownership. Therefore, the legal owner tends to be regarded as the beneficial owner by the Czech tax authorities.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are no special substance requirements for transfer pricing except that parties are considered related, and thus subject to transfer pricing regulations, if they enter into a transaction with the overriding motive of reducing the tax base or increasing tax losses.

			The OECD Guidelines are not legally binding, but the Ministry of Finance officially recommends that they be followed.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The practice of challenging pricing arrangements is only starting to develop and may be influenced by OECD publications. The current approach is to challenge pricing in situations where a profitable business starts making losses. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The tax authorities may assess tax plus penalties in respect of any deviation from the arm’s length principle in related-party transactions.

		

	
		
			Denmark 

			Authors: Klaus Okholm and Martin Poulsen

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Since 2008, the tax authorities have increasingly focused on multinational companies operating in Denmark. This, among other things, has resulted in a number of cases regarding ‘beneficial ownership’ requirements in relation to withholding tax on dividends and interest paid to non-resident recipients.

			The tax authorities specifically look into structures involving the use of intermediate holding companies (primarily based in the EU). In their view, many of these structures are set up to avoid Danish withholding taxes on dividends and interest (and royalties), and they claim that the intermediate holding companies cannot be regarded as the ‘beneficial owners’ of the payments.

			The tax authorities’ interpretation of ‘beneficial ownership’ requirements in these cases is generally closely related to the question of abuse of law and ‘circumvention’ of taxation in Denmark. This, however, represents a new tendency in Danish tax law since, traditionally, the allocation of income (including of dividends and interest payments) has been based solely on legal ownership in the past.

			Before 2008, the general understanding in Danish tax law was that the legal owner of shares in a Danish company (or the creditor in respect of interest on loans) was in fact also the ‘owner’ for tax purposes – unless legal ownership could be characterised as merely pro forma or a sham.

			The ‘new’ interpretation introduced by the tax authorities apparently requires legal owners to also have a certain degree of ‘substance’ in order to qualify as the ‘beneficial owner’ and claim a reduction of Danish withholding taxes under a tax treaty and/or the EU directive (in fact, also in relation to the Parent-Subsidiary Directive, which does not include a specific ‘beneficial ownership’ requirement). 

			It is not entirely clear from the case law what constitutes an appropriate level of substance. Initially, the tax authorities were apparently quite ‘inspired’ by the notion of ‘premises, staff and equipment’ and abuse of law in Cadbury Schweppes. However, the tax authorities now seem to be focusing more on whether the legal owner also holds the ‘normal’ decision-making powers regarding the shares, loan claim, etc. 

			Intermediate holding companies should therefore demonstrate that they are actually able to take decisions regarding the use of any proceeds received as, say, dividends from a Danish subsidiary. In relation to multinational groups, this ‘requirement’ might nevertheless prove quite difficult to satisfy, since decisions regarding dividend distributions, financing structures, etc. in groups are in many cases taken at group level, and not at the level of each entity.

			Currently, there is no specific legislation in Denmark regarding this ‘new’ interpretation of substance and beneficial ownership requirements. Plus, the case law is far from clear, and a number of cases are still pending. Thus, at this point, it is difficult to assess whether the interpretation by the tax authorities should actually be considered to be in line with current Danish tax law.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The tax authorities are increasingly focusing on ‘circumvention’ of taxation, e.g. in relation to withholding taxes on dividends and interest payments.

			As of February 2012, this has resulted in the following judgments/decisions from the High Court and the Tax Tribunal (administrative tax court) regarding ‘beneficial ownership’ requirements:

			>	SKM 2010.268.LSR (Tax Tribunal decision from 3 March 2010)

			This decision concerns dividend distributions from Denmark to a holding company in Luxembourg. The case was decided in favour of the taxpayer.

			>	SKM 2010.729.LSR (Tax Tribunal decision from 1 November 2010)

			This decision concerns interest payments from Denmark to a holding company in Luxembourg (the same group of companies as in SKM 2010.268.LSR). The case was decided in favour of the taxpayer.

			>	SKM 2011.57.LSR (Tax Tribunal decision from 22 December 2010)

			This decision concerns interest payments from Denmark to a holding company in Sweden. The case was decided in favour of the tax authorities.

			>	SKM 2011.485.LSR (Tax Tribunal decision from 25 May 2011)

			This decision concerns interest payments from Denmark to a holding company in Sweden. The case was decided in favour of the tax authorities.

			>	SKM 2012.26.LSR (Tax Tribunal decision from 16 December 2011)

			This decision concerns dividend distributions from Denmark to a holding company in Cyprus. The case was decided in favour of the taxpayer.

			>	SKM 2012.121.ØLR (High Court judgment of 20 December 2011)

			This judgment (an appeal against Tax Tribunal decision SKM 2010.268.LSR) concerns dividend distributions from Denmark to a holding company in Luxembourg. The case was decided in favour of the taxpayer and the tax authorities have announced that the judgment will not be appealed to the Supreme Court.

			It is, however, difficult to assess the exact implications this judgment has on other pending cases since its facts differ somewhat from those other cases. 

			On 13 February 2012, the Ministry of Taxation issued its comments on the judgments along with an explanation of why it was not bringing the case before the Supreme Court. Here, the factual differences are stated as being the main or sole reason for not appealing.

			In this particular case, dividends received by the Luxembourg holding company were not ‘passed on’ to recipients above the level of the Luxembourg holding company – instead dividends were ‘returned’ to the Danish company as a loan. In other pending cases, dividends and interest payments were, as a general rule, passed on to another recipient via a holding company.

			The case law would therefore tend to indicate that the tax authorities view an intermediate holding company as qualifying as the beneficial owner where dividends and interest payments are not passed on to another recipient via a holding company. 

			However, the judgment, and the comments from the tax authorities, might be seen as not providing much guidance on the Danish interpretation of the ‘beneficial ownership’ requirement. The judgment will not perhaps serve as a precedent in cases whose facts do not square with those here. Moreover, as is also noted by the tax authorities, the judgment does not offer any interpretation of EU law or give any guidance on application of the Parent-Subsidiary Directive and the Interest & Royalties Directive.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to section 1(1) of the Corporate Income Tax Act, a limited liability company incorporated in Denmark is always considered a resident there for tax purposes. Thus, in relation to companies incorporated in accordance with Danish company law, criteria such as place of business and ‘place of management’ do not affect tax residence.

			Determination of tax residence in relation to other limited liability companies/entities, including foreign companies, etc., is based on a ‘place of management’ criterion. A foreign company is therefore a resident for tax purposes in Denmark if the company is managed from Denmark.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			An assessment of the level of substance, ‘place of management’, etc. is not relevant in relation to determining the tax residence (in Denmark) of companies incorporated in accordance with Danish corporate law. Such companies are in any case considered resident in Denmark for tax purposes.

			In relation to other limited liability companies, including foreign companies, the sole relevant criterion is the ‘place of management’. Thus, a company will be considered tax resident in Denmark if day-to-day management of the company is carried on there – without taking into account where the business of the company is carried on/located.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			‘Place of management’ under Danish tax law does not necessarily coincide with the ‘traditional’ definition of ‘place of effective management’ as laid down in article 4 of the OECD MTC. 

			Thus, under Danish tax law, ‘place of management’ is based on where decisions are taken regarding the day-to-day management of the business. Normally, the relevant decisions are therefore those taken by the managing director of the company. Decisions taken by the board of directors, etc. consequently do not affect tax residence in Denmark. It is nevertheless important to note that the assessment under Danish tax law is not based on the formal allocation of responsibilities within a company, and that residence for tax purposes is always based on actual day-to-day decision-making within a company.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Currently, EU law has not led to any direct changes or amendments regarding the determination of tax residence. However, the ECJ decisions in the Saint-Gobain case will most likely lead to Denmark having unilaterally to extend ‘resident treatment’ to a Danish permanent establishment of an EU/EEA company with regard to, say, beneficial relief methods, etc. laid down in tax treaties between Denmark and foreign jurisdictions. Thus, whereas a permanent establishment does not normally qualify for treaty protection in Denmark, EU law might require it to treat foreign companies operating in Denmark via a permanent establishment and resident companies equally. The ECJ decision has not, however, led to any formal change in Danish legislation and, currently, no case law exists on the notion of ‘extension of resident treatment’.

			Cadbury Schweppes and, more specifically, the concept of ‘wholly artificial arrangements’ have resulted in a number of changes and amendments to Danish tax law.

			First of all, Cadbury Schweppes led to a change in the CFC rules. Moreover, there is a general tendency in Danish tax law to introduce provisions aimed at ‘wholly artificial arrangements’ to counter, e.g., ‘circumvention’ of Danish withholding tax on dividends, interest and royalties. However, the interpretation of abuse as introduced into Danish law by the tax authorities does not necessarily accord with the interpretation under EU law and a number of cases are currently pending before the Tax Tribunal regarding this issue. Please refer to section 1.1 and section 1.2 for detailed explanations regarding the developments in Danish tax law.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			No guidance exists in Denmark regarding the interpretation of ‘place of management’ as laid down in article 5 of the OECD MTC. However, a foreign company having its ‘place of management’ in Denmark (day-to-day management activities) would qualify as a resident for tax purposes in Denmark, hence reducing the importance of the article 5 criterion.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Danish tax law provides for taxation of non-resident recipients of dividends (28%) and interest and royalties (25%). Taxation is normally reduced or exempt if provided for under an EU directive or an applicable tax treaty.

			Danish domestic tax law does not formally impose a beneficial ownership requirement in relation to exempting or reducing withholding taxes on dividends, interest and royalties and, traditionally, tax exemptions or abatements have been granted solely on the basis of formal ownership requirements.

			However, recently, the tax authorities have started to question treaty and/or directive entitlements with regard to structures involving non-EU/non-treaty investors investing in Denmark via, say, a holding company incorporated in the EU. They claim that an ‘intermediate’ holding company does not qualify as the ‘beneficial owner’ of payments from Denmark in relation to tax treaties and the Interest & Royalties Directive, thus denying the holding company access to a reduced rate of tax on dividends, interest and royalties received from Danish companies.

			As of February 2012, one case had been decided by the High Court regarding withholding tax on dividends. Five other cases (including the case that led to the High Court judgment) have been decided by the Tax Tribunal regarding withholding tax on dividends and interest.

			Currently, it is difficult to draw any firm conclusion from the High Court and Tax Tribunal decisions. Thus, taxpayers have so far prevailed in three Tax Tribunal decisions (and also in the High Court judgment), whereas the tax authorities have won two Tax Tribunal decisions – both regarding interest payments.

			Based on the judgment and the Tax Tribunal decisions, it is clear that the tax authorities interpret ‘beneficial owner’ requirements in tax treaties and the Interest & Royalties Directive as anti-abuse provisions, enabling them to deny a reduction in withholding tax where a taxpayer is deemed to be ‘circumventing’ Danish taxation by interposing, say, an ‘intermediate’ holding company.

			The cases all have clear EU law implications. However, it is remarkable that neither the High Court nor the Tax Tribunal has engaged in any detailed examination of the implications of these cases on the Treaty provisions on free movement – specifically the freedom of establishment. That said, the Tax Tribunal has to date mainly applied EU law arguments on a general basis – for instance in relation to cases dealing with abuse of EU law.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned, ‘beneficial ownership’ is a concept unknown in domestic Danish tax law, which traditionally focuses on legal ownership as the basis for allocating income to a recipient. 

			However, based on recent comments from the Ministry of Taxation and the cases regarding withholding tax raised by the tax authorities, it seems likely that the OECD approach to beneficial ownership will also increasingly be gaining in importance in domestic Danish tax law.

			LoB clauses are not included in the majority of Denmark’s tax treaties. However, there is one in the tax treaty with the USA.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			No specific anti-abuse provisions were introduced in connection with transposing the Parent-Subsidiary Directive and the Interest & Royalties Directive. 

			However, in the above withholding-tax cases, arguments have been put forward by the tax authorities and the Ministry of Taxation that a general anti-abuse principle exists in relation to withholding taxation on dividends, interest and royalties. 

			Arguments have also been put forward that a ‘beneficial ownership’ requirement in a tax treaty could work as an anti-abuse provision in relation to the directives. So far, however, the Tax Tribunal has clearly rejected these arguments and stated that domestic Danish tax law does not allow valid legal transactions to be disregarded for tax purposes.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The OECD Guidelines state that tax administrations should recognise actual transactions undertaken by associated enterprises as they have structured them, using the methods applied by the taxpayer in so far as these are consistent with the methods described in the OECD Guidelines.

			Generally, the allocation of income under Danish tax law is based on legal ownership, i.e. the tax authorities cannot cite tax purposes to disregard valid legal transactions carried out at arm’s length terms and conditions. In this connection, the presence of ‘substance’ at the level of the legal owner has not traditionally played a decisive role in Danish tax law. This general rule, however, obviously does not apply to transactions that are considered as pro forma transactions or as sham.

			Despite this, in a number of court cases, the tax authorities have nevertheless successfully claimed that valid legal transactions not carried out for ‘normal’ business purposes can be disregarded for tax purposes. Examples include loan/lease arrangements where taxpayers acquire an aircraft and seek to deduct tax for interest expenses and depreciation but, at the same time, the loan/lease agreement is structured so as to eliminate any risk for the taxpayer. Hence, the structure is set up for tax purposes only, since the taxpayer does not bear the ‘normal’ risk associated with acquiring an aircraft and leasing it out to an airline. Similar arguments have been put forward successfully by the tax authorities in cases involving ‘transfers’ of risk-free income to related parties by, e.g., allowing the related party to perform/render services previously taken care of by the transferor internally and that almost certainly result in a ‘transfer’ of profit to the related party.

			The Danish guidelines on transfer pricing documentation include references to the term ‘economic ownership’, though no transfer pricing court cases have made any reference to it so far.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the legislation implementing the OECD recommendations. However, it is expected that the government will put a proposal forward in the spring of 2012 that the income allocation to a PE should follow the 2010 OECD MTC and therefore also the guidance in the 2008 OECD report on allocation of profits to permanent establishments, including ‘control over risk’ and ‘significant people functions’. However, it is expected that wording in existing double taxation treaties that differs from the 2010 OECD MTC will prevail.

			The tax authorities’ approach in ‘beneficial ownership’ cases does to some extent mirror the ‘control over risk’ concept, albeit without any direct reference or link to it. 

			Furthermore, there is also increased focus by the tax authorities on substance in business restructurings, specifically involving the migration of intellectual property rights. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One is where the economic substance of a transaction differs from its form; then, the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. The others are where, while the form and substance of the transaction match, the arrangements made in relation to the transaction, viewed in their entirety, differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner, and the actual structure in practice hinders the tax administration from determining an appropriate transfer price.

			According to Danish tax law, the tax authorities must recognise the legal form of transactions that are entered into. However, legal reality prevails over the form of the contract. If the parties’ conduct does not conform to the terms of their contract or if the contract terms are not honoured (for the purpose of tax avoidance), this is characterised as a sham. In cases of sham, the tax authorities are obliged to look at the actual transactions undertaken and disregard the terms of the contract.

			It should also be noted that, in cases other than sham, the tax authorities also try to recharacterise transactions or transaction structures if the functional profile of, say, a Danish entity does not match the transaction structure.

		

		
			

		

	
		
			Estonia 

			Authors: Erki Uustalu,Villi Tõntson and Hannes Lentsius

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			There have been no legislative developments with regard to substance or anti-abuse measures in the field of direct taxation in recent years. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			In recent years, the tax authorities have paid more general attention to the ‘substance’ of transactions. This trend can be seen in a number of recent court cases, a sample of which are given below.

			>	Supreme Court, case 3-3-1-42-11 of 26 September 2011

			AS Technomar & Adrem (a resident of Estonia), T&A Ltd (resident in the Isle of Man) and T&A LLC (resident in Utah, USA) were represented by the same Estonian-resident individual. The tax authorities considered all the companies to be acting under the same ‘management and control’. The T&A entities bought goods from Technomar & Adrem at a low price and sold them on to third parties at a high price as well as buying goods from third parties at lower prices and selling them to Technomar & Adrem at higher prices. Profits were thus transferred to the T&A entities abroad. T&A LLC subsequently transferred profits from its bank account in the USA to another bank account in Austria, as a result of which the Estonian tax authorities were unable to exchange information regarding of the status of the assets in the Austrian bank account.

			The court found that, under the general anti-abuse clause (section 84 Taxation Act), the profits of a non-resident company can be attributed to an Estonian-resident company (‘look-through’ approach) where the purpose of the transactions is to hide the real transactions of an Estonian-resident company. It concluded that even a transfer of money from one bank account to another held by the same company can be treated as non-business-related where the transfer makes it impossible to audit the assets used in the business of an Estonian company. 

			As a result, the profits of the non-resident company were attributed to the Estonian-resident company and taxed as hidden profit distributions in its hands. 

			>	Supreme Court, case 3-3-1-15-11 of 25 April 2011

			An Estonian-resident individual contributed her shares in AS Hansapank (a major Estonian bank) to her personal holding company in the knowledge that a Swedish-resident company, FöreningsSparbanken AB (Swedbank), had already made an offer to the minority shareholders to purchase all their shares. The personal holding company then sold the Hansapank shares to Swedbank.

			A distinctive feature of the Estonian tax system is that income received by a resident individual is taxable at the time the gain is received whereas the taxation of income received by resident companies may in principle be deferred indefinitely (companies become liable to income tax at the time they distribute their profits). 

			The tax authorities claimed that the shareholder contributed her shares to the company under her control prior to the sale transaction solely to evade tax liability in her hands. Their reasoning was based on the general anti-abuse clause (section 84 Taxation Act). The Supreme Court held that the situation was analogous to earlier cases (Nos. 3-3-1-52-09 and 3-3-1-59-09), in which it had not considered that contributing shares to companies under the taxpayer’s control constituted tax avoidance since section 15(4)(10) of the Income Tax Act provides for specific roll-over for non-monetary contributions.

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to domestic tax law,1 a company is considered to be an Estonian tax resident where it is:

			•	incorporated under Estonian law; or

			•	a European company (societas europaea (SE)) or a European cooperative society (societas cooperativa europaea (SCE)) whose location is registered in Estonia.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			As the tax residence of Estonian companies is determined on the basis of their place of incorporation, determining residence is very straightforward and there have been no disputes or case law on the matter. There are neither guidelines nor case law in Estonia as regards determination of the tax residence of a European company or a European cooperative society. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Estonia has added a specific reservation2 on article 4(1) OECD MTC by reserving the right to include the place of incorporation or a similar criterion.

			Therefore, Estonia does not follow the OECD’s tie-breaker rule in its tax treaties by giving preference to the ‘place of effective management’ test to resolve companies’ dual residence. Instead, its tax treaties generally provide that, where dual residence occurs, the authorities must endeavour to settle the question by mutual agreement and determine how to apply the tax treaty. In the absence of agreement, a person is not considered as a resident of either state for the purposes of enjoying the benefits under that treaty. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			ECJ case law has not had any impact on the Estonian position on residence.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			As the tax residence of Estonian companies is determined on the basis of their place of incorporation, mere management tasks do not give rise to a taxable residence in Estonia.

			Under domestic law,3 a permanent establishment is defined as a business unit through which the permanent business activity of a non-resident takes place in Estonia. The law specifies that a permanent establishment is considered to be created as a result of a geographically limited activity or activity of a movable character or economic activities carried on in Estonia by a representative authorised to contract in the name of a non-resident. The domestic PE concept is very broad, but no guidelines or explanations have currently been published by the tax authorities nor is there any case law on whether mere management tasks give rise to a PE, even where no physical structure is available (such as an office). 

			As regards the tax treaties, the OECD MTC Commentaries are generally adhered to by the authorities. According to the Commentaries, the list in article 5(2), referring to ‘place of management’, is subordinate to article 5(1). The Discussion Draft published by the OECD on 12 October 2011 regarding the interpretation and application of article 5 of the OECD MTC makes it clear that the examples in paragraph 2 have to be interpreted in the light of paragraph 1. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The notion of ‘beneficial owner’ can be found in many of Estonia’s double taxation treaties. 

			The only place where the English term ‘beneficial owner’ is used in Estonian domestic legislation is tax form TM3 (claim for application of a double tax treaty), where it is translated into Estonian in words that mean ‘recipient of the income’. There are neither tax authority guidelines nor case law on its interpretation. The only clarification is to be found in a Ministry of Finance regulation that the owner of a nominee account is not the recipient of the income that the client receives through the account.4 It can therefore be concluded that an agent or nominee is not considered to be the beneficial owner/recipient of income. In general, Estonian law does not distinguish between a legal owner and an economic owner. Therefore, the ‘legal owner’ should generally also be understood as being the ‘beneficial owner’. 

			However, under the general anti-avoidance clause,5 the tax authorities may recharacterise a transaction and apply the underlying economic transaction instead of the strictly legal transaction form if it has mainly been carried out for tax-avoidance purposes. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Some Estonian double taxation treaties contain an LoB clause (e.g. those with the USA, Latvia and Lithuania). Because Estonia tends to take a legalistic approach to beneficial ownership, there have been no cases where application of the LoB clause in its tax treaties has been in dispute. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Estonia has not introduced any anti-abuse rules relative to the Parent-Subsidiary and Interest & Royalties Directives. In principle, Estonian domestic tax treatment is more favourable compared to that required by the directives. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Estonia’s transfer pricing rules do not lay down a specific substance requirement.

			However, domestic law includes a ‘substance-over-form’ principle, according to which the tax authorities may disregard the legal form of a transaction where it has been chosen primarily for the purposes of avoiding taxation. In such circumstances, the tax authorities may reclassify the transaction on the basis of its economic substance and impose tax on the reclassified transaction (i.e. taking into account its economic substance). 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There have been no changes in the legislation implementing these OECD recommendations. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Under the ‘substance-over-form’ principle, the tax authorities may recognise actual transactions between group companies and disregard their legal form where it does not correspond to the economic substance of the transaction and has been chosen in order to avoid taxation. 

			Where a transaction is reclassified, the tax authorities are not generally restricted by the legal provisions of the agreement in question if they can evidence that the taxpayers have not followed all or part of the agreement. 

			In practice, the tax authorities have applied the ‘substance-over-form’ principle relatively frequently. However, there have been no cases yet where this principle was applied in specific transfer pricing proceedings. 

			1 Section 2(6) Income Tax Act.

			2 Agreement on the terms of accession of the Republic of Estonia to the Convention on the Organisation for Economic Co-operation and Development (available at http://www.oecd.org/dataoecd/12/23/45398348.pdf).

			3 Section 7(1) and (2) Income Tax Act.

			4 Section 6(2) Finance Minister Decree No. 120 of 18 June 2004 (State Gazette, 2004, 86, 1356).

			5 Section 84 Taxation Act.

		

	
		
			Finland 

			Authors: Merja Raunio and Heikki Lajunen

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			There have been no recent developments in Finland’s legislation regarding substance or anti-abuse measures.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			We are not aware of domestic courts or tax authorities paying increased attention to substance measures.

			As a general rule, there is a grey area between acceptable tax planning and unacceptable tax avoidance. Our general feeling is that, within this grey area, cases are increasingly being characterised as tax avoidance by the tax authorities. If there is no established tax practice based, say, on reported case law, structures previously commonly adopted by businesses may nowadays be classed as avoidance and taxed accordingly. However, there is as yet no such clear trend in tax court rulings. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to the Income Tax Act,1 a domestic corporate entity is subject to tax in Finland without restriction, i.e. is tax resident there. However, the domestic tax legislation does not define the concept of a ‘domestic company’. Therefore, the law does not effectively state what constitutes tax residence in Finland for corporate entities. In Finnish tax practice, a company has been deemed to be a Finnish resident merely by being registered in Finland (or otherwise established under the domestic law of Finland). 

			In addition, it should be noted that corporate entities registered abroad or otherwise established under foreign law are deemed to be foreign for Finnish tax purposes, i.e. non-residents. The mere fact that a company is actually managed from Finland does not create tax residence in Finland under Finnish practice (although it obviously may create a permanent establishment exposure). Non-resident corporate entities are subject to only limited tax liability in Finland, i.e. they are liable to tax on Finnish-source income, e.g. from business carried on in Finland.

			2.2	What criteria can be used to assess residence and levels of substance in your country? 

			See 2.1. In practice, the level of an entity’s substance has until now not played any role in determining its tax residence. However, substance is of relevance from the viewpoint of the Finnish CFC legislation and anti-abuse rules (see 2.4 and 3.1).

			2.3	Is reference made to the OECD rules, and do they prevail?

			‘form-over-substance’ can be considered as having applied in respect of tax residence, as registration is the trigger event. Otherwise, it can be stated that, generally, ‘substance-over-form’ is applied, e.g. as regards the income generated by non-residents through Finnish permanent establishments.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The tax authorities have issued guidelines on how the ECJ’s Cadbury Schweppes decision affects application of the Finnish CFC rules. In addition, Law 74 of 2008 amended the CFC legislation to make it compliant with EU law. The main parts of the amended CFC regime came into force on 1 January 2009 and apply to tax levied as from tax year 2009. At a general level, the amended legislation is not applicable to EU-resident entities unless they benefit from special tax relief in their residence State. Even if they do, they can escape application of the CFC regime if the following conditions are met: 

			•	the entity is resident in an EEA State or a tax-treaty State; 

			•	the company resident in the EEA/tax-treaty State carries on genuine economic activities; 

			•	the directive on information exchanges in tax matters applies or there is an agreement on adequate exchanges of information in tax matters. 

			Under the bill, the genuine establishment test is assessed on the following criteria: 

			•	the foreign entity has adequate premises and equipment available to it in its residence state for carrying on its business activities. Premises include an office, store, factory or other building or part of a building available to the entity; 

			•	the entity has sufficient, skilled personnel that have authority de facto to carry on the entity’s business activities independently; and 

			•	the entity’s personnel have authority to make independent decisions relating to the entity’s day-to-day activities. 

			The ‘genuine establishment’ assessment is based on an overall evaluation taking into consideration the special features of each field of business activity and the characteristics of the business carried on. If the above requirements are not met, the establishment may be deemed to be a ‘wholly artificial arrangement’. However, the nature of the activities determines the characteristics required. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The concept of ‘place of management’ is in principle interpreted in accordance with the OECD MTC and the Commentary on article 5 of the OECD MTC. The mere fact that a company performs management tasks in Finland may give rise to a PE: for example where management and administration of a non-resident company is run from Finland (though this is not enough to constitute actual tax residence). 

			Where there is no applicable double taxation treaty (‘DTT’), the PE provision of the Income Tax Act is applied.2 Here, too, a PE may be established on the basis of management tasks performed in Finland. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments? 

			Currently, the majority of Finland’s tax treaties expressly include a beneficial ownership test. However, the concept is not defined in domestic law and there is no reported case law on the matter. ‘Beneficial owner’ has been understood in Finland as being the person who has the right to the relevant dividend, interest or royalty, or, in some treaties, as being the owner, or true owner, of the benefit of the dividend, interest or royalty. This seems to accord with the Commentaries on the OECD MTC. 

			As regards withholding taxes, reduction of tax liability by way of treaty provisions is fully relevant as far as dividends and royalties are concerned. In respect of interest payments, treaty provisions are not relevant in many cases, since interest received by a non-resident is not generally taxed in Finland. 

			Finland has implemented the Parent-Subsidiary Directive, the Interest & Royalties Directive and the Savings Directive into its domestic law.3 Therefore, with respect to EU dividends and royalties, it may be less important whether the relevant tax treaty provisions apply. Finland has not included specific anti-abuse provisions in its relevant domestic legislation, although reference is made to the beneficial owner concept under article 2 of the Savings Directive.4 However, domestic law does include a description of the criteria for when a permanent establishment can be regarded as the beneficial owner of an interest or royalty payment.5

			In practice, the level of substance of a parent company or subsidiary has not been of importance in Finland in obtaining the benefit of the Parent-Subsidiary Directive under domestic law. However, while the tax authorities have not paid attention to levels of substance so far, it cannot be entirely ruled out that they might deny directive benefits in the future in cases of, say, obvious directive-shopping. In addition, the tax authorities do monitor international developments and it is possible that substance requirements could assume a bigger role in the future, although no legislative initiatives have been suggested in this respect thus far. 

			If the tax authorities wanted to challenge directive benefits, they would need to do so on the basis of the general anti-avoidance rule,6 according to which taxation should be levied in accordance with the factual circumstances, in which a misleading legal form has been used.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Generally, Finland has followed the OECD MTC in the form in which it was available when concluding or amending its tax treaties. However, Finland has also included some special provisions in its tax treaties. 

			There are cases in which Finland has specifically wanted to exclude certain persons from the scope of a tax treaty even though there can be no doubt they are resident in a treaty state. Finland has moreover disentitled certain persons from treaty benefits as regards certain types of income. And, Finland has endeavoured to include in its tax treaties the possibility of globally taxing its citizens who move abroad for a given period of time. Specific LoB clauses are included in some treaties, e.g. that with the USA.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Finland did not include specific anti-abuse provisions in its domestic legislation when the Parent-Subsidiary and Interest & Royalty Directives were transposed. However, reference was made to the ‘beneficial owner’ concept under article 2 of the Savings Directive.

			If the tax authorities seek to challenge directive benefits, they need to do so on the basis of the general anti-avoidance rule, under which tax should be levied in accordance with the factual circumstances where a misleading legal form has been used. See 3.1. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are no specific substance requirements for transfer pricing purposes in Finland, but the general income tax anti-avoidance provisions also apply to transfer pricing issues. The ‘substance-over-form’ principle has been incorporated in the general anti-avoidance provision in section 28 of the Tax Procedure Act: where form does not correspond to substance, tax is assessed according to the substance of the transaction. As this principle is part of the anti-avoidance provision, it is not applied in favour of taxpayers; a transaction’s substance overrides its form only to the taxpayer’s disadvantage. The OECD Guidelines state that a tax administration’s examination of a controlled transaction should ordinarily be based on the actual transactions undertaken by associated enterprises as structured by them, using the methods applied by the taxpayer in so far as these are consistent with the methods described in the OECD Guidelines. However, if economic substance differs from form, the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. 

			In addition to the ‘substance-over-form’ principle, the general anti-avoidance provision (in section 28 Tax Procedure Act) states that, if the purchase price or other compensation is defined, or other action has been taken, for the purpose of avoiding tax, the tax may be assessed on the basis of an estimation. Consequently, according to domestic law, the main purpose of the transaction is decisive. 

			The OECD Guidelines state that, in particular circumstances, it might be appropriate for a tax administration to disregard structures adopted by associated enterprises. These particular circumstances exist where the arrangements made in relation to the transaction, viewed in their entirety, differ from those which would have been adopted by independent enterprises behaving in a commercially rational manner, and the actual structure in practice impedes the tax administration in determining an appropriate transfer price. 

			There do not seem to be any significant discrepancies between Finnish tax law and the OECD Guidelines. It may be assumed that, where the transaction can be characterised according to its substance under the OECD Guidelines, this is also possible according to Finnish tax law. In addition, if a structure adopted by a taxpayer can be disregarded with reference to the OECD Guidelines, national tax law also allows the tax authorities to disregard it.

			The tax authorities can disregard a restructuring or transaction if one of its main reasons is to avoid tax. This means that they can disregard transactions whose purpose is to minimise tax and that do not have other business rationale behind them. Thus, they have wide abilities to recharacterise or disregard transactions under domestic tax law. This has to be taken into account when planning transfer pricing structures and restructurings in Finland.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There have been no published transfer pricing cases in which the new OECD guidance on the ‘control over risk’ or ‘significant people functions’ concepts have played a role.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			In terms of the ‘substance-over-form’ principle, the tax administration may disregard the parties’ characterisation of a transaction and recharacterise it in accordance with its substance. 

			Section 28 Tax Procedure Act allows tax to be levied on the basis of an estimation. This means that the tax authorities may challenge a transaction if the company is not able to present sound business reasons other than the aim to reduce tax liability.

			These provisions are typically applied to intra-group transactions and restructurings. Based on the anti-avoidance provision, companies are expected to demonstrate a sound business rationale behind any restructuring: the tax authorities may accept or reject the business reasons and, hence, the restructuring or transaction. In tax avoidance cases, the tax authorities can estimate the taxable income. The estimated figure should correspond to the tax that has been avoided by virtue of the tax avoidance scheme.

			1 Section 9.1.

			2 Section 13a.

			3 Sections 3-3e, Act on the Taxation of Non-residents’ Income and Capital (in Finnish ‘Lähdeverolaki’).

			4 Section 3.7, Act on the Taxation of Non-residents’ Income and Capital.

			5 Section 3e, Act on the Taxation of Non-residents’ Income and Capital.

			6 Section 28, Tax Procedure Act (in Finnish: ‘Laki verotusmenettelystä’).

			

		

	
		
			France 

			Authors: Guillaume Glon, Manuela Frachon and Marie-Laure Hublot

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Parliament and the tax authorities are paying increased attention to substance and the prevention of abusive structures. Various provisions have recently been introduced into French law to counteract abusive structures. The following examples illustrate this trend.

			>	Amendment of section L 64 of the Tax Procedure Code: abuse of law procedure

			Effective 1 January 2009, the scope of the ‘abuse of law’ general anti-abuse rule has been amended. An ‘abuse of law’ exists when an operation or structure is fictitious or purely tax-motivated.

			A purely tax-motivated scheme is one whose sole purpose is to reduce liability to French tax by applying a tax provision literally such as to procure an advantage unintended by the law. This concept derives from the general ‘fraud of law’ principle laid down by the courts. 

			An operation may be considered fictitious if it is devoid of any substance. In the context of a purely tax-motivated scheme, one way to assess whether or not its purpose is solely to take advantage of a tax provision is to do a substance check. Whereas a transaction may be fictitious by dint of its substance alone, fraud of law is manifested by various pieces of evidence that confirm each other, one of which will often be substance. 

			This change in the law means that substance comes into play in two alternative ways, and increased attention is being paid to the concept.

			>	Strengthening anti-abuse provisions in transactions with non-cooperative States and territories

			The amended Finance Act of 30 December 2009 introduced various anti-abuse measures into the law to tackle transactions with ‘non-cooperative States and territories’. One of the newly introduced measures provides that payments made by entities or persons domiciled in France to entities or persons domiciled in a non-cooperative State or territory are deemed not to be tax-deductible unless the payer demonstrates that they were made in relation to a real transaction and that they are neither abnormal nor exaggerated. 

			The Act denies the participation exemption for dividends paid by a subsidiary of a French parent company that is located in a non-cooperative State or territory. It is also denied on capital gains from the disposal of shares in an entity located in such a State or territory, which are then taxed as ordinary income.

			The requirement to hold contemporaneous transfer pricing documentation and to provide information is reinforced for transactions between French residents and residents of non-cooperative States and territories.

			On 1 January 2011, France’s CFC rules were strengthened in relation to entities located in non-cooperative States and territories. First, the burden of proof for claiming the ‘actual commercial or industrial activity’ safe harbour is reversed and lies on the taxpayer if it is located in a non-cooperative State or territory. Similarly, taxes paid in non-cooperative States and territories cannot be credited against the tax due in France as a result of implementation of the French CFC rules.

			In addition, domestic withholding tax rates on interest and dividends paid to a non-cooperative State or territory are increased to 50%. The withholding exemption on interest which is generally available to foreign lenders is not available when the interest is paid to a non-cooperative State or territory unless the lender demonstrates that the purpose and main effect of the debt structure is not to locate interest income there.

			Finally, the domestic withholding tax on royalties and fees paid to a beneficiary established in a non-cooperative State or territory is also increased to 50%.

			>	Limitation of the deduction of financial expenses on the acquisition of shares (‘Carrez Amendment’) 

			In addition to thin-capitalisation rules introduced in 2007, a new measure (the ‘Carrez Amendment’) was adopted (under section 209 IX Tax Code) to deny the tax deduction of an interest expense related to the acquisition of certain shares when the acquired shares are not effectively managed by the French company holding them. This new rule disallows interest expenses relating to the acquisition of qualifying holdings (in French or foreign companies) if the French company is not able to evidence that (i) decisions relating to the acquired shares are effectively made by the French acquiring company or one of its affiliates established in France and (ii) control or influence over the acquired shares is effectively exercised by the French acquiring company or one of its affiliates established in France.

			The burden of proof is on the French taxpayer. If the double proof is not discharged, the amount of interest expense to be disallowed will be calculated based on a lump-sum computation. 

			As a consequence of this new anti-abuse provision, particular attention needs to be paid to the true substance of French acquisition vehicles. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Recent experience with the tax authorities and tax courts reveals a clear, continuing trend of paying more attention to the concept of ‘substance’, whether express or implicit. This can be seen in a number of recent court cases and administrative decisions, a sample of which are given below.

			>	Interposition of an EU subsidiary and WHT exemption

			In an opinion rendered on 7 December 2010,1 the Abuse of Law Committee made very informative use of the concept of substance.

			A Danish company wholly owned by a US company held more than 140 companies located in 20 countries. The French tax authorities argued that the ownership chain was fictitious and in particular that the Danish holding company had been interposed for treaty-shopping reasons because it had no real activity, no staff, no business income and thus no substance.

			The Abuse of Law Committee disagreed with the French tax authorities: the Danish company held subsidiaries in 20 countries and functioned in accordance with its business purpose as a holding company and thus had enough substance to not be deemed fictitious. The criteria cited by the French tax authorities for assessing substance were not upheld by the Abuse of Law Committee. 

			This view seems to take account of the European Council Resolution (2010/C 156/01) on CFCs and thin-cap rules, which calls for a proportionate correlation between the activities apparently carried on by a CFC and the extent to which it physically exists in terms of premises, staff and equipment. In other words, the European Council encourages States to assess substance in accordance with ‘activity carried on’.

			>	LBO and substance

			France’s supreme tax court, the Conseil d’état, recently, and for the first time, ruled on whether an LBO (more specifically, an owner’s buy-out) should be viewed as an abuse of law in a domestic context.2 The court rejected the tax authorities’ argument that the holding company set up by the owners of the target for its acquisition lacked economic substance, so that the whole transaction was fictitious. It ruled that, regardless of the lack of ‘tangible substance’, the holding company actually had economic substance because it would facilitate external financing and it could also hold other shareholdings. 

			Another first-instance decision3 rejected the tax authorities’ position that a French holding company heading up a French tax consolidation was fictitious and had been created for purely tax reasons. They had argued that the French holding company was created by its US parent company for the sole benefit of an LBO, its share capital was not sufficient to meet its financial expenses, it had no employees, rendered no services to its subsidiaries, had no decision-making authority and was dependent on the US group. The company countered this by arguing that it had been incorporated in the context of a reorganisation of the group’s investments and in its financial interests. The court held that the tax administration had failed to prove there had been an abuse of law.

			>	Interposition of a EU subsidiary and participation exemption regime 

			The supreme tax court recently ruled on the criteria for determining whether a Belgian coordination centre providing loans to affiliates using the equity provided by its French parent and paying it tax-free dividends under the Parent-Subsidiary regime could be viewed as an abuse of law.4 The tax administration challenged the use of the Parent-Subsidiary regime, arguing that the sole purpose of interposing the Belgian subsidiary was to turn interest (that was not taxed in the hands of the coordination centre and that would have been fully taxable in France) into tax-free dividends. 

			The court rejected the abuse of law argument and held that interposing the subsidiary was not fictitious and was not aimed at circumventing French tax liability. It noted that the Belgian subsidiary had 48 employees and turnover of more than BEF 660 million and that it was truly a coordination centre for the group. 

			Here, as in the Alcatel case, the supreme tax court used two criteria inspired by Cadbury Schweppes to assess substance: the reality of the local establishment in terms of staff and premises; and actual carrying-on of an economic activity with turnover. 

			In other, earlier decisions,5 the supreme tax court had ruled differently and considered arrangements to be purely tax-driven due to the lack of substance in the intermediate company.

			>	Clarification of the ‘fraud of law’ concept

			The Abuse of Law Committee recently rendered two opinions clarifying the concept of fraud in law. 

			In the first case,6 a company, X France Holding, decided to pay exceptional dividends to its new shareholder, X Europe Holding, a Danish holding company. In order to fund the distribution, X France Holding issued convertible bonds, which were acquired by X Europe Holding in consideration of the debt constituted by X France Holding’s dividend distribution. The bonds were paid for at a market rate (Euribor +50) but were capped to the accounting result of X France Holding and those subsidiaries that were more than 95% held by it. 

			The tax authorities deemed the transactions an abuse of law because their sole purpose was to turn dividends into tax-deductible interest. The Abuse of Law Committee confirmed that there was an abuse of law: 

			•	the exceptional dividend payment and the issuance of convertible bonds did not give rise to any financial flows but were mere accounting entries;

			•	the financial situation of X France Holding was not altered by the operations; and 

			•	the operations did not change either the shareholding structure of X France Holding or its activity or the level of its cash, but merely temporarily converted available reserves into debt. 

			Another, at first glance similar case, was analysed differently by the Abuse of Law Committee.7 A company, Z France Holdings, made three capital reductions by way of share redemptions which were financed with a loan granted by the grand-parent, Z Luxembourg SNC. The loan was also used to repay a current account liability.

			The tax authorities denied tax-deduction of the interest on the grounds that there was an abuse of law. The Abuse of Law Committee disagreed and said there was no abuse of law:

			•	the operations gave rise to financial flows and not only book entries;

			•	the financial structure and the borrowing capacities of Z France Holdings were improved by the operations (a short-term debt was converted into long-term debt); and

			•	the amount of Z France Holdings’ equity decreased.

			>	WHT exemption on dividends paid within the EU and substance 

			In a 2009 decision in the context of the withholding tax exemption on dividends paid to EU companies,8 a lower tax court ruled on application of the anti-abuse provision that says the Withholding tax (‘WHT’) exemption is disallowed if the recipient of the dividend is directly or indirectly controlled by one or more non-EU residents unless the purpose of the chain of ownership is not solely to take advantage of the exemption. 

			A UK holding company had been set up by Luxembourg and Cayman Islands residents. A French company paid a dividend to the UK company, which claimed a withholding tax exemption. The court considered that the French company had failed to demonstrate that the ownership chain had any purpose other than to take advantage of the intra-EU withholding tax exemption on dividends. It gave a broad interpretation to the anti-abuse provision and did not look at the substance of the UK holding to assess whether there had been any purpose other than the fiscal one.

			In another case,9 the court considered that the interposition of a Luxembourg company in order to reduce withholding tax had to be disregarded as a fraud of law. The withholding tax exemption was claimed on a deemed distribution resulting from acquisition by a French company from a Luxembourg company of shares at an excessive price, with the real beneficiary of the transaction being a Seychelles company which later absorbed the Luxembourg company. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Although the Tax Code offers guidance on territoriality (sections 209 I and 218 A-1), it does not provide a definition of tax residence. Under the territoriality rules, a company is taxed in France at the place where its registered office is located or at the place of its effective seat of management. 

			In the Official Guidelines10 on the Domestic Corporate Income Tax Rules, tax residence is primarily determined by the address of a company’s registered office as stated in its articles of association. If that registered office address is deemed fictitious, the tax authorities will look to the effective headquarters, which they define as the place where the effective management and controlling bodies of a company are situated. 

			Reference is also made to another Guideline11 on the definition of effective headquarters (as incorporated in most of the double taxation treaties concluded by France), which corresponds to the place where managing and controlling bodies are situated. 

			According to the most recent internal interpretation,12 ‘effective management and control’ is closely associated with the place where strategic decisions are made for the purpose of determining the management, industrial and commercial policy necessary for running the business. The effective ‘place of management’ is in principle the place where the person or persons at the most senior level (e.g. the board of directors) take their decisions. Where the effective ‘place of management’ is located is a question of facts and circumstances.

			2.2	What criteria can be used to assess residence and levels of substance in your country? 

			According to a Guideline issued by the tax authorities,13 the effective ‘place of management’ is notably defined as the place where main contracts are signed, bank accounts are held, meetings are held or the accounting is done. 

			A perusal of the case law combined with practical experience reveals that the tax authorities mainly, albeit not exclusively, apply the following key factors in assessing the tax residence and level of substance of a company in France: 

			•	whether it has premises with dedicated equipment; 

			•	whether it holds a bank account or bank accounts;

			•	its accounting operations and record-keeping; 

			•	the presence of qualified personnel whose expertise is commensurate with the activities carried on and who have power to bind the company; 

			•	where its day-to-day management is carried on;

			•	where strategic decisions are taken; 

			•	whether correspondence is addressed to and sent from the company;

			•	where meetings are held. 

			In a number of judgments, the courts have held that a company’s seat of effective management was located in France even though its registered office as laid down in its articles of association was in the USA,14 Great Britain,15 Switzerland16 or Belgium.17 In the last case, the ‘seat’ was at the statutory auditors’ office, there were no employees in Belgium, nor was there even a telephone: it was sufficient that the director was domiciled in France and the contracts were signed in France. 

			In addition, in two judgments, the supreme tax court considered that an arrangement in which a holding company had been setup in Luxembourg was exclusively tax-driven due to the absence of substance as the companies in question had no technical expertise for managing their portfolios and were entirely dependent on the founders, their assets comprising only securities and the shareholders not taking part in any meetings.18 

			Another decision by the Administrative Court of Appeal19 contained an interesting discussion of the criteria to assess residence in the context of a holding company. The court considered that the activity of a holding company does not require ponderous administrative structures and, accordingly, the ‘place of effective management’ is where board meetings that take strategic corporate decisions are held. The court called them the ‘heart’ of the company. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The tax authorities adopt a position that is in line with the OECD’s approach: according to France’s tax law and its tax authorities’ practice, the tax residence of a company is first and foremost determined by its registered office as laid down in its articles of association, and preference is given to the ‘place of effective management’ if the ‘seat’ is held to be fictitious. 

			The definition the tax authorities give to effective ‘place of management’ in their practice notes is similar to the definition given in the OECD MTC Commentaries,20 in which economic factors (substance) prevail over legal factors (form); France has not made any specific reservations on the OECD MTC. 

			However, in the 2008 OECD MTC Commentaries, France did make a comment considering that ‘the definition of the ‘place of effective management’ in paragraph 24, according to which ‘the ‘place of effective management’ is the place where key management and commercial decisions that are necessary for the conduct of the entity’s business as a whole are in substance made’, will generally correspond to the place where the person or group of persons that exercises the most senior functions (for example a board of directors or management board) makes its decisions. It is the place where the organs of policy, ‘management and control’ of the entity are, in fact, mainly located’. 

			The OECD rules are used as an interpretation tool. Legally speaking, they do not prevail over French law. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			French law contains a wide array of anti-abuse rules aimed at avoiding purely artificial schemes, including a general abuse-of-law mechanism in particular (section L 64 of the Tax Procedure Code) and specific CFC rules (section 209 B of the Tax Code). 

			In the Sagal case, the court considered that investing in a Luxembourg holding company was an abuse of law and also ruled ex proprio motu that the abuse-of-law mechanism in section L 64 of the Tax Procedure Code was compatible with article 43 of the EC Treaty on the freedom of establishment. 

			Cadbury Schweppes actually had a limited influence on France’s CFC rules, given that they had already been amended in the light of previous case law and EU legislation. Indeed, as a safeguard, section 209 B of the Tax Code provides that the CFC rules do not apply where the CFC is established or incorporated in an EU Member State unless the structure can be regarded as an artificial arrangement that is intended to circumvent French tax law. In addition, the CFC rules do not apply if the profits of the CFC are derived from true industrial or commercial activity carried on in the territory in which the CFC is established (subject to conditions and exceptions). 

			Cadbury Schweppes only influenced the French tax authorities’ new Guideline on article 209B,21 as this case law defines the concept of ‘artificial arrangement’ according to solutions laid down by the European Court of Justice. The Guideline refers expressly to assessment criteria deriving from the Cadbury Schweppes case and particularly to ‘objective circumstances’ and ‘the degree of the CFC’s physical substance in terms of premises, employees and equipment’. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			There is little guidance from the French tax authorities on how they intend to deal with the concept of ‘place of management’. The few cases in which ‘place of management’ has been used were situations where there was no doubt about the existence of a fixed place of business in France. 

			In practice, the approach of the tax authorities is generally in line with the OECD MTC Commentaries, according to which the list in article 5(2) is subordinate to article 5(1). 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Most tax treaties signed by France contain ‘beneficial ownership’ clauses. However, neither French tax law nor the French tax authorities’ guidelines define the ‘beneficial ownership’ requirement. 

			The Conseil d’État tends to take a broad approach to the scope of the ‘beneficial ownership’ concept and refers to it even in circumstances where there is no such clause in the relevant tax treaty.22 In practice, this concept is often blended with and enveloped in existing, general anti-abuse rules.

			The broad scope of the concept was confirmed in a 2006 case attracting a great deal of comment, which specifically dealt with the concept of ‘beneficial ownership’ in combination with the abuse of law concept, albeit without giving a general definition.23 

			Traditionally, the courts have adopted a relatively narrow definition of beneficial ownership, taking a ‘legal’ rather than an ‘economic’ approach to it.24 

			Conversely, the tax authority regulations retain a broad definition of beneficial ownership. They just paraphrase the terms of the OECD Commentaries, notably in the commentaries on various tax treaties, in which they state that ‘a person acting solely as an intermediary, such as an agent or a representative interposed between the debtor and the actual creditor of the income, cannot usefully claim the status of beneficial owner’25 and add that ‘the term ‘beneficial owner’ is not used in a narrow technical sense, rather, it should be understood in its context and in light of the object and purposes of the Convention, including avoiding double taxation and the prevention of tax evasion and avoidance’.26 

			France has implemented the Parent-Subsidiary and Interest & Royalties Directives into its domestic legislation.27 Under these provisions, the withholding tax exemption is notably conditional under a beneficial ownership requirement. The recipient of the qualifying payment must be the beneficial owner of the dividend, interest or royalties. However, the relevant provisions do not define ‘beneficial owner’. 

			The Paris Court of Appeal28 recently denied application of the French-UK tax treaty on the ground that the UK company was not the beneficial owner of the dividends. The court considered that temporary transfer of usufruct over the French shares to the UK company was an artificial arrangement and the beneficial owner of the dividend was a US shareholder. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			The OECD interpretation has been copied by the tax authorities’ Guidelines in the context of the French-Uzbek tax treaty. However, generally, the courts tend to take a strict and more-legalistic approach to beneficial ownership. 

			Only a handful of double taxation treaties contain an LoB clause, notably those with the USA (dated 31 August 1994) and Japan (in its amended form dated 11 January 2007), and, to some extent, Switzerland. 

			It is worth noting that, in addition to the usual ‘beneficial owner’ and LoB provisions in relation to dividend, interest and royalty payments, France has included innovative provisions in recent treaties, such as a clause stating that ‘the provisions of this article shall not apply if the main purpose or one of the main purposes of any person concerned with the creation or assignment of the shares or other rights in respect of which the dividend is paid was to take advantage of this article by means of that creation or assignment’.29 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			France has implemented the Parent-Subsidiary and Interest & Royalties Directives into its domestic legislation.30 

			As mentioned above, the domestic rules include a beneficial ownership requirement for the withholding tax exemption on dividend, interest or royalty payments.

			In addition, the Tax Code contains another anti-abuse provision under which, if the recipient of French-source income is directly or indirectly controlled by one or more residents of jurisdictions that are not EU Member States, the main purpose or one of the main purposes of the ownership chain must not be to benefit from the exemption. 

			The French courts have recently applied this anti-abuse rule in two cases.31 In both, the court found that the taxpayer had failed to demonstrate that the interposition of a Luxembourg company in the ownership chain had another purpose than benefiting from the WHT exemption on dividends as provided by the French-Luxembourg tax treaty. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are no specific, defined substance requirements expressly stated in the French transfer pricing rules. However, in practice, lack of substance is often a ground for a transfer pricing reassessment, on the basis of either section 57 of the Tax Code or the ‘abnormal act of management’ concept.

			As stated above, the French legislation provides a general abuse-of-law mechanism under section L 64 of the Tax Procedure Code. This section applies for instance where a lack of substance can be established (see Court of Cassation decisions of 18 May 2005, Sté Sagal, and 18 February 2004, Sté Pléiade). In such cases, the tax authorities can recharacterise the transaction.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			As an active member of the OECD, France tends to adhere to the approaches adopted by the organisation. Hence, her tax authorities are expected to refer to chapter 9 of the OECD Guidelines and the Report on the Attribution of Profits to Permanent Establishments to substantiate their position (and, conversely, they can ignore the OECD positions, since they are not in any way legally bound by its papers or recommendations).

			Business restructurings are currently a matter of increasing concern in France. In tax audits, the tax authorities pay more attention to aggressive tax planning and particularly target business restructurings. In this context, chapter 9 of the OECD Guidelines is used to support reassessments challenging transactions such as goodwill or any other asset transfers, and any changes in the contractual framework that may negatively impact the profitability of a company.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Where the economic substance of a transaction differs from its form, the tax authorities may disregard the parties’ characterisation of it and recharacterise it in accordance with its substance.

			If the tax authorities use the abuse of law procedure, a special penalty of up to 80% of the unpaid taxes can be charged.

			Where section L 64 is not applied, the tax authorities can still disregard the transaction and reassess the taxpayer on the basis of section 57 of the Tax Code or the ‘abnormal act of management’ concept (but the 80% ‘anti-abuse of law’ penalty cannot be charged). In that case, the tax authorities usually do not legally recharacterise the transaction but merely state that, based on the actual functions, risks and assets, the transfer pricing policy is not at arm’s length. In fact, they use the ‘substance-over-form’ concept without expressly referring to it in providing grounds for reassessment. 

			The tax authorities may also rely on elements external to a contract (i.e. other than the contract’s terms) to recharacterise it, without having to make use of section L 64. The supreme court recently made important clarifications concerning ‘creeping abuse of law’ and the tax authorities’ autonomous recharacterisation powers.32 In Concept Sport, a company paid royalties under a trade name licence. A few years after signature of the contract, it stopped paying the royalties but continued to exploit the trade name. The tax administration recharacterised the licence as a sale of business agreement.

			The tax authorities have no official rules for challenging business restructurings. Consequently, adjustments are pursued on the basis of the above regulations. In this context, the tax authorities’ position is often substantiated by the OECD Guidelines (chapter 9).

			1 Abuse of Law Committee, 2010-12, X France Holding; Official Guideline 13 L-3-11, 9 May 2011.

			2 Conseil d’État, 27 January 2011 (No. 320313, 9th and 10th sections, Bourdon).

			3 Montreuil Administrative Court, 16 June 2011 (No. 0905509 and No. 1007116, Sté Nordstrom European Capital Group).

			4 Conseil d’État, 15 April 2011 (No. 322610, Alcatel).

			5 Conseil d’État, 10 December 2008 (No. 295977, Andros); Conseil d’État, 27 July 2009 (No. 295805, Sté Conforama Holding).

			6 Abuse of Law Committee, 2010-12, X France Holding; Official Guideline 13 L-3-11, 28 April 2011.

			7 Abuse of Law Committee, 2010-13, Z France Holding; Official Guideline 13 L-3-11, 28 April 2011.

			8 Montpellier Administrative Court, 24 June 2009 (No. 0700526, SAS Cameron France).

			9 Paris Administrative Court, 23 June 2009 (No. 05-8263, Sté Innovation et Gestion financière).

			10 Official Guideline, 4 H-1413, 1 March 1995, No. 1.

			11 Official Guideline, 4 H-1422, 1 March 1995, Nos. 5 and 6.

			12 Tax authority practice note interpreting the French-Algerian double taxation treaty signed in 1999 (14-B-3-03, 22 May 2003).

			13 Official Guideline, 4 H 512, 30 October 1996, No. 2.

			14 Paris Administrative Court of Appeal, 2 July 1991, SA Romantic Music Corporation.

			15 Conseil d’État, 4 July 1981, No. 17.341.

			16 Paris Administrative Court of Appeal, 30 December 2011, No. 11PA00019, Sté Translink.

			17 Nantes Administrative Court of Appeal, 11 June 2008, No. 06-1437, SA Ana Holding.

			18 Conseil d’État, 18 February 2004, No. 247729, Pléiade, and 18 May 2005, No. 267087, SA Sagal.

			19 Versailles Administrative Court of Appeal, 15 March 2011, No. 09VE00366, Compagnie Internationale des Wagons Lits et du Tourisme.

			20 Comm. 2008 MTC, Article 4, paragraph 24.

			21 4 H-1-07 of 16 January 2007.

			22 Conseil d’État, 13 October 1999, No. 191191, SA Diebold Courtage.

			23 Conseil d’État, 29 December 2006, No. 283314, Bank of Scotland.

			24 Nancy Administrative Court of Appeal, 14 March 1996, No. 93-729, SARL Inter Sélection; Lille Administrative Court, 18 March 1999, No. 95-5403, SARL Fountain Industries France; Inst. 14 B-4-83 dated 19 October 1983, No. 23, on the tax treaty signed with New Caledonia on 5 May 1983.

			25 Inst. 14 B-3-03 dated 22 May 2003, No. 70, on the tax treaty signed with Algeria on 17 October 1999.

			26 Inst. 14 B-5-04 dated 9 July 2004, No. 34, on the tax treaty signed with Uzbekistan on 24 April 1996.

			27 Tax Code, sections 119ter for dividends, 119quater for interest, and 182 B-bis for royalties.

			28 Paris Administrative Court of Appeal, 15 January 2010, No. 07-3119, Sté Nationsbank Europe Limited.

			29 Amendment to the French-UK double taxation treaty dated 19 June 2008, article 11(6) (plus article 12(5) for interest and article 13(5) for royalties). 

			30 Section 119ter for dividends, 119quater for interest, and 182 B-bis for royalties.

			31 Montreuil Administrative Court, 28 April 2011, No. 0913878, Sté Euro Stockage; Montreuil Administrative Court, 28 April 2011, No. 0904736, Sté Ocotea Holdings Limited.

			32 Conseil d’État, 17 December 2010, No. 318048, SARL Concept Sport.

			

		

	
		
			Germany

			Authors: Lorenz Bernhardt and Oliver Mattern

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			In response to an infringement proceeding against Germany,1 the anti-treaty/EU directive-shopping provision in section 50d(3) of the Income Tax Act was changed.2 The amended provision became effective on 1 January 2012:

			•	A foreign company is not entitled to whole or partial withholding tax relief to the extent that its shareholders would not have been entitled to a refund or exemption had they received the income directly and the foreign company’s gross receipts in the business year in question do not stem from its own active business, and

			−	with respect to those receipts, no economic or other significant non-tax reasons exist for interposing the foreign company; or

			−	the foreign company lacks suitable business premises and equipment to perform its own business activities (‘substance’).

			•	The burden of proving the existence of significant economic or other non-tax reasons and of sufficient substance rests explicitly with the foreign company.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The amended section 50d(3) is interpreted by the tax administration as enabling them to partially deny withholding tax relief if the foreign company has ‘bad receipts’. This can happen even if there is no abuse with respect to the German-source income. If the German-source income qualifies as ‘good receipts’, the foreign company may nevertheless be entitled to full German withholding tax relief, if a (partial) denial from withholding tax relief for non-abusive structures infringes EU law or a tax treaty provision (see 3.1). 

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			A company is resident in Germany for corporate tax purposes if it has either its management or its registered office there.3 The General Tax Code defines ‘management’ as being the central point of upper management4 and will generally be the place where important company decisions are regularly deliberated and taken – not necessarily where they are carried out.5 

			The realm of upper management in taking important decisions does not necessarily include the determination of general corporate policy and participation in uncommon or irregular measures or decisions of particular economic importance.6 This also applies to the supervision of management or other special functions that are typically exercised by shareholders (of a private limited liability company – GmbH) or a supervisory board and general shareholders’ meeting (of a public limited liability company – AG).7 

			In general, the management is carried on by the persons who are entitled to represent the company, i.e. the managing directors or the board of directors. However, de facto management can be in the hands of other persons, for instance the shareholders or a simple service provider.8 

			These principles apply regardless of where the company was incorporated. A company established outside Germany and that has legal representatives outside Germany will still be considered resident there for tax purposes if the important decisions for the company are made in Germany. Even offices in a foreign country will not prevent the company from being resident in Germany if the office acts only on instructions from persons resident in Germany. 

			In any case, the ‘place of effective management’ is determined on the basis of the actual facts and circumstances of each individual case. The registered office of the company is as set out in the company’s constitutive documents. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			The criteria used to assess the residence and level of substance of a company in practice depend on the specific situation. While a foreign company has to generate its income from an active business in order to be eligible for treaty/directive benefits (anti-treaty/directive-shopping provision, see 3.1), a foreign-controlled entity resident in the EU can basically rely on the principles of the ECJ’s Cadbury Schweppes decision (see 2.4). 

			In this respect, the tax authorities tend to construe these principles narrowly and in practice focus on objective criteria such as office space, qualifications and own personnel numbers as well as equipment located in the foreign company’s country of residence. 

			By contrast, the courts take the position that a domestic or controlled foreign company that is interposed between the taxpayer and an income source on a long-term basis has in general to be respected. Only exceptionally can the company be ignored under general anti-abuse rules, for instance in the case of a mere letterbox company. 

			In a nutshell, the substance of a CFC has to be sufficient for it to fulfil its function on its own account. This has to be determined on the basis of the specific facts and circumstances of the individual case. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			German tax law does not make specific reference to the OECD rules. However, the existing rules overriding tax treaties or directives follow – as does the OECD – a ‘substance-over-form’ approach or constitute general or specific anti-abuse measures. 

			In general, the courts tend to take a formalistic approach to interpreting and applying these rules. 

			Germany has not made any specific reservations on the Commentaries of the OECD MTC in this respect. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			As a result of the Cadbury Schweppes9 decision, a new section 8(2) was introduced into the Foreign Transactions Tax Act, preventing Germany’s CFC rules from applying if the taxpayer can prove that the foreign corporation has its corporate seat or ‘place of management’ within the European Economic Area and carries on genuine economic activity there. In addition, the EU Mutual Assistance Directive, or a comparable exchange of information clause under the relevant income tax treaty, has to be applicable. The term ‘genuine economic activity’ as used in the provision is not statutorily defined. 

			The characteristics of ‘genuine economic activity’ differ when comparing cases from the European Court of Justice, in particular the Cadbury Schweppes decision, the legislative history to section 8(2) of the Foreign Transactions Tax Act and a directive issued by the Federal Ministry of Finance on 8 January 2007 as a reaction to Cadbury Schweppes.10 The common criteria necessary for genuine economic activity are: 

			•	the corporation actually carries on economic activity through a fixed establishment in the Member State in question for an unlimited period; 

			•	the actual establishment of the corporation in the other country is verifiable based on objective factors that are ascertainable by third parties with regard, in particular, to the CFC’s physical existence in terms of premises, staff and equipment. A fictitious establishment is especially deemed to exist in the case of a mere letterbox or front company; 

			•	the corporation has personnel commensurate with the type and level of economic activity and they are able to make their own decisions of significance in rendering the services of the company. 

			In addition, the legislative history indicates that the core functions of the foreign corporation have to be carried out by the foreign corporation itself. It is not sufficient if the company is solely involved in occasional capital investment activities or the mere administration of shareholdings unless this is accompanied by its carrying out managerial functions. Over and above these criteria, the Ministry of Finance directive and the Advocate General have laid down a requirement that the activity of the foreign corporation has to add value for the recipient of the services, in particular where they are rendered to related persons. 

			As a result, there remain uncertainties, particularly with regard to the scope of the activities and the level of outsourcing of certain tasks of the company. For example, the provision and administration of loans could qualify as genuine economic activity (depending on whether the financial service is only provided to companies within a corporate group). In order to be characterised as an actual economic activity – besides the factors of qualified staff, office space and equipment – the financing activity should go beyond the occasional investment and management of assets. The finance company should also provide loans of varying duration and avoid providing only short-term or only long-term loans. Furthermore, the loans should be provided to more than one borrower. 

			In contrast, the administration of a small number of long-term loans by low-level office staff or even by directors or other persons not responsible for day-to-day operations would likely not qualify as genuine economic activity.11 

			Where the company pursues several activities, the above criteria would have to be met for each of them. 

			The following is an example of a situation that would not be viewed as genuine economic activity within the scope of section 8(2) Foreign Transactions Tax Act:12

			•	A German parent company owns a subsidiary in an EU Member State that provides administrative services such as accounting, billing and supervision of debtors. It is compensated for these services on a cost-plus basis. The subsidiary has its own office and its own managerial and other personnel. The parent company provides the subsidiary with capital (equity), which the parent instructs should be used to provide loans to other group companies. The function of the subsidiary covers only the transfer of the capital and the related management services. 

			•	The interest payments received on the loans provided by the subsidiary are not connected to the economic activity of the subsidiary. Therefore, this situation will qualify as a ‘wholly artificial arrangement’, resulting in application of the CFC rules. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			According to the German OECD MTC Commentaries, the PE definition in section 12 General Tax Code is broader than that of article 5 OECD MTC.13 The concept of ‘place of management’ in article 5(2) OECD MTC is similar to that of section 12, No. 1, General Tax Code. Because the latter’s wording is more specific (‘place of business management’), the OECD MTC term is considered to be broader.14 It can, for instance, also encompass the place of technical management. This is confirmed by the OECD MTC commentaries on article 5(2): the term in article 5(2)(a) OECD MTC can encompass just a part of the company and not only the centre of the business activity.15

			Therefore each company has at least one ‘place of management’ according to article 5(2) OECD MTC, but can also have more than one.16 As a result, any place where continual service tasks are carried out by the company is its PE. 

			In contrast, for German purposes, a place of business management is necessary to constitute a PE according to section 12, No. 1, General Tax Code.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			German tax law provides a definition of ‘beneficial ownership’ in section 39 of the General Tax Code, according to which the beneficial owner of an asset is generally the legal owner. 

			However, where another person takes control over the asset such as it precludes the legal owner from disposing of the asset normally over its useful life, the asset (and, generally, also the income derived from it) is attributed to the beneficial owner. Normally, this rule would not apply in cases of treaty shopping (e.g. interposition of a holding company or back-to-back arrangements). Therefore, the Income Tax Act contains a rule against treaty and EU-directive shopping,17 applicable to non-resident corporations claiming relevant exemptions on income subject to withholding tax in Germany.18 A foreign company is not entitled to whole or partial withholding tax relief to the extent that its shareholders would not have been entitled to a refund or exemption had they received the income directly, and the foreign company’s ‘gross’ receipts in the business year in question do not stem from own active business activities, and, with respect to those receipts, no economic or other significant non-tax reasons exist for interposing the foreign company; or the foreign company lacks suitable business premises and equipment to perform its own business activities (‘substance’).

			The burden of proving the existence of significant economic or other non-tax reasons and the existence of sufficient substance rests explicitly with the foreign company. The term ‘gross receipts generated by own active business activities’ refers to the entire gross receipts of the foreign company. Due to legal uncertainty, the Federal Ministry of Finance recently published a decree that outlines the tax authorities’ interpretation of the new section 50d(3) Income Tax Act.19 According to the decree, a foreign company is entitled to withholding tax relief if and to the extent the shareholders of the foreign company would have been entitled to a refund or exemption had they received the income directly (personal entitlement of tax relief), or to the extent the foreign company’s gross receipts stem from (own) active business activities (= ‘good receipts’) (objective tax relief entitlement).

			To the extent the foreign company’s gross receipts do not stem from (own) active business activities (= are ‘harmful receipts’), a relief from withholding tax is granted only if there are economic or other significant non-tax reasons for interposing the foreign company, and the shareholder maintains suitable business premises and equipment to perform its own business activities. 

			‘Own business activities’ means a participation in the general economic market. The interposition of an EU-resident company is only justified if the company participates actively, constantly and sustainably on the local market. Consequently, merely holding own or foreign assets is not active business activity. Moreover, business activity includes the exercise of managerial functions by taking decisions relative to the management of two or more associated companies (active management of associated companies). Consequently, the shareholder has authority to issue instructions and influence the activities of the subsidiaries, implying that dividends or other income from the managed companies are ‘gross receipts received from own active business activities’. In consideration of this provision, an office or other fixed place of business would be helpful.

			With respect to the business reasons and substance test, the tax exemption is granted if economic or other significant non-tax reasons exist for interposing the foreign company and the shareholder maintains business premises and equipment to perform its own business activities. Economic or other significant non-tax reasons particularly cover the planned start of own business activities or legal, political or religious causes.

			The company also has to maintain business premises and equipment to perform its own business activities. These substance requirements include qualified personnel, business premises and technical means of communication. The amount of necessary resources is dependent on its business objectives. As a consequence, an office or other fixed place of business is claimed for the substance test.

			The Ministry of Finance does not provide for total relief from German withholding tax if, in respect of the receipts concerned, the interposition of the foreign company is not abusive but – apart from harmless German-sourced income – the company also derives harmful non-German-sourced income. Consequently, the withholding tax relief is not granted fully but only partially if the shareholder’s gross receipts in the respective business year do not entirely stem from harmless receipts. The interpretation by the Federal Ministry of Finance could be unconstitutional and contrary to European law.20 

			The anti-treaty shopping regulations do not apply where the foreign company’s principle class of shares is primarily and frequently traded on a recognised stock exchange or where the Investment Tax Act regulations apply to it.

			Section 42 General Tax Code allows the tax authorities to treat an abusive transaction as having been carried out in a non-abusive way, taking into account the particular economically relevant facts at the time of the transaction. Abuse for the purposes of section 42 will be held to exist where the legal structure chosen for the transaction is inappropriate for that transaction and, compared to an appropriately structured transaction, leads to a tax advantage for the taxpayer or a third party that was not intended to be granted by the particular tax statute. 

			A legal structure is inappropriate if it would not have been chosen by reasonable parties given the economic circumstances and the goal being pursued by the parties.21 As the goal of legal ordinances is generally to make available the simplest possible legal form for all economic transactions, an inappropriate legal measure is one that is complicated, cumbersome, artificial etc. An abuse of legal forms will only exist, however, if a particular legal form is chosen that serves to circumvent the result intended by the relevant tax provision.22 

			If the structure of a transaction is found to be inappropriate, the taxpayer may rebut the presumption of abuse by putting forward non-tax reasons that are substantial and relevant taking into account all the circumstances. 

			Where a structure is within the scope of special anti-abuse legislation, that generally takes precedence over the general anti-abuse rule of section 42 General Tax Code. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			The concept of beneficial ownership is to be interpreted under the national rules described above. Therefore, the rule against treaty and directive shopping explained in 3.1 embodies the principles set out in paragraphs 12 et seq. of the Commentaries on article 10 OECD MTC. 

			In addition to the unilateral rule against treaty and directive shopping, Germany has concluded a tax treaty containing an LoB clause with the USA. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			See 3.1.

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The German statutory rules do not contain any substance requirements specifically for TP purposes. However, tax authority rulings, which are of binding effect solely within the tax administration but not vis-à-vis taxpayers or tax courts, refer to substance issues in relation to TP matters. The Finance Ministry first published a transfer pricing circular in February 1983, entitled ‘Principles Relating to the Examination of Income Allocation in the Case of Internationally Affiliated Enterprises (Administrative Principles)’; the main parts of this circular are still valid. The Principles were issued as a guide to how the tax authorities would interpret the then legal position in light of the OECD 1979 Report. Based broadly on the OECD Report, the Principles emphasise the use of the arm’s length principle as standard for income allocation. They state explicitly that income allocations will be made based on the individual transaction between the related parties; and, ‘the economic substance of the actual relations between the related parties shall be decisive’.23 

			Legal cases directly cited in the Principles include the Federal Tax Court decisions of: 30 July 1965, Federal Tax Gazette III, 613; 26 February 1970, Federal Tax Gazette II, 419; and 15 January 1974, Federal Tax Gazette III, 606. These cases discussed the grounds on which the tax authorities could recharacterise transactions when determining the basis for taxation. In each case, the court stressed that, although the parties are generally free to choose the terms of their transactions, the tax authorities could disregard the contract wording where it differed from the actual intentions of the parties. In the decision of 30 July 1965, for instance, the contract held itself out as an assignment of a building lease to another party. The term ‘building lease’ was used throughout the contract. However, the provisions of the contract and the actions of the parties fell short of the civil law requirements for such an assignment and instead corresponded to those for the sale of a building. The court therefore held that the parties had actually intended to transfer ownership of the building and that the tax authorities could adjust the tax assessment accordingly. The other decisions follow the same line of thinking, which – since then – has represented a widely accepted transfer pricing approach on questions of substance. 

			From both the wording of the Principles and the court cases cited therein, it might be construed that the authorities and courts are only too ready to recharacterise transactions (or entities) based on a ‘substance-over-form’ notion. However, it can be observed in practice that transactions will – as a matter of principle – first and foremost typically be characterised in the manner in which they have been formally implemented by the taxpayer, and the tax consequences will be drawn based on the structure as implemented. Only in a much lesser number of cases will the authorities attempt to take the view that transactions should be recharacterised or disregarded. The flip side of this is the notion that the acceptance of intercompany transactions also depends in general on whether the parties have concluded clear, unambiguous agreements in advance.24 If there are no such advance agreements, the taxpayer will face considerable difficulty in defending transfer prices based on the substance of transactions as they occurred in reality. 

			A further aspect of how the authorities approach transactions can be seen in the ‘transfer of functions’ concept, which encompasses the statutory and ancillary rules regarding transfers of business functions. The concept applies where commercial functions, for instance production or distribution, are (deemed to have been) transferred to a related entity in another jurisdiction. Prior to 2008, assets thus transferred were individually identified and valued. The ‘transfer of functions’ concept, however, further outlines the concept of a ‘transfer package’,25 as introduced by a 2008 amendment to the Foreign Transactions Tax Act. Functions and assets together with the accompanying risks, opportunities, advantages and any services performed in this connection are to be evaluated and valued as a whole. On matters of substance, the concept states that business transactions taking place in different fiscal years ‘must be analysed as one transaction if they are economically regarded as elements of a uniform transfer of functions’. This can be seen as evidence of how the authorities also take into account the economic substance of cross-border transfers, as they there look beyond the form of the individual transactions taking place. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Officials had already for some time announced that they aimed to reflect the new article 7 of the OECD MTC (including the Report on the Attribution of Profits to Permanent Establishments) in the German transfer pricing rules. Consequently, on 5 March 2012, the Ministry of Finance published an official bill for the Annual Tax Act26 2013, which contains various amendments of major tax regulations, including section 1 of the Foreign Transactions Tax Act, which is the core section on transfer pricing matters. The purpose of the expected adjustments to section 1 is that Germany’s transfer pricing regulations should be harmonised with the OECD standards, plus harmonisation of the attribution and distribution of profits in cross-border transactions for different alternative investment vehicles (e.g. corporations, partnerships, permanent establishments).

			The following main adjustments are suggested with respect to a harmonisation in line with recent OECD developments:

			•	Application of the arm’s length principle to permanent establishments: by extending section 1 to PEs, the Ministry of Finance intends to introduce a legal basis for the OECD’s ‘separate entity approach’ as already applied: a PE is treated as a legally independent entity, with the result that a part of the assets, functions, risks and equity of the whole enterprise needs to be allocated to it. On the basis of this allocation, adequate transfer prices have to be determined applying the general transfer pricing methods for corporations (i.e. section 1(1), (3) and (4) Foreign Transactions Tax Act).

			•	Extension of section 1 Foreign Transactions Tax Act to business partnerships or co-entrepreneurships: since these are not explicitly covered by the current section 1 definitions of a ‘taxpayer’ and a ‘related entity’, extension of the provision will clarify its scope of application.

			•	Corresponding to the inclusion of PEs, partnerships and co-entrepreneurships in section 1 Foreign Transactions Tax Act, the bill also seeks an adjustment of the ordinance on the nature, content and extent of documentation required under section 90(3) of the General Tax Code.27 One of the most critical aspects of the intended change is that transition issues related to necessary reallocations of PE functions, risks and assets are not addressed in the bill and remain unsolved. The conclusion of binding rulings with the tax authorities in this regard might reduce the relevant risk positions. Further, while the intended treatment of PEs as separate legal entities appears to closely follow the OECD’s approach with all its comprehensive application rules and related questions, the subsequent transfer pricing determination is subject to the German interpretation of the arm’s length principle, including the actual and hypothetical arm’s length principle and the rules on the transfer of business functions. An ordinance on the new regulations, and in particular the PE profit allocation, is likely to follow once the amendments are in force. The final law will come into force on 1 January 2013. The bill has not yet been introduced before parliament. However, as the tax authorities have clearly stated that they aim to implement the changes in the law, it currently seems to be quite likely that the changes will eventually be adopted.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Again, there is no specific German legislation on what consequences apply in relation to TP matters where there is non-compliance with the substance requirements. Hence, the general rules apply. Generally, the authorities will, in – exceptional – cases of non-recognition of transactions, assess transfer prices based on the substance of the transaction as realised.

			1 European Commission of 18 March 2010, document number 2007/4435.

			2 Federal Gazette (BGBl) I 2012, 2592.

			3 Section 1(1) Corporate Income Tax Act.

			4 Section 10 General Tax Code.

			5 Federal Fiscal Court, 23 January 1991, I R 22/90, Federal Gazette II 1991, 554 (555); 7 December 1994, I K 1/93, Federal Gazette II 1995, 175 (178); 16 December 1998, I R 138/97, Federal Gazette II 1998, 437 (438).

			6 Federal Fiscal Court, 7 December 1994, I K 1/93, Federal Gazette II 1995, 175 (178).

			7 Federal Fiscal Court, 17 July 1968 I 121/64 Federal Gazette, II, 1968, 695; Pahlke and König, Commentary on paragraph 10 General Tax Code, 5.

			8 RFH, 3 July 1936, I A 150/36, Gazette of the Reich (RGBl) 1936, 804; see also Birk, in Hübschmann, Hepp and Spitaler, Commentary on General Tax Code, paragraph 10, 16; Tipke and Kruse, Commentary on GTC, paragraph 10, 3; Wassermeyer, in Debatin and Wassermeyer (pub.), Commentary on OECD MTC, 112th edition (2011), article 4, 38.

			9 European Court of Justice, 12 September 2006, Cadbury Schweppes plc., Cadbury Schweppes Overseas Ltd. v. Commissioners of Inland Revenue, Case C-196/04, http://www.eur-lex.europa.eu.

			10 Federal Ministry of Finance Directive of 8 January 2007, IV B 4, 1351, 1/07.

			11 Schönfeld, in Flick, Wassermeyer and Baumhoff, Commentary on the Foreign Transactions Tax Act, pre-sections 7-14 (last adjustment June 2007), 261.

			12 Official Record of the Federal Council (legislative history) from 10 August 2007, 124.

			13 Wassermeyer, op. cit., Article 5, 9.

			14 Wassermeyer, loc. cit.; Görl in V/L, Article 5, 40.

			15 Commentaries OECD MTC, Article 5(2), paragraph 24.

			16 Görl, op. cit., 39; FWWK, Article 5, 30; Debatin and Walter, DBA-USA, Article II, 29.

			17 Section 50d(3) Income Tax Act.

			18 For example, dividend and dividend-like payments, interest payments related to real property situated in Germany, and royalty and licence payments.

			19 Federal Ministry of Finance Directive of 24 January 2012, IV B 3, 2411, 07/10016. 

			20 Lüdicke, IStR 2012, 81 (85).

			21 Federal Fiscal Court, 17 January 1991, Federal Tax Gazette part II, 1991, 607.

			22 See Federal Fiscal Court, 18 July 2001, BFH/NV 2001, 1636; Federal Fiscal Court, 19 August 1999, Federal Tax Gazette II, 2001, 43; Federal Fiscal Court, 20 May 1997, DB 1997, 1747.

			23 Principles, 2.1.1-2.1.3.

			24 Principles, 1.4.1; this strict, formalistic view has nevertheless recently been rejected, inter alia in a tax court decision emphasising that the lack of formal advance agreement should not hinder the acceptance of transfer prices within the framework of double taxation treaties.

			25 Transferpaket in German.

			26 Jahressteuergesetz in German.

			27 The ordinance is called the Gewinnabgrenzungsaufzeichnungsverordnung (GAufzV) in German.

			

		

	
		
			Greece

			Authors: Vassilios Vizas, Antonis Desipris and Stavroula Marousaki

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Due to the current adverse economic environment in Greece and the need to increase public revenue, combating tax evasion and tax avoidance has been one of the main objectives of the Greek government and tax administration over the past two years. 

			L. 3842/2010 introduced explicit (but not general) anti-avoidance provisions into the Income Tax Code for the first time, with a view to combating transactions with ‘non-cooperative states’ or ‘preferential tax regimes’, resulting in transfers of profits, income or capital for tax evasion or tax avoidance purposes.

			Section 51A(4) Income Tax Code (as introduced by L. 3842/2010 and amended by L. 3943/2011) defines non-cooperative States as States that are not members of the EU and have not concluded fiscal administrative assistance agreements with Greece or at least 12 other States. They are listed in a Ministerial Decision, which is published annually. To date, there have been two such Ministerial Decisions. 

			Section 51A(7) stipulates that ‘a legal entity, irrespective of its legal from, is considered as being subject to a preferential tax regime in a country outside Greece, even if its residence, registered or actual seat or establishment is in an EU Member State, where: 

			•	it is not subject to taxation in this state or is de facto not subject to taxation; or

			•	it is subject to tax on profits, income or capital which is equal to or less than 60% of the tax rate that would have been due, in accordance with Greek tax legislation, had that legal entity been resident or had its registered seat or had it maintained a permanent establishment in Greece, in accordance with sec. 100 of the present Code’.

			Section 51B Income Tax Code also specifies the tax effects of payments made to persons or entities established in non-cooperative States or States with a preferential tax regime: the cost of goods or services, interest, royalties, remunerations and other similar payments or expenses made to persons or a legal entities resident or having their registered office or a permanent establishment in such States are disallowed as tax-deductible expenses unless the taxpayer proves that the transactions are real and usual and do not result in a transfer of profits, income or capital for tax evasion or tax avoidance purposes.

			Additional restrictions on the deductibility of interest have been introduced in article 31(1)(d) of the Income Tax Code: 

			•	interest on loans for the purchase of shares in a legal entity established in a ‘section 51A State’ (non-cooperative or with a preferential tax regime) and interest paid to such companies is not tax-deductible;

			•	interest on loans for the purchase of shares in any type of company is disallowed if the holding is transferred within two years;

			•	thin-cap rules: interest paid to related entities in excess of a 3:1 debt-to-equity ratio is disallowed. Loans from third parties are also included in the debt/equity calculation if they have in any way been guaranteed by a related party.

			Additional restrictions have been introduced on triangular transactions: 

			•	The value of raw and ancillary materials and other goods (plus processing them) cannot be deducted from the gross profits of companies where it has been paid to an individual or legal entity whose role is exclusively to invoice the transactions whereas the goods or services are supplied or provided by a third party. 

			•	The gross profits of Greek selling companies are augmented by any price difference from the sale of goods to a foreign legal entity or individual or a legal entity having its registered seat or establishment in a section 51A State where the goods are not transferred outside Greece and are resold by the intermediary company to another Greek company at a price higher that that under the first transaction. Similarly, the gross profits of the Greek selling company are augmented by any price difference arising from the sale of goods to a foreign individual or legal entity or agent or subcontractor having its registered seat or establishment in a section 51A State at a price lower than that at which it sells the same products to a Greek or foreign company. 

			Besides these specific anti-avoidance provisions, a bill published in early 2010 proposed the introduction of a general anti-avoidance provision that would allow the tax authorities to reclassify transactions for tax purposes. However, this provision was not enacted. Therefore, at present there is no general anti-avoidance provision allowing the reclassification of transactions based on a ‘substance-over-form’ approach. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The courts have not yet had occasion to deal with the new anti-abuse measures. However, at the time they were introduced, Ministerial Decisions were issued clarifying the relevant legislative provisions.

			The recently issued Ministerial Circular POL. 1225/26.10.2011 says that, in defining States with a preferential tax regime, a comparison should be made between the statutory Greek tax rates and those under the foreign State’s tax legislation, without taking the effective tax rate of the recipient company into account. Therefore, EU Member States with a corporate income tax rate equal to or lower than 12% qualify as preferential tax regimes. And, in determining the relevant Cypriot income tax rate, the Special Defence Contribution is disregarded, making Cyprus, if no other, a State with a preferential tax regime.

			At this point, it should be underlined that, even where receiving entities are established in section 51A States, they may adduce evidence to the contrary and prove that the transactions are real and usual and do not result in a transfer of profits, income or capital for tax evasion or tax avoidance purposes. In evaluating such evidence, tax auditors consider whether the transaction has actually taken place and an actual economic benefit flowed from it to the Greek entity. POL. 1225/2011 gives examples of factors that can be used as evidence: 

			•	an agreement with the foreign entity that has been notified to the Greek tax authorities. It should specify the terms of the transaction (e.g. subject-matter, term, price, etc.);

			•	the foreign entity should have substantial business activity in the country of its establishment, namely:

			−	it maintains a physical presence there (a registered seat or permanent establishment, has full-time employees, etc.); balance sheets and the foreign company’s accounting reference date are not considered adequate evidence on their own;

			−	it is effectively taxed in that country. The fact that the company is considered tax resident in the foreign state is not sufficient if it is not actually subject to tax there; 

			•	the expense must be productive, i.e. contribute to the generation of taxable income for the Greek company.

			 The practice note says that the above does not apply to purchases of goods or services provided to related entities since these transactions should in any case be documented and substantiated in transfer pricing documentation files prepared by Greek entities, as stipulated by section 39A Income Tax Code (see 4). 

			With respect to the restriction on the deductibility of payments to pure invoicing entities, Ministerial Circular POL. 1135/4.10.2010 has clarified that it only applies if the ‘intermediary’ entity is established in a section 51A State (the law itself does not contain this qualification). 

			Despite there being no explicit general anti-avoidance provision, we have seen cases where the tax authorities have invoked an anti-avoidance rationale, although not consistently and without citing a precise definition. In one recent example, which also followed an Opinion by the Legal Council of State (No. 422/2009), a tax-neutral domestic merger regime was denied because the case was considered ‘abusive’. The Opinion has been fiercely criticised by tax practitioners. 

			Recently, there has also been press speculation that the Greece is planning to introduce CFC legislation. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Greek tax law does not define the term ‘tax resident’. Although it is explicitly stated that Greek legal entities are subject to Greek tax on their worldwide income, the criteria under which a legal entity may be characterised as domestic are not stated in either the tax legislation or any decisions handed down by the tax authorities. 

			Thus, although the recently adopted L. 3943/2011 introduced detailed provisions on the tax residence of individuals, there has been no development with respect to that of legal entities. 

			The definition of the term ‘resident’ in the case of legal entities is to be found in section 10 of the Civil Code. 

			In this respect, old interpretative practice notes issued by the Ministry of Finance have accepted that, due to the lack of a tax residence definition, the definition in the Civil Code should also be applied for tax purposes. It provides that a legal entity is regulated by the laws of the State where its legal seat is located. Legal writers and the courts adopt a ‘substance-over-form’ approach, considering the legal seat of a company to be its actual seat and not simply its statutory seat, i.e. the place where the company is registered. 

			According to the civil case law, the decisive criterion for determining the actual seat of a company is the place where its effective management is carried on, i.e. the place from where the fundamental decisions are taken for operation of the company and where all key orders, decisions, instructions and control-related activities of the company are directed. This criterion overrides factors such as the nationality of the persons forming the board of directors or the shareholders, or the place where the business activities are carried on (i.e. where the day-to-day management takes place).1

			Although there are several civil court cases addressing the nationality of a foreign company based on the effective management test, there has never, to the best of our knowledge, been a tax court case explicitly or implicitly addressing the residence issue. 

			There are two exceptions to the ‘actual seat doctrine’ as analysed above. 

			The first relates to shipping companies: by virtue of an explicit legislative provision, they are always considered resident in their state of establishment if they own or manage Greek-flagged vessels or are established in Greece as foreign shipping companies.

			The second exception applies to companies established in the USA, Cyprus and Norway: international treaties with those countries provide that companies established there should be considered resident there. It remains open to interpretation whether that means that the tax residence of entities established in those countries cannot even be challenged in circumstances where there is no substance there at all. 

			In practice, all entities incorporated in accordance with Greek law are considered tax resident in Greece and are consequently subject to tax on their worldwide income without any substance test being performed. It would be very unlikely for the tax authorities to agree that a Greek-incorporated entity is not tax resident in Greece on the ground that, in substance, it is not controlled and managed in Greece. 

			On the other hand, the tax authorities do not normally challenge the tax residence of foreign companies in practice. Where a foreign company is present in Greece, permanent establishment issues may arise, leading to taxation in Greece of the profits attributable to that permanent establishment. However, the residence of foreign companies does not so far appear to have been challenged by the tax authorities on the basis of substance – although this could be an issue of controversy in the future.

			We should not fail to mention at this point that we recently became aware of certain cases where the tax authorities were reluctant to issue a tax-residence certificate for the purpose of applying DTTs to Greek-incorporated companies on the ground that they were not effectively managed in Greece. However, to date there has not been any written guidance or ruling making reference to a substance requirement; nor, to the best of our knowledge, have the tax authorities issued any written ruling denying tax-residence to a Greek-incorporated company.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			So far, the tax authorities’ practice seems to follow the ‘form-over-substance’ doctrine in the sense that they do not normally apply the ‘actual seat theory’ to challenge the residence of a foreign company. There are therefore no substance criteria to assess the tax residence of a company in Greece. 

			Again, the criterion for determining the actual seat of a company, as defined by the civil courts, is the place from where the fundamental decision-making for the operation of the company is done and where all key orders, decisions, instructions and control-related activities of the company are directed.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			OECD rules, i.e. the OECD MTC Commentaries, the OECD Guidelines, etc., can be used in interpreting Greece’s double tax treaties, since they represent the position adopted by the OECD member states, of which Greece is one. However, it should be underlined that the tax authorities do not apply the OECD rules directly, since there is no official decision or practice note instructing them to do so. 

			Moreover, there is no specific legislative provision and there are no administrative decisions dealing with the ‘substance-over-form’ issue and therefore no reference is made to the OECD rules. On the other hand, no reservation has been made by Greece on the OECD Commentaries relating to substance requirements such as the ‘beneficial owner’ concept, and this can be interpreted as implicit acceptance of the position adopted by the OECD. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU law and EU case law in general influence Greek tax law. Greece has amended its tax legislation following judgments by the European Court of Justice (e.g. Royal Bank of Scotland, C-311/97; Commission v. Greece, C-406/07) or state aid or infringement proceedings initiated by the European Commission. Although the Greek legislative reaction is fairly direct in cases where a Greek tax provision is at stake, ECJ judgments concerning other EU Member States do not have an immediate impact on its tax laws and related administrative decisions. 

			Untill now, the influence of Cadbury Schweppes on Greek tax law has been fairly limited, in the absence of explicit Greek anti-abuse provisions. The situation may change following the recently introduced anti-avoidance measures. However, because they were only enacted recently, they have not been tested in practice and the potential benefit of invoking Cadbury Schweppes cannot be assessed.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Although most of Greece’s double taxation treaties (‘DTT’) contain a ‘place of management’ provision in article 5(2) as an example of what can constitute a permanent establishment, we have not seen this provision invoked by the tax authorities in practice in order to assess a PE. 

			Moreover, to the best of our knowledge, there are no tax court decisions addressing this issue. 

			In the absence of any guidance, jurisprudence or precedent, it is fairly difficult to assess how such provisions might be interpreted in Greece, especially given the fact that the OECD Commentaries do not offer any extensive analysis. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Greece’s domestic tax legislation has no explicit definition of ‘beneficial owner’. In any case, it can be said that the tax authorities follow a ‘form-over-substance’ approach. The concept of ‘beneficial ownership’ has not been developed in Greece’s tax legislation and related administrative decisions. 

			There is a single court decision2 that makes implicit reference to ‘beneficial ownership’. The Supreme Administrative Court was asked to judge the taxation of royalties paid to a UK company based on the Greek–UK DTT. It concluded that no Greek tax is imposed on royalties paid to a UK-resident company that does not maintain a permanent establishment in Greece and is subject to tax in the UK. The royalty income in question was not further ‘distributed’ to another party (beneficial owner), though the court stated that ‘even in the opposite case [i.e. if the income had been further distributed], the other party could not be considered as a direct beneficial owner vis-à-vis the Greek entity, with which no agreement has been entered into and against which it has no claim for payment of the agreed consideration’. This is nevertheless a very indirect reference to the concept of beneficial ownership. 

			Nor is any reference made to beneficial ownership in the Parent-Subsidiary Directive as incorporated into Greek tax law. However, reference is made to beneficial ownership in the Greek transposition of the Interest & Royalties Directive due to its wording having been taken over verbatim, albeit no interpretation or guidance has been given by the Greek tax authorities in this respect. 

			At this point, it should be mentioned that, considering the Greek tax authorities’ current practice, a tax-residence certificate of a foreign company is sufficient for the purposes of the EU directives as incorporated into Greek tax law, and for the purposes of Greece’s double taxation treaties. The tax residence/double taxation treaty application form itself does, however, include a statement to be made by the beneficiary that it is the ‘true beneficiary’ of the income in question.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned above, the beneficial ownership concept has not been developed in either Greece’s legislation or by her courts. 

			Most Greek double taxation treaties do not contain any LoB clause. However, as mentioned above, it is usually sufficient to submit a tax residence certificate to the Greek tax authorities for the purposes of the relevant double taxation treaty, as, so far, there do not appear to be any administrative or court decisions or practices in which LoB clauses or the definition of ‘beneficial ownership’ have been cited in order to challenge the applicability of a double taxation treaty.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			The laws incorporating the Parent-Subsidiary and Interest & Royalties Directives into Greek tax law do not include explicit anti-abuse rules. There is, however, a relevant reference in the transposition of the Merger Directive. 

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			In terms of the Greek legislative environment in relation to transfer pricing, it should primarily be noted that recent developments have taken place, especially as regards transfer pricing documentation requirements. 

			The general framework of Greece’s TP rules is provided by section 39 Income Tax Code, which stipulates that ‘where a sale of goods or a service agreement is contracted between two associated companies (domestic and foreign) under financial and commercial conditions different from those that would have been agreed between independent enterprises, then any profits that, but for those conditions, would have accrued to one of the enterprises but, by reason of those conditions, have not so accrued are considered profits of that enterprise and are taxed accordingly’.

			Under section 42 of L. 1920/1920, as amended by L. 3604/2007, the Greek Ministry of Finance adopts the definition of ‘associated enterprise’ given in the OECD MTC, which is very broad, thus embracing even an indirect holding in the control, capital or management of the affiliate company. 

			There are no express or explicit guidelines on what constitutes a fair and reasonable price in arm’s length transactions. In Greek intra-group transactions, ‘substantial’ administrative and financial dependence or control is a sufficient requirement for the TP rules to apply. Again, however, the percentage of control that the one group company has to have in the capital or administration of the other is not defined. There is no specific reference to ‘substance’ as such in the corporate income tax rules. Instead, the word ‘unreasonably’ might be interpreted as implying substance, the interpretation of that term then being left to the discretion of the court and the tax auditor according to the merits of each case. The size of the amount in question is not in itself of the essence. 

			Article 9 OECD MTC forms the basis of the bilateral tax treaties involving OECD member countries. The approach followed is to look at the members of the group operating as separate entities rather than as inseparable parts of a single, unified business. This is achieved by seeking to adjust the profits by reference to the conditions that would have obtained between independent enterprises in comparable transactions and circumstances (arm’s length principle). To apply the separate-entity approach to intra-group transactions, individual group members must be taxed on the basis that they act at arm’s length in their dealings with each other. 

			The above stipulations apply twofold: in determining cost when dealing with purchases from other group companies; and in the determination of income when dealing with sales to other group companies. 

			In terms of documentation requirements, Greece’s transfer pricing documentation rules adhere to the OECD Guidelines and the EU TP Code of Conduct and have introduced the concept of documentation files. There are currently two parallel legislative frameworks regulating the documentation requirements in Greece: one from the Ministry of Development (L. 3728/2008) and another one from the Ministry of Finance; the latter was introduced into section 39A of the Income Tax Code by L. 3775/2009. Under these frameworks, Greek companies are obliged to prepare annual TP documentation files substantiating the arm’s length nature of transactions with affiliated companies. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Although silent on the OECD MTC Commentary, there is by contrast reference to the OECD Guidelines in Greece’s fiscal case law; that said, the publications of the OECD do not usually directly affect Greek tax legislation or practice. Therefore, there has been no specific legislative or case law development further to these publications. However, they can be used as a point of reference to interpret existing TP provisions and requirements. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Up to introduction of the TP documentation requirements, tax auditors tended to avoid touching on transfer pricing issues. The standard method taken by tax auditors is to focus on the tax-deductibility of expenses and breaches of the Code of Books and Records. In order to see whether an enterprise complies with given requirements, the tax authorities use certain confidential comparables. These are compiled from information taken from tax audits done by the authorities over the years. Company financial statements are also used. 

			The burden of proof lies with the tax authorities, and they must cite actual facts proving ‘unreasonably higher or lower prices or consideration’.3 The test is based on a comparison of agreements for the same products or services entered into at similar times and under the same market conditions.4 In addition, the agreed price or consideration is compared to that prevailing in dealings with third parties, and not rises and drops among the group’s entities.5

			The situation is expected to change following introduction of the TP documentation requirements. However, TP documentation files have not yet been audited by the tax authorities. Thus there is still no way of knowing what tax audit practice will be followed. 

			In cases of failure to comply with the arm’s length principle, the tax authorities may adjust the taxpayer’s profits and impose an additional 20% fine on the difference, plus penalties for filing an inaccurate tax return, amounting to 2% of the tax due per month’s delay, up to a maximum of 120%.

			Moreover, if the tax audit reveals that no TP file has been compiled or that information is missing from it, or it is not submitted in time, a special penalty is imposed equal to 20% of the amount of transactions that are not properly documented. 

			Additionally, under L. 3728/2008 of the Ministry of Development with regard to the new documentation requirements, companies failing to comply with them risk a fine of up to 10% of the inter-company transactions if they fail to file a list or a fine of EUR 10,000 for not filing transfer pricing documentation in due time, when requested, plus EUR 1,000 for each day’s failure, up to a maximum of EUR 100,000.

			In any case, where the substance of a transaction does not correspond to its legal form, the tax authorities may disregard the parties’ characterisation and dispute it as being fictitious.

			1 In this respect, there is a Greek judicial precedent under which a foreign-incorporated entity was viewed as being of Greek nationality, but, again, this was not a tax case. The most recent decisions are Supreme Court Nos. 803/2010, 812/2008, 186/2008 and 2/2003. 

			2 Supreme Administrative Court 338/2006.

			3 Supreme Administrative Court decisions Nos. 3803/1988 and 80/1990.

			4 Supreme Administrative Court decision No. 661/1995.

			5 Supreme Administrative Court decisions Nos. 4464/1997 and 45/2006.

			

		

		
			

		

	
		
			Hong Kong 

			Author: Colin Farrell

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Historically, Hong Kong’s tax legislation has changed relatively little. In the wider context, the general Inland Revenue Ordinance, covering profit and salary taxes, currently runs to only 93 sections, the last four of which relate to specific tax reductions in the four assessment years 2007/08 to 2010/11. Accordingly, whilst there has been general increased attention to these areas, this is not due to any significant changes in the substance/anti-abuse legislation per se.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Unlike elsewhere in the world, it is probably fair to note that it is not general revenue needs that are causing the tax authorities and courts to pay increased attention to substance and anti-abuse measures. Hong Kong has been, and continues to be, in an extremely healthy overall fiscal situation; the 2012 budget showed a strong annual surplus and an extremely strong cumulative government surplus. Instead, the clearly increased attention on these matters seems to stem more from changes, or changes in attitude, within the tax authority itself.

			At the risk of over-simplification, the change is due to at least three factors. First, in common with many tax authorities worldwide, Hong Kong’s is simply being more professional and more focused on potential substance/abuse matters. Second, perhaps because of certain structural factors, it is perceived as more willing than previously to let courts decide tax disputes, rather than settling them itself. Third, increased focus – and, arguably, an aggressive stance – in relation to potential substance/abuse matters appears generally to have delivered increased tax revenues where cases have been queried (leaving aside the question of whether they genuinely lacked substance and constituted abuse or whether the taxpayer was just reluctant to engage in costly litigation).

			This increased attention currently seems to focus primarily on two areas: transfer pricing (see 4) and offshore claims generally. In both, given that the onus of proof in all disputes lies on the taxpayer in Hong Kong, it seems particularly important to be able to demonstrate very clearly that not only the level of substance and facts are appropriate but also that there is appropriate remuneration for specific functions.

			Case law

			Because tax in Hong Kong is levied on very specific sources, court cases are possibly of less relevance than in other jurisdictions, as decisions are often very fact-based.

			Administrative decisions

			There have been no recent administrative decisions as such. However, the departmental interpretation practice notes referred to below are relevant. 

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			As Hong Kong operates a source-based system of taxation, the question of tax residence does not generally arise domestically. The nearest domestic legislation gets to this concept is a reference to, and definition of, ‘permanent establishment in Hong Kong’ in Inland Revenue Rule 5, which sets out the approach for taxing the profit of Hong Kong branch offices. Here, a permanent establishment is simply defined as ‘a branch, management or other place of business, but does not include an agency unless the agent has, and habitually exercises, a general authority to negotiate and conclude contracts on behalf of his principal or has a stock of merchandise from which he regularly fill orders on his behalf’. 

			That said, with the rapid recent expansion of Hong Kong’s double taxation treaty (‘DTT’) network, the question of residence is also now typically addressed via article 4 of Hong Kong’s DTTs. Subject to what is said in 2.5 below, the permanent establishment concept in Hong Kong is now therefore more typically a matter relating to outbound activities, rather than inbound.

			The question of corporate residence in Hong Kong has, however, been slightly more widely addressed in this DTT context in the tax authority’s Departmental Interpretation Practice Note 44 on the Hong Kong-Chinese double tax arrangement, which was the third comprehensive arrangement signed by Hong Kong. 

			Where a company is incorporated in Hong Kong, or if incorporated outside Hong Kong and is normally managed or controlled in Hong Kong, it will be considered to be a resident of Hong Kong. Paragraph 27 of the practice note goes on to state that ‘normally managed or controlled’ is a broader term than ‘central management and control’, as it does not require that both management (meaning management of daily business operations or the implementation of senior management decisions) and control (meaning control of the whole business etc., usually exercised by the board) should be exercised in Hong Kong. A partnership or trust constituted under Hong Kong law, or, if constituted elsewhere, normally managed and controlled in Hong Kong, will be a resident of Hong Kong.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			See 2.1.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			See also 2.5. In the context of arrangements falling within a DTT, Hong Kong generally adheres to the OECD rules on residence. Whilst the tax authorities are currently still formulating specific responses and policies in respect of country-specific residence certifications for many of the newer DTTs, the general administrative approach to date has essentially been to follow the residence-certification process specifically set up in relation to the Hong Kong-Chinese DTT.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The influence of Cadbury Schweppes has been limited given that residence is not a general Hong Kong taxation concept, and it already has relatively broad anti-avoidance legislation, as explained in 4, below.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			See 2.1. It should perhaps be noted generally that the basic source test in Hong Kong (i.e. the dual test of doing business in Hong Kong and having profits which arise in or derive from Hong Kong) under the provisions of section 14 of the Inland Revenue Ordinance can constitute a lower threshold than is sometimes perceived. For example, in the case of CIR v Bartica Investment Ltd., simply placing money on a deposit was found to constitute the carrying-on of a business. A business could also potentially comprise of one-off transactions.

			The specific guidance in Inland Revenue Rule 5, noted in 2.1, above, sets out various methods for assessing the Hong Kong profits of a permanent establishment, the first of which is by simple reference to local accounts, failing which there are turnover/total profit allocations or other defined methods.

			Hong Kong has recently rapidly expanded its DTT network, and so potentially interesting questions arise in a DTT context on the Hong Kong business profits-tax exposure of a non-resident company, specifically the interaction between domestic rules and DTT provisions. 

			One example is where only ancillary activities are carried out by what would constitute a Hong Kong permanent establishment, say, with the same facts as in the ING Baring case: under domestic law, the relevant income is not subject to Hong Kong tax but, under a standard business profits article in a DTT, some income could be subject to Hong Kong tax. The tax authorities have publicly stated, in the ‘IRD-HKICPA 2011 minutes’, that ‘if the head office earned profits with the assistance of a PE in Hong Kong and the profits attributable to that head office were accepted as offshore in nature, those profits would not be taxable in Hong Kong, even though the OECD profit allocation methodologies require an attribution of profits to the PE in Hong Kong’. Though this is helpful, they go on to say that ‘under the business profits article of the OECD Model Tax Convention, the PE is treated as if it were a separate entity and it is necessary to determine whether appropriate profits have been attributed to the functions performed by the PE … [I]f the profits attributed to the PE were regarded as sourced and taxable in Hong Kong, this would be by virtue of the IRO and not due to any provisions in a CDTA’. That is, a transfer pricing-type adjustment may result in a Hong Kong-source service fee.

			A second example is where a trading branch negotiates and contracts sales in Hong Kong, but its head office negotiates and contracts purchase contracts outside Hong Kong. The tax authority currently takes the domestic view that there can be no onshore/offshore apportionment of such trading profits, a position that might not in principle be so clear-cut under a standard business profits article in a DTT scenario; there, only profits attributable to the Hong Kong branch as determined by the OECD Guidelines might be subject to Hong Kong tax. That said, the tax authority’s position here is clearly stated in the IRD-HKICPA 2011 minutes: the full amount of profits reported in the branch would be taxable if derived from Hong Kong.

			A third, less important, example is the more classic Hong Kong service branch scenario. Where no separate branch accounts are prepared, the quantum of taxable profits under Inland Revenue Rule 5 might not necessarily be the same as that determined under OECD profit attribution rules. In most cases, there will be branch accounts in practice, or the quantum of tax involved will not be significant, but there does appear to be a potential conflict. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			With one practical exception, discussed below, Hong Kong has no withholding taxes on dividend, interest or royalty payments. Accordingly, there are no domestic rules on beneficial ownership requirements for withholding tax exemptions.

			The exception concerns payments by Hong Kong taxpayers that fall under section 15 of the Inland Revenue Ordinance. This section broadly deems certain sums (not normally taxed) to be Hong Kong-source profits; in conjunction with section 21 of the Ordinance, this imposes an effective withholding tax, though this is technically a straight profits-tax liability. That said, this legislation focuses on the nature of the payments themselves, not beneficial ownership as such.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			This is generally not of practical concern in Hong Kong. Some of her DTTs do contain LoB clauses (e.g. with the Netherlands), but the primary focus in this context is the counterparty jurisdiction. The commonest concerns typically relate to Hong Kong intermediary vehicles, specifically Hong Kong holding companies of Chinese operating companies (i.e. inbound investment into China, say from the EU), Hong Kong holding companies of Indonesian or Japanese operating companies (i.e. inbound investment into Asia, say from China) and Hong Kong financing companies of operating companies (i.e. a Hong Kong intermediary acting as a group financing company). The key question will be how business ownership of the source company granting the treaty benefit is interpreted.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are a number of general points about Hong Kong TP that need to be appreciated: 

			•	Domestically, the tax authorities’ increased focus on TP is assuming a very high profile: of their last four practice notes (from April 2009 to March 2012), three directly concerned transfer pricing (Nos. 45, 46 and 48, on ‘relief from double taxation due to transfer pricing or profit reallocation adjustments’, ‘transfer pricing guidelines – methodologies and related issues’ and ‘advance pricing arrangement’) and the other dealt with ‘exchange of information under comprehensive double taxation agreements’.

			•	In Departmental Interpretation Practice Note 46, paragraphs 17 to 28 of the tax authority’s commentary on statutory provisions and case law relevant to TP refers to the Inland Revenue Ordinance’s section 16 (the basic statutory rule on expenditure deduction), section 17 (prohibiting certain expenditure deductions) and section 61A (a comprehensive anti-avoidance provision). This would be unexceptional were it not for the fact that the practice note does not refer at all to section 20, which reads ‘… where a non-resident person carries on business with a resident person with whom he is closely connected and the course of such business is so arranged that at produces … either no … or less than the ordinary profits which might be expected to arise in or derive from Hong Kong, the business done by the non-resident person … shall be deemed to be carried on in Hong Kong’. In other words, the tax authorities appear to be entirely ignoring the obvious TP section in Hong Kong’s tax legislation. This is possibly because of some perceived legislative defects in section 20; if so, and given that the tax authorities might also have technical difficulties with sections 16 and 17 in this area, this may mean that, in practice, they need to try and counter transfer pricing with the general anti-avoidance section, 61A. This would mean further potential technical difficulties for the tax authorities under this section, which in essence requires transactions to have a primary tax avoidance motive; and it could also cause concern for taxpayers, who may potentially face 300% tax penalties for section 61A adjustments.

			•	The tax authorities are clear, as is the practice note, that the TP rules apply to domestic as well as cross-border transactions. This has somewhat more significance than in other tax jurisdictions, since Hong Kong does not have domestic group relief. 

			•	The recent rapid expression of Hong Kong’s DTT network has started to impose potentially significant transfer pricing resource requirements (e.g. in relation to advance pricing agreements) on the local tax authorities.

			•	The authorities are clearly not just focusing more on TP generally but are also taking an increasingly aggressive stance on TP-related matters.

			In this context, it is important to appreciate two further practical aspects of Hong Kong’s domestic legislation. First, administratively, the tax authorities may generally reopen or initiate questions in relation to at least the past seven tax years. Second, technically, the legal burden of proof in any tax dispute rests on the taxpayer, not the tax authority. The combination of these two points has in practice meant that taxpayers may fail to defend, or may voluntarily concede, a position because they cannot adequately substantiate or refute it. 

			A sense of the practical importance of documentation in demonstrating the substance of transactions is perhaps given by Departmental Interpretation Practice Note 44. After saying that the tax authorities will generally follow OECD methodology and stating that TP documentation is not mandatory, it then spends approximately three pages indicating the documentation they might ‘require’ or consider ‘useful’. In other words, taxpayers in a position to provide robust documentation that demonstrates or substantiates their activities are more likely to win their cases; those that cannot are fairly likely to lose theirs.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the legislation that implements these OECD recommendations. However, the tax authorities have indicated they will generally adhere to the OECD’s approaches in this regard. Both experience and expectations fairly strongly suggest continued, if not increasing, focus on substance requirements and the need to positively demonstrate where substance is located and the value of that substance. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Whilst the tax authorities may challenge structures and transactions under section 61 of the Inland Revenue Ordinance (certain transactions and dispositions to be disregarded as artificial or fictitious), challenges will generally ultimately come under section 61A (which deals more generally with transactions designed to avoid tax). There is significant, and growing, case law in this area, but the two key points are perhaps that: (i) each transaction must be looked at on its own very specific facts; and (ii) for the section to operate, a relevant person must have a sole or dominant purpose of entering into the transaction to obtain a tax benefit. Where the section is operative, tax liabilities will be assessed as if the relevant transaction, or any part of it, had not been entered into or carried out, or in such other manner as the tax authorities consider appropriate to counteract the tax benefit that would otherwise be obtained. 

		

	
		
			Hungary 

			Authors: Dóra Máthé, Virág Lipták and Ágnes Varga

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The substance requirements have not gone through significant legislative developments over the past year. However, more legislative emphasis seems to be being placed on anti-abuse provisions. The CFC legislation got easier, however: if a Hungarian company has business relationships with a CFC, the tax deduction of the related cost requires a detailed pre-set documentation format that proves the business purpose.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The tax authority is paying increasing attention to substance and anti-abuse measures in its audit practice. This is especially true in the case of permanently loss-making companies with significant intra-group transactions and for companies with practically no physical assets or employees in Hungary.

			For example, in the case of service intermediary or IP sublicensing companies, the tax authority would like to see physical fixed assets in Hungary, physical evidence of the intermediated services/sublicensed IP and searches for employees in order to establish Hungarian substance.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to Hungarian domestic tax law,1 a company is considered to be a Hungarian tax resident where it: 

			•	is incorporated under Hungarian law; or 

			•	has its ‘place of management’ in Hungary. 

			The provisions of the Corporate Tax and Dividend Tax Act define the term ‘place of management’2 as the place where management has settled for ‘management’ of the company. According to Hungarian company law,3 the term ‘management’ means making all decisions related to corporate governance that do not fall within the powers of the shareholders’ meeting or any other corporate body pursuant to law or the articles of association. 

			As for companies established in Hungary, although Hungarian company law4 allows them to separate the statutory seat5 from the place of central business administration/management6 (which may also be transferred to any other EU Member State), they still qualify as Hungarian residents since their statutory seat remains in Hungary (based on the interpretation of Hungarian company law). The terms ‘statutory seat’7 and ‘place of central business administration/management’ have different meanings. The statutory seat (‘registered office’) is the office registered for company law purposes, which is to be marked by a company’s signboard. The statutory seat functions as the company’s mailing address, where all business and official documents are received, filed, kept and archived, and where the obligations set out in certain other corporate headquarters legislation are fulfilled. The place of decisions, place of essential management, place of the managing director’s activity is considered as the place of central business administration/management.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In practice, generally, the tax authorities take the following criteria into consideration in order to assess the residence and level of substance of a Hungarian company. The following list is neither cumulative nor exhaustive:

			 

			•	where strategic decisions are discussed and approved; 

			•	where the general management of the company is carried on as a whole as required by Hungarian law; 

			•	where usual administrative tasks and the development and periodic review of operational guidelines are performed; 

			•	whether the company’s bookkeeping is kept in accordance with Hungarian law; 

			•	where the company’s tax matters are managed; 

			•	how contact is maintained with the Hungarian authorities;

			•	where day-to-day management of the company is performed in general. 

			We would mention that Hungary’s regulations do not contain formal minimum-substance requirements. However, there are two general anti-avoidance rules in Hungary, which may also be applicable here, namely: 

			•	the abuse-of-law principle (i.e. rights should be exercised as they are intended to be);8 and 

			•	the ‘substance-over-form’ principle (i.e. the real substance of transactions should be considered when assessing their tax consequences).9 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			In the interpretation of tax treaties, Hungary follows the OECD MTC and its Commentaries. This is also supported by the fact that the Corporate Tax and Dividend Tax Act refers to the Convention and its Commentaries; and the enactment of Act XV of 1998 on the Convention on the Organisation for Economic Cooperation and Development has established a link with the OECD MTC and its Commentaries as a source of interpretation. 

			At this point, it should be noted that Hungary made the following formal observation on the Commentaries on article 4(24) OECD MTC,10 which were published on 17 July 2008, with the intention of requiring more substance for the ‘place of effective management’: 

			‘Hungary is of the opinion that, in determining the ‘place of effective management’, one should not only consider the place where the key management and commercial decisions that are necessary for the conduct of the entity’s business as a whole are in substance made, but should also take into account the place where the chief executive officer and other senior executives usually carry on their activities as well as the place where the senior day-to-day management of the enterprise is usually carried on’.

			Experience shows that the Hungarian Ministry of National Economy (responsible for technical interpretations of tax law) uses the OECD guidance and Hungary’s observation in its binding tax rulings. However, there does not yet appear to be any tendency to apply these interpretations in the audit practice of the tax and customs office. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Since Hungary is not a ‘common law system’, court cases have no direct effect on current legislation. 

			The influence of Cadbury Schweppes on Hungary’s law was limited. Of course, the notion of ‘wholly artificial arrangements’ in the Cadbury Schweppes case strengthened the ‘substance-over-form’ approach of the tax authorities. 

			In this respect, it should be noted that, in the past, the CFC rules (laid down by the Corporate Tax and Dividend Tax Act) contained a substance criterion, as no CFC rule applied to companies that had economic substance in their country of residence, economic substance meaning that the company carried on a production or sales activity as its main business with its own assets and own employees for the purpose of generating profit. This substance criterion has been abandoned and a new regulation was introduced on 1 January 2008 providing that, if the company is resident in an EU Member State or in an OECD member state or a country with which Hungary has a double tax treaty, it cannot be considered as a CFC. The CFC definition changed again and the current primary test looks to the tax rate and Hungarian ownership/Hungarian-source income. However, the active business test (‘real business presence’) still remains as a secondary form of proof in the case of EU, OECD and treaty countries if they are considered to be CFCs under the primary test. Therefore, it is unlikely that the Hungarian CFC rules are in conflict with the findings of the Cadbury Schweppes case. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			According to the OECD MTC Commentaries, the list in article 5(2) is subordinate to article 5(1). The Discussion Draft published by the OECD on 12 October 2011 regarding the interpretation and application of article 5 of the OECD MTC clarifies that the list of examples in paragraph 2 have to be interpreted in the light of paragraph 1. Hungary made no reservation or observation on this topic, nor is there any case law in this respect. In line with Hungarian law, the ‘place of management’ may give rise to the existence of a PE and thus a taxable presence in Hungary. In practice, the ‘place of management’ is attached to a physical place where the board takes decisions, which reinforces the creation of a PE.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Based on domestic rules, there is no withholding tax on dividends, royalties and interest paid to domestic or foreign entities. For this withholding tax exemption, no beneficial ownership test need be satisfied. Thus, from a Hungarian perspective, the term ‘beneficial owner’ may only be relevant if the recipients are not entities. 

			Hungary interprets the term ‘beneficial ownership’ only within the context of double taxation treaties. The ‘beneficial owner’ concept can be found in many of its double taxation treaties. However, neither its corporate income tax legislation nor its case law provides a definition of the concept. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Most of the double taxation treaties concluded by Hungary do not contain any LoB clause (only those with Singapore and Israel do). The US-Hungarian treaty is under renegotiation and the text of the yet to be enacted treaty text includes an LoB clause.

			As mentioned in 2.3, when interpreting tax treaties, Hungarian practice follows the OECD MTC and its Commentaries, as reference to the OECD rules is made by both the Corporate Tax and Dividend Tax Act and Act XV of 1998 on the Convention on the Organisation for Economic Cooperation and Development. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Hungary does not levy withholding tax on dividend, interest or royalty payments made from Hungary to a foreign entity. This tax-exempt treatment is applicable both within and outside the EU, as well as to payments between related and unrelated entities. Therefore, the Parent-Subsidiary and Interest & Royalties Directives are of no relevance to Hungary in this respect.

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The Hungarian legislation on transfer pricing does not contain any specific substance requirements. Nevertheless, Hungary’s TP regulations are based on the OECD Guidelines and the related supplementary protocols and accession declarations.11 Furthermore, it is common during TP audits for the tax authorities to base their arguments on the OECD Guidelines. As the OECD Guidelines and the latest publication of the OECD’s Report on Attribution of Profits to Permanent Establishments recognise the importance of substance when proving the arm’s length nature of transactions entered into between related parties, it has already been experienced in practice that the Hungarian tax authorities will look for evidence of substance when evaluating the arm’s length nature of intercompany transactions. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The tax authorities look to find a relationship between the legal terms of transactions and actual transactions, in terms of functions, risks and assets. They do not have specific guidelines to challenge business restructurings. However, as an active member of the OECD, Hungary tends to follow the OECD Guidelines and will look for evidence of real transfers of functions, risks and/or assets when taxpayers’ taxable income changes significantly. 

			There has been no change in the legislation implementing these OECD recommendations. However, as the OECD’s recent developments on business restructurings would tend to indicate that challenges in substance will need to be argued based on TP principles, any possible consequences of failing to prove the arm’s length nature of, or any lack of substance in relation to, business restructurings or simple intercompany transactions will take the form of TP-related penalties. TP adjustments made by the tax authorities may result in a tax penalty of 50% on any additional tax payable12 plus interest for late payment of the tax at twice the base rate of the National Bank of Hungary,13 which is currently running at 7%. 

			In the past few years the Hungarian tax authorities have been paying significant attention to model changes, for example from contract manufacturer to toll manufacturer or from full-risk distributor to limited-risk distributor. In the tax audit process, we have experienced extensive information requests containing questions regarding changes in the functional and risk profiles of companies and the functions and education levels of certain employees.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As mentioned, the Hungarian TP legislation does not include any specific requirements on substance, but the tax authorities often refer to the OECD Guidelines to substantiate their findings. 

			Therefore, as in other countries, the tax authorities are likely to follow the OECD Guidelines to substantiate penalties for transactions between related parties not performed at arm’s length. The topic is especially in focus of the tax authority in cases where companies with significant related-party transactions make permanent losses. As mentioned, the substance of transactions performed between related parties (real functions, risks and assets used) is at the present time becoming a relevant topic in determining the arm’s length nature of such transactions, and therefore the tax authorities may refer to the OECD Guidelines and the OECD’s Report on Attribution of Profits to Permanent Establishments to argue that the arm’s length principle is not being complied with. 

			1 Sections 2(2) and 2(3) of Act LXXXI of 1996 on Corporate Tax and

			 Dividend Tax.

			2 Section 4/35, Corporate Tax and Dividend Tax Act.

			3 Section 21(1), Act IV of 2006 on Business Associations.

			4 Section 7/B, Act V of 2006 on Company Publicity, Company Registration Procedure and Liquidation.

			5 Székhely in Hungarian.

			6 Központi ügyintézése helye in Hungarian.

			7 Section 7(1), Act V of 2006 on Company Publicity, Company Registration Procedure and Liquidation.

			8 Section 2(1), Act XCII of 2003 on the Rules of Taxation.

			9 Section 1(7) of the Rules of Taxation Act.

			10 Comm. 2008 MTC, article 4, 26.4.

			11 Article 11 of Decree No. 22/2009 (X.16.) of the Minister of Finance on the Documentation Requirements Pertaining to the Determination of Arm’s Length Prices.

			12 Section 170(1), Rules of Taxation Act.

			13 Section 165(2), Rules of Taxation Act.

			

		

	
		
			India 

			Authors: Rahul K. Mitra, Amitava Sen and Bishan K. Seal

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The government is placing greater focus on introducing anti-abuse provisions into India’s tax laws1 with the dual objectives of plugging the flow of unaccounted (untaxed) money and assets into the Indian economy and strengthening the country’s taxing rights over international business dealings that have a close economic nexus with India or derive significant value from tangible or intangible assets situated there. At the same time, it is targeting suspected tax evasion in intra-group cross-border trade through stronger transfer pricing laws. The tax authority is also developing skills and experience in managing high-profile tax investigations and litigation. 

			Some of the recent legislative developments worth noting are:

			•	proposed introduction of a Direct Tax Code,2 which will completely revamp the income tax legislation and contain a number of anti-abuse measures like general anti-avoidance rules, a ‘place of effective management’ test for tax residence and controlled foreign corporation rules;

			•	the Finance Act 2011 expanded the ambit of the transfer pricing provisions to third-party dealings with entities located in notified tax havens;3

			•	the Finance Bill 2012 proposes4 various anti-abuse or similar measures (some of which were also proposed in the Direct Tax Code:

			−	introduction of general anti-avoidance rules;

			−	amendments to the ambit of the source-rule taxation of capital gains arising from indirect transfers of assets situated in India;

			−	enhancement of the tax authority’s powers for reopening completed tax audits in the case of income escaping assessment;

			−	application of transfer pricing provisions to domestic related-party transactions;

			−	mandatory requirement to obtain a tax residence certificate for payees to claim tax treaty benefits.

			•	the government is renegotiating tax treaties with many countries to introduce limitation of benefit clauses or similar anti-abuse provisions;

			•	they are also signing a number of tax information exchange agreements, with a focus on countries where offshore financial dealings are popular, such as the Bahamas, the British Virgin Islands, the Cayman Islands and Bermuda.

			Direct Tax Code

			The Finance Ministry initiated steps to replace the income tax legislation that has been in force since 1962 by introducing the Direct Tax Code Bill in 2009. The basic intent was to introduce internationally recognised taxation regimes that had so far been lacking in the existing legislation, but the Finance Ministry wanted an open debate before bringing in the changes. The Code was tabled before parliament and for public comment but it received wide criticism from taxpayers, forcing the Ministry to make further amendments before releasing an updated bill in 2010. However, this also attracted criticism. Parliament subsequently formed a standing committee to review the 2010 bill, which reported in March 2012, suggesting various changes and recommendations. Though the Direct Tax Code was aimed to be operative from 1 April 2012, the legislative process is likely to take longer than expected. 

			Among a number of changes, with respect to substance, the Direct Tax Code Bill aligned the tax residence tests with international practice by introducing the concept of ‘place of effective management’ as against the ‘effective control and management’ test under the current tax laws. It also incorporates CFC and general anti-abuse provisions. Since the bill is yet to be finalised, the proposed changes are not discussed in further detail here.

			Anti-abuse provisions in the Finance Bill 2012

			The Finance Bill 20125 introduces some of the key anti-abuse proposals contained in the Direct Tax Code Bill. One of the headline-grabbers was the introduction of general anti-abuse rules as from financial year 2012-13. It is proposed empowering the tax authorities to declare any transaction/arrangement an ‘impermissible avoidance arrangement’ and determine the tax on it if it is entered into with the main objective of tax abuse or obtaining tax benefits and it lacks commercial substance. 

			As per the draft law, an impermissible avoidance arrangement is one whose main purpose is to obtain a tax benefit and that satisfies at least one of the four additional tests:

			•	it creates rights and obligations not normally created between parties dealing at arm’s length;

			•	it results, directly or indirectly, in the misuse or abuse of provisions of the Income Tax Act;

			•	it lacks or is deemed to lack commercial substance;

			•	it is entered into or carried out in a manner normally not employed for bona fide purposes.

			The draft law also states that an arrangement is deemed to lack commercial substance if:

			•	the substance of the arrangement as a whole is inconsistent with or significantly different from its individual steps;

			•	it involves round-tripping or imposition of artificial/pass-through entities or transactions meant to disguise the underlying elements of the transaction;

			•	it involves location of an asset or tax residence in a country without any substantial commercial purpose other than to obtain tax benefits.

			 

			The draft provisions place the burden of proof on the taxpayer to establish that the main purpose of an arrangement is not to obtain tax benefits and also says that, if any single step or part of the arrangement is aimed at obtaining tax benefits, then the whole arrangement is presumed to be carried out for that purpose even if the overall arrangement has substance. Therefore, it would be imperative for taxpayers to demonstrate that an arrangement has substance and is not entered into with the sole intention of tax planning/avoidance. If the general anti-abuse rules are invoked, tax treaty benefits will not apply and the tax authority will have wide powers to disregard or reconstruct the impugned transaction. However, the bill provides for a dual-stage administrative review before the general anti-abuse rule is invoked for any transaction, with taxpayers having a right of representation. 

			The other major change in the Finance Bill 2012 is the standard ‘clarification’ to section 9 of the Income Tax Act. This section defines the right to tax income of a non-resident deemed to accrue or arise in India, whether directly or indirectly, through or from any form of business connection, property, asset or source of income in India or through the transfer of a capital asset situated there. 

			The courts have held that section 9 relates to jurisdiction over the transaction within India and cannot extend to extra-territorial jurisdiction if the initial transaction has no direct link to any capital asset situated in India (i.e. the situs test, which is also present in most Indian tax treaties). Though the term ‘indirectly’ is included in section 9, in the recent landmark ruling of Vodafone International Holding BV,6 the Supreme Court took a positive view and rejected the tax authorities’ claim to extend their reach to extra-territorial transfers of capital assets that purportedly had an underlying link to capital assets situated in India (discussed in 1.2). Within a month of this landmark ruling, several amendments were proposed in the Finance Bill 2012 by way of ‘clarification’ of section 9, applying retrospectively from the very commencement of the Income Tax Act (i.e. 1961). The primary objective of this crucial amendment is apparently to thwart the effects of the Supreme Court ruling in favour of the tax authority. 

			In a move that has raised further concerns and attracted criticism from global investors in India, a ‘validating clause’ has been proposed in the Finance Bill 2012 which upholds any past tax demand or tax collection by the tax authority on account of such indirect transfers of capital assets, despite any judicial precedents to the contrary. The clause provides that such past action will be deemed valid under the law as amended by the bill. There is widespread apprehension that the tax authorities may be wanting to use the clause to take aggressive action to tax closed global deals of earlier years. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			As discussed, the government is taking active steps to introduce anti-abuse measures to protect the country’s tax base and attack the flow of unaccounted money. In tandem with these efforts, the tax authority is stringently (and, often, aggressively) assessing tax positions on the basis of substance principles. Some of the common tax litigation issues that have cropped up over the past few years involving anti-avoidance or substance issues are: 

			•	taxation of extra-territorial transfers of shares purportedly deriving value from Indian assets;

			•	transfer pricing adjustments for excessive marketing and promotion services by Indian companies on the alleged claim that marketing intangibles are being created for the overseas brand-owner;

			•	taxation of payments for software and connectivity charges, as royalty income;

			•	taxation of offshore supplies of equipment or services, based on the premise that such offshore supplies are attributable to an Indian permanent establishment.

			At the same time, the government has taken measures to protect taxpayers’ interests and ensure certainty in tax positions by introducing administrative mechanisms like the Dispute Resolution Panel, (proposed) advance pricing agreements and a (proposed) General Anti-abuse Rule Approval Panel. Taxpayers can use these forums to defend and ascertain their uncertain tax positions. India also has an effective advance rulings mechanism for determining the tax liability of non-residents.

			>	Vodafone ruling and taxation of extra- territorial transfers

			The proposed retrospective amendment of section 9 proposed in the Finance Bill 2012 with respect to the taxation of indirect transfers of assets would tend to completely negate the landmark Vodafone ruling, which was handed down by the Supreme Court in January 2011 and was the culmination of five years of litigation. The dispute concerns Vodafone’s 2007 acquisition of a 67% stake in Hong Kong-based Hutchison Telecom for HKD 11.2 billion. Although the deal, executed between a Netherlands-based subsidiary of Vodafone and a Hutchison unit, was sealed overseas, the Indian tax authorities argued that the underlying asset was based in India and the transaction was within the ambit of section 9. Consequently, it held that Vodafone should have deducted withholding tax for the resultant capital gains and the tax authority sought to recover the tax due from Vodafone.

			•	The Supreme Court acknowledged ‘the cardinal principle’ as laid down by the English courts relying on the Westminster case,7 which states that, ‘given that a document or transaction is genuine the court cannot go behind it to some supposed underlying substance’.

			•	The Supreme Court held that the onus is on the tax authorities to allege and establish abuse in the case of a holding structure where it is formulated/created with the aim of tax avoidance. In application of a judicial anti-avoidance rule, the tax authority may invoke the ‘substance-over-form’ principle or the ‘piercing the corporate veil’ test ‘only after it is able to establish on the basis of the facts and circumstances surrounding the impugned transaction that it is a sham or tax avoidant’. If a structure is used for circular trading or round-tripping or to pay bribes, then, though having legal form, it should be disregarded by application of the ‘test of fiscal nullity’. 

			•	Similarly, in a case where the tax authorities find in a holding structure that an entity with no commercial/business substance has been interposed merely to avoid tax, then, applying the test of fiscal nullity, it would be open to them to disregard the inter-positioning of that entity. However, this has to be done from the outset. The tax authority’s or court’s task is to ascertain the legal nature of the transaction and, in so doing, to look at the entire transaction as a whole and not adopt a dissecting approach. ‘The tax authority cannot start with the question as to whether the impugned transaction is a tax deferment/saving device but should apply the ‘look at’ test to ascertain its true legal nature’.

			•	Applying these tests, the Supreme Court stated that every strategic foreign direct investment coming to India as an investment destination should be seen holistically. In so doing, the tax authority and courts should bear the following factors in mind: the concept of participation in investment, the time for which the holding structure exists; the period of business operations in India; the generation of taxable revenues in India; exit timing; and business continuity on exit. ‘Thus, the onus will be on the tax authorities to identify the scheme and its dominant purpose. The corporate business purpose of an impugned transaction is evidence of the fact that it is not undertaken as a colourable or artificial device. The stronger the evidence of a device, the stronger the evidence of a corporate business purpose must be’.

			•	Applying the ‘look at’ test in order to ascertain the true nature and character of the transaction, the Supreme Court found that Vodafone’s deal was a bona fide structured foreign direct investment into India that fell outside her territorial tax jurisdiction, and hence was not taxable.

			•	The Supreme Court took the view that a foreign direct investment flows towards the location with a strong governance infrastructure, which includes the enactment of laws and how well the legal system works. Certainty is integral to the rule of law. ‘Certainty and stability form the basic foundation of any fiscal system. Tax policy certainty is crucial for taxpayers (including foreign investors) to make rational economic choices in the most efficient manner’. 

			•	The Supreme Court further said that legal doctrines like ‘limitation of benefits’ and ‘look through’ are matters of policy. It is for the government of the day to have them incorporated in treaties and laws so as to avoid conflicting views. Investors should know where they stand. That also helps the tax administration enforce the tax laws. 

			Apart from the Vodafone ruling, various others have dealt with the issue of indirect transfers of shares, the applicability of section 9(1) and ‘substance-over-form’ (including the lifting of the corporate veil). 

			•	In Merieux Alliance,8 MA (a French company) had a 100% subsidiary, ShanH (also a French company), which held 80% of the shares in Shanta (an Indian company). MA sold 20% of the ShanH shares to GIMD (another French company). Thereafter, MA and GIMD together decided to sell all their shares in ShanH to Sanofi. The question before the Authority for Advance Rulings was whether the sale might or might not attract tax liability in India. The rulings authority said that, on a literal reading of article 14(5) of the Indian-French tax treaty, the transfer of ShanH shares in that case could only be taxed in France. However, the tax authority was of the view that, since the situs of the underlying assets could not be ignored and the underlying assets and controlling interest were those of a company incorporated in India and resident in India, they should be taxed in India. The rulings authority found that what was involved in the transaction was an alienation of the assets and controlling interest of an Indian company and concluded that it was part of a scheme for the avoidance of tax and, accordingly, the scheme had to be ignored and the gain from the transaction was taxable in India. The rulings authority further emphasised that, even though there was no alienation of shares in an Indian company under a literal interpretation of article 14(5) of the treaty, a purposive construction of the provisions led to the conclusion that the capital gains arising out of the transaction were taxable in India. It noted that the essence of the transaction takes within its sweep various rights including a change in the controlling interest of an Indian company having assets, business and income in India. Accordingly, the sale of shares by the non-resident was held to be taxable in India in terms of article 14(5) of the Indian-French tax treaty.

			•	In Ardex Investments Mauritius Ltd,9 shares in an Indian company were sought to be transferred by a Mauritian company to a German subsidiary of the group. The first shares were purchased by the Mauritian entity almost ten years before the sale and the shareholding had steadily increased over that time. The Mauritian subsidiary was held by a UK company. The question before the rulings authority was whether the transaction was subject to tax in India under article 13(4) of the Indian-Mauritian tax treaty. The authority observed that the arrangement had not come into being all of a sudden. Even if the Mauritian subsidiary had been formed with an eye to the Indian-Mauritian treaty, at worst it might be an attempt to take advantage of the treaty. But, that by itself could not be viewed or characterised as objectionable treaty shopping. Based on that theory, it would be difficult to conclude that the proposed transaction would be not be governed by the treaty. The decision in Azadi Bachao Andolan10 even went so far as to hold that treaty-shopping is not in and of itself taboo. The rulings authority said that it could look into the steps undertaken in effecting the transaction and ascertain whether they constituted a tax-avoidance scheme. But, in a case of this nature, where the shares had been held for a considerable time before being sold in a regular commercial transaction, it could not start an enquiry into who made the original investment to acquire the shares and the attendant consequences of that. On this reasoning, the authority held that the proposed sale of the shares by the Mauritian holding company was not chargeable to tax in India in view of article 13 of the Indian-Mauritian tax treaty. 

			From the above, it is clear that the rulings authority took divergent views on similar issues. In Merieux Alliance, it relied on the principle laid down by the Supreme Court in McDowell and held that the essence of the transaction takes within its sweep various rights including a change in the controlling interest of an Indian company having assets, business and income in India and the sale of shares by the applicant was therefore held to be taxable in India. On the other hand, in the case of Ardex Investments, it relied on the Supreme Court’s dicta in Azadi Bachao Andolan and held that the arrangement was not structured precipitously and could not be viewed or characterised as objectionable treaty shopping.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			The Income Tax Act has special rules on tax residence for individuals and corporates.11 A company is said to be resident in India for a previous year if:

			•	it is an Indian company; or 

			•	during that previous year, control and management of its affairs was situated wholly in India. 

			Under domestic law, a ‘company’ means an Indian company, any body corporate incorporated by or under the laws of a country outside India, or any institution, association or body which is declared to be a company by its board. 

			A non-Indian company will be deemed to have been resident in India in any previous year if, during that year, control and management of its affairs was situated in India. The expression ‘control and management’ signifies controlling, directive power, the ‘head and brain’, as it is sometimes called, and ‘situated’ implies the functioning of such power at a particular place with some degree of permanence. This means central control and management, not day-to-day business, which can be dealt with by employees or agents. The decision of the House of Lords in De Beers Consolidated Mines Ltd v. Howe12 underlined the test for determining ‘control’ by looking at where ‘central management and control’ actually abides. However, the question also depends on management facts and not on the physical situation of that which is managed. It is the actual ‘place of management’ of a company and not the place where it ought to be managed that fixes its residence.13 Consequently, in order to consider a non-Indian company as resident in India during any previous year, it must be established that it de facto controls and manages its affairs in India. 

			Test of residence under the Direct Tax Code

			The Direct Tax Code is proposing the ‘place of effective management’ test for determining the tax residence of a foreign company, in line with what most of India’s tax treaties provide as a tie-breaker rule. As per the 2010 draft code, the test would look at:

			•	the place where the board of directors of the company or its executive directors, as the case may be, make their decisions; or

			•	in a case where the board of directors routinely approve the commercial and strategic decisions made by the executive directors or officers of the company, the place where such executive directors or officers of the company perform their functions.

			Introduction of the ‘place of effective management’ test as the test of residence may pose challenges for Indian outbound companies and multinational groups that are managed from India. While the existing ‘control and management’ test may not have created tax risks, the ‘place of effective management’ test would look at the functioning of the group’s board of directors and executives under a different evaluation parameter. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In order to determine the residence of a non-Indian company, the tax authorities necessarily take account of the facts and circumstances of the case in primarily concluding whether a company’s control and management is wholly situated in India. 

			The following criteria may be considered as an indicative list: 

			•	scrutiny of the business and trading activities of the company in determining whether key decisions are taken in India;

			•	whether board meetings are regularly held in India; 

			•	the presence in India of a key managerial person who actually controls and manages the company.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			India’s tax laws have always relied on the ‘substance-over-form’ principle in determining tax residence in an OECD context. In the case of a non-Indian company, it is the place of ‘effective management and control’ of the company’s affairs that determines tax residence. Thus, the fundamental question is whether key, strategic decisions are always taken in India. For companies, one of the measures in determining effective management is the place where the board meetings are regularly held. If they are always held in India, a non-Indian company will be deemed to be resident in India. 

			Conversely, it is also true that, if the mere day-to-day administration of a company is performed in India whereas its control and management is situated in a foreign country, then it will not be resident in India. Accordingly, if an employee or agent merely carries out day-to-day activities under the control and direction of a management body of the company situated in a foreign country, it will not be a resident company. 

			This position may change following introduction of the ‘place of effective management’ test for residence.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Currently, Indian tax law is not influenced significantly by EU law or practices, and because India also does not have CFC legislation, case law in this field has not come within judicial contemplation. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Most of India’s tax treaties stipulate ‘place of management’ as a condition for creating a fixed place of business. However, there has not been much judicial evaluation or any administrative guidance on this particular aspect of creating PEs. The issue of ‘effective management’ was considered in the context of article 8 (shipping income) of the Indian-Mauritian tax treaty in the case of Integrated Container Feeder Service,14 where the Tax Tribunal held that the words ‘place of effective management’ refer to a place from where the day-to-day affairs of the company are factually and effectively managed and controlled and not the place in which ultimate control of the company might reside. In that case, the tribunal found that the ‘place of management’ of the taxpayer’s shipping business was Dubai rather than Mauritius and therefore refused the taxpayer’s claim under the Mauritian treaty. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Various Indian tax treaties mention the notion of ‘beneficial owner’ for the purposes of claiming beneficial tax rates. However, there is no definition of ‘beneficial ownership’ in India’s domestic law. For the purpose of determining withholding tax rates on interest or royalty payments, the tax authorities look at the beneficial ownership of the income. 

			The issue of treaty shopping has been in the limelight in India, in relation to the favourable capital gains tax clause in the Indian-Mauritian tax treaty. This long-standing dispute was finally decided by the Supreme Court in the Azadi Bachao Andolan case, where the court held that an act that is otherwise valid in law can be treated as non est merely on the basis of an underlying motive supposedly resulting in some economic detriment or prejudice to the national interest. This judgment has provided significant support to legitimate tax-planning tools, where tax structures may not be challenged by the tax authorities merely on the basis of assumed underlying intentions of tax evasion. 

			One of the earlier cases involving the ‘substance-over-form’ issue was McDowell before the Supreme Court. There, the majority of judges held that tax planning may be legitimate provided it is within the framework of the law. Colourable devices cannot be part of tax planning, and it is wrong to encourage the belief that it is honourable to avoid the payment of tax by resorting to dubious methods. However, this case itself has been subject to debate in various other court decisions. 

			The Supreme Court has also dealt with the ‘substance-over-form’ issue, and stopped short of accepting the doctrine in its entirety in many other cases such as Motors & General Stores15 and Gillanders Arbuthnot.16 In the court’s view, the legal effect of a transaction cannot be displaced by probing into the ‘substance of the transaction’. It held that, in the absence of any suggestion of bad faith or fraud, the true principle is that a taxing statute has to be applied in accordance with the legal rights of the parties to the transaction. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			India’s tax laws do not make direct reference to the OECD rules, but various court cases have referred to the OECD Guidelines as an external aid to interpreting her tax treaties. 

			Her tax laws do not contain LoB clauses, although the issue of treaty shopping was dealt with in the Azadi Bachao Andolan case. Very few Indian tax treaties contain LoB clauses, significant exceptions being those with the USA and Singapore. 

			The Finance Bill 2012 proposes introducing general anti-abuse rules which provide for tax-treaty override in the case of ‘impermissible avoidance arrangements’. Hence, going forward, the tax authority may be able to limit tax-treaty benefits based on substance or beneficial ownership principles.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			India’s TP laws are based on the OECD framework. However, the law does not make any direct reference to the OECD Guidelines or any of their principles. India’s TP laws state that the most appropriate TP method is to be selected based on the specific characteristics of the transaction, the functional and risk profile of the transacting parties and the contractual terms between the parties (whether written or otherwise). 

			In the Sony India case, the tax authorities took a plea of ‘substance-over-form’ for certain categories of expense reimbursement, and rejected them as regular income of the taxpayer. However, the court held that the contract terms should be recognised and that, under tax law, actual transactions as entered into between the parties should be given their due consideration. The court judged that the authorities had no right to re-write the transaction unless it was held to be sham or bogus or entered into by the parties in bad faith in order to avoid or evade tax. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			India’s tax laws are not directly influenced by the OECD’s work on chapter 9 or the new article 7 of the OECD MTC. However, since India has been playing a greater role in the OECD’s policy affairs (as an Enhanced Engagement nation), it is expected that the OECD’s tax policies may have a greater impact on the Indian tax regime. As things currently stand, the tax authority is placing greater focus on business restructurings and transactions involving intangibles; thus, in the near future, there may be more instances of the new OECD positions on business restructuring coming up for consideration in an Indian context.

			In relation to profit attribution, it is worth noting that India has stated its reservations on the commentary to article 7 in both the 2008 and the 2010 OECD MTCs. Thus, at a tax policy level, one might believe that India does not generally accept the OECD’s authorised approach for profit attribution. But, what creates uncertainty for taxpayers is that India has not released any alternate viewpoint or administrative guidance for profit attribution. Hence, the reservation on the OECD’s position is a negative step which will possibly create uncertain tax risks for foreign taxpayers that have permanent establishments in India.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			In the past, India’s tax laws did not set out any specific guidelines on challenging business restructurings. But, it is expected that the proposed general anti-abuse provisions will give the tax authorities the mandate they seek to challenge business restructurings. Under the draft general anti-abuse provisions in the Finance Bill 2012, they can take a number of steps to deal with an ‘impermissible avoidance arrangement’, such as:

			•	disregarding, combining or recharacterising the transaction or any part of it;

			•	treating the arrangement as if it had not been entered into at all;

			•	disregarding any party to the transaction who is interposed in an arrangement with mala fide intentions; 

			•	reallocating between the transacting parties any income, expenditure or deduction claimed;

			•	treating the residential status or situs of an asset differently from what the arrangement provides; and

			•	disregarding any corporate structure by looking through the arrangement.

			1 As laid down in the Income Tax Act 1961 and the Income Tax Rules 1962, along with administrative circulars, notifications and instructions.

			2 The Direct Tax Code was initially proposed to be effective from financial year 2012-13 but the government is still in the process of finalising the draft released for public comment in 2010.

			3 The government has not yet given notice of any tax haven territory for the purposes of this provision.

			4 The Finance Bill 2012 will be subject to parliamentary debate and approved as the Finance Act 2012, whereby the proposed changes will be incorporated in the Income Tax Act 1961.

			5 Announced on 16 March 2012.

			6 Civil Appeal No. 733 of 2012 arising out of SLP (C) No. 26529 of 2010.

			7 Commissioners of IR v. His Grace the Duke of Westminster, [1935] All ER 259.

			8 AAR Nos. 846 & 847 of 2009.

			9 AAR No. 866 of 2010.

			10 Civil Appeals Nos. 8161-8162 of 2003, Civil Appeals Nos. 8163-8164 of 2003 (SLP (C) Nos. 22521-22522, 20192-20193 of 2002).

			11 Section 6, Income Tax Act 1961.

			12 (1906) 5 TC 198 (HL).

			13 House of Lords, 16 Oktober 1959, Unit Construction Co Ltd. v. Bullock (Inspector of Taxes), [1959] 3 All ER 831.

			14 Appeal No. 5083 (Mum.) of 2003 [Assessment Year 1998-99] [2005] 96 ITD 371 (MUM.).

			15 (1967) 66 ITR 692 SC.

			16 (1973) 87 ITR 407 SC.

		

	
		
			Indonesia 

			Authors: Ray Headifen and Runi Tusita

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last two to three years)

			Beneficial ownership – new requirements introduced to apply tax treaty rates

			The most significant development in respect of substance and anti-abuse measures was the introduction of new rules regarding the ability to apply tax treaty rates to income subject to a beneficial ownership requirement under a relevant treaty. The rules essentially apply a series of tests to ascertain whether the recipient of the income can be regarded as the beneficial owner. See 3.1 for more detail on this point. 

			Indirect transfer of shares in an Indonesian company can be subject to tax in certain situations

			In the new Income Tax Act, which came into force on 1 January 2009, several anti-abuse measures were introduced with regard to arrangements involving conduit or special purpose companies. In particular, these measures can tax indirect transfers of shares in an Indonesian company by deeming them sold. 

			According to general principles, the sale of shares in an Indonesian company (not listed on the stock exchange) by a non-resident is subject to a final tax of 5%, calculated on the sales consideration. Where the buyer is a non-resident, the Indonesian company whose shares are sold is responsible to account for and pay the tax. A tax treaty may potentially provide an exemption from this tax. The sale of a listed company’s shares is subject to a final tax of 0.1% based on the sales consideration. 

			Under the Income Tax Act, the sale or transfer of shares in a conduit or special purpose company established or domiciled in a tax-haven country that has a special relation with an entity that is established or domiciled in Indonesia or a permanent establishment in Indonesia can be deemed a sale of the Indonesian company’s shares or the Indonesian permanent establishment, with consequent tax implications: the deemed sale is subject to a 0.5% final WHT. There may be an exemption from the Indonesian tax charge if the person selling the shares in the conduit company is tax resident in a tax treaty country. 

			Anti-avoidance provisions regarding the use of special purpose companies

			A taxpayer who purchases shares or assets in a company through another party or entity that is specially established for that purpose (a special purpose company) can be deemed the party actually making the purchase. This only applies if the taxpayer possesses a special relation with the other party or entity and the pricing of the transaction is unfair. For example, where a domestic company, A, establishes an offshore SPV for the purpose of purchasing another domestic company, B, and the pricing is not arm’s length, A will be considered the purchaser of B. Whilst not clear from the Income Tax Act, it appears that any subsequent sale of B is regarded as a sale by A. 

			New implementing regulation on CFC rules

			A new implementing guideline was issued on the controlled foreign company rules at the end of 2010, which provides further guidance for reporting deemed dividends, tax calculations and foreign tax credit claims on CFC income. The new CFC rule applies to Indonesian investments in all foreign countries (not just in companies in low-tax jurisdictions). The only situation in which the rules do not apply is where the CFC, shares are listed on a recognised stock exchange. The rules are triggered where Indonesian taxpayers, either individually or collectively, hold more than a 50% interest in a foreign company. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			There has been increasing attention by the tax authorities to the rules outlined in 1.1. This is particularly so with the new rules applying to the use of tax treaty rates. If no Director General of Taxation (‘DGT’) Form 1 is provided or the DGT Form 1 tests cannot be satisfied, the tax authorities have been very rigid in disallowing reduced tax treaty rates. 

			There has also been greater scrutiny of mergers and acquisitions involving overseas sellers or purchasers, particularly where tax-haven countries (an undefined term) are involved. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			The domestic rules on the definition of tax residence are:

			•	corporate tax resident – a company established or that has its ‘place of management’ in Indonesia. A foreign company carrying on business through a permanent establishment in Indonesia generally assumes the same tax obligations as a resident taxpayer in relation to the permanent establishment’s activities;

			•	individual tax resident – individuals residing in Indonesia, or present in Indonesia for 183 days or more within a 12-month period, or present in Indonesia during a fiscal year and intending to reside in Indonesia.

			An implementing DGT regulation was issued at the end of 2011 to detail the coverage of tax residents and non-tax residents:

			•	Individual taxpayers – expatriates The regulation sets down a broad definition of ‘domiciled in Indonesia’ and ‘intention to reside in Indonesia’. An individual domiciled in Indonesia who later moves overseas may still be considered as having a domicile in Indonesia if his presence overseas is migratory, and he resides in Indonesia for more than 183 days within a period of 12 months.

			•	Individual taxpayers – Indonesian citizen An individual who is an Indonesian citizen working overseas for more than 183 days within a period of 12 months is a non-resident tax subject, provided he resides permanently overseas and is recognised as a tax resident of the overseas country. If the individual fails to provide evidence of overseas tax residence (e.g. an overseas tax identification number), he is considered as an Indonesian-resident taxpayer. Non-residents’ income for work outside Indonesia and income originating from outside Indonesia is not subject to income tax in Indonesia. If the individual receives income originating from Indonesia, the income is subject to income tax in accordance with the prevailing taxation regulations.

			•	Permanent establishment Aside from the typical situations in which a non-resident may have a permanent establishment in Indonesia (e.g. a fixed place of business), a permanent establishment will also be deemed to exists if the non-resident has its seat or domicile of management in Indonesia. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			See 2.1 for comments on determining residence. 

			Furthermore, the implementing DGT regulation referred to above stipulates that:

			•	An individual residing in Indonesia is an individual who:

			−	has a place of residence in Indonesia used by him as a permanent dwelling (which is not temporary in nature and not a place of transit), a place occupied by him in the ordinary course of life, a place of habitual abode; or

			−	is born in Indonesia and still living in Indonesia.

			•	A corporate domiciled in Indonesia is an entity:

			−	that has its domicile in Indonesia as indicated in the deed of establishment of the corporate;

			−	that has its head office in Indonesia;

			−	whose centre of administration and/or centre of finance is located in Indonesia;

			−	that has an office for executives in Indonesia exercising control over it;

			−	whose management conducts meetings in Indonesia to make strategic decisions; or

			−	whose management resides or is domiciled in Indonesia.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Indonesia is not a member of the OECD and does not formally adhere to its rules. However, in many cases, OECD rules have been used as a reference in tax processes, such as tax audit or tax appeal procedures, even though there is no requirement to follow them. In addition, although they do not officially refer to the rules, some Indonesian tax regulations adopt the generally accepted approach used under them.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable) 

			EU law and other countries’ law can be influential in determining matters such as residence, but there is generally some reluctance on the part of the tax authorities and tax courts to readily accepting overseas legal principles. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a PE originate from mere management tasks (without giving rise to taxable residence)? Examples?

			The DGT regulation elaborates on considerations in determining a PE based on a ‘place of management’. 

			The ‘place of management’ is where the day-to-day running or routine activities/operations of a company are undertaken: these activities can therefore constitute a PE. They do not need to extend to conducting control over the entire company or making strategic decisions. 

			Effective management can also create a PE under certain treaties where significant management and commercial decisions are made or management makes decisions in the corporate interests.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			As outlined in 1.1, Indonesia has introduced new rules in respect of persons seeking treaty benefits. These rules are targeted at preventing the misuse of tax treaties. They are predominantly aimed at preventing the use of conduit companies or pass-through entities.

			The new rules are outlined in two DGT regulations (commonly referred to as Regulation 61 and Regulation 62), as subsequently amended. 

			With respect to treaties that have a beneficial owner requirement (generally in the case of dividends, interest and royalties), Regulation 61 imposes a set of criteria that must be met to enable a lower, tax-treaty rate to be applied (essentially a beneficial ownership test). If all the following tests can be satisfied, no treaty abuse is deemed to have occurred:

			•	the company was established in the tax treaty country or the transaction was structured other than with the mere intention of enjoying tax treaty benefits;

			•	the company’s business activities are managed by its own management, which has sufficient authority to carry out the transaction;

			•	the company has employees;

			•	the company has an active business;

			•	the income received from Indonesia is taxable in the recipient’s county;

			•	the company does not use more that 50% of its total revenue to fulfil its obligations to other parties, such as interest, royalties or other compensation payments.

			To validate a lower Withholding tax rate, the overseas person must complete a form (as provided by the tax authorities) containing a series of questions and get the form stamped by the relevant overseas tax authority. This form is commonly referred to as DGT Form-1. The overseas tax authority is asked to stamp a box stating that the non-resident is a resident of the relevant country – there is no explicit request for the overseas authority to validate the non-resident disclosures. A certificate of tax residence issued by the overseas tax authority can be accepted in substitution of Form DGT-1 being stamped, provided it meets certain conditions. In these cases, it is important to note that Form DGT-1 must still be completed in all other respects. 

			In particular, the criteria as outlined above are asked as questions and they must all be answered in the affirmative in order for the certificate to be valid.

			In practice, this requirement has created difficulties. For example, in a multinational group structure, it is common to have an investment company hold ownership of the multiple operating companies. The holding company may even be owned by a parent company in the same tax jurisdiction. However, it is likely to have difficulty in meeting the ‘sufficient employee’ test, the ‘active business’ test or the 50% test. In these cases, there is no treaty abuse but no resolution of the issue has yet been found. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			The overall concept adopted in the domestic tax regulations is reasonably consistent with the OECD rules, although no formal reference is made to the OECD rules. 

			With regard to LoB clauses, some tax treaties have embedded them, e.g. the one with the USA. Individual treaties need to be checked.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			 Not applicable. 

			4	Transfer pricing 

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Under Indonesia’s Transfer Pricing Regulations PER-43/PJ/2010, issued in September 2010, and PER-32/PJ/2011, issued in November 2011, the tax authorities apply three tests in applying the arm’s length principle to payments for intangible assets and the provision of services. Two of the three tests relate to the substance of the transaction. Failure to pass any of them may result in the tax authorities fully or partially denying the deductibility of the expenses. 

			The following paragraphs outline the three substance tests laid down for royalty and intra-group service transactions.

			Royalty transactions

			>	Test 1 – Prove the existence of the intellectual property being licensed

			If the IP is a trade mark or patent, documents that may be accepted by the tax authorities to pass this test are a trade mark or patent registration, either overseas or in Indonesia. The tax authorities also often expect a taxpayer to be able to provide supporting documents for the value of the IP and the costs incurred by overseas related parties in relation to generating such IP. This is preferably valued or verified by third parties.

			>	Test 2 – Prove that the IP provides economic or commercial benefit to the licensee

			To prove the benefits of the IP, the taxpayer has to show how important it is to its operation in Indonesia and the benefits to its sales or profits. If the overseas related parties have not registered any patents or trademarks and the IP is more in the form of know-how and trade secrets, it is more important to demonstrate its benefits and provide supporting documents to show that the Indonesian entity has indeed received it.

			>	Test 3 – Prove that the royalty rate applied is arm’s length. 

			This can be evidenced using a benchmarking analysis. 

			Intra-group service transactions

			>	Test 1 – Prove that the intra-group service is actually rendered or obtained

			The tax authorities have requested review of a confirmation from an independent auditor that verifies the line-by-line expenses incurred by a service provider in providing intra-group services and other detailed evidence confirming that the service was actually rendered (such as travel records, minutes of meetings, log books, email correspondence and agreements) to assess whether a taxpayer has satisfied the requirements of the first test. 

			>	Test 2 – Prove that the intra-group service provides economic or commercial benefit to the recipient 

			The benefits test set out in PER-43 is consistent with that outlined in the OECD Guidelines in that the chargeable services do not include those that are in the nature of shareholder costs, those that confer an incidental benefit to the service recipient, or services that are considered to be duplicative. Hence, for the intra-group services, the taxpayer needs to provide supporting documents such as minutes of meetings, evidence of the deals concluded, technical history reports, etc. in order to prove the economic benefits of the services received. 

			Where various cost allocation keys have been used, their use has to reflect the business activities performed and the economic benefit generated from the intra-group service.

			>	Test 3 – Prove that the intra-group service payments are at arm’s length

			This can be evidenced using a benchmarking analysis. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The impact of chapter 9 of the OECD Guidelines and article 7 of the OECD MTC on the current transfer pricing legislation has not been significant. 

			As explained, the tax regulations which govern related-party transactions in Indonesia are PER-43 and PER-32. Even though the more recent regulation (PER-32, which amends PER- 43) explicitly sets the scope of the regulations covering PEs, its content is very brief. Amendments to article 2 of PER-43 contained in PER-32 explain application of the regulation to transactions carried out by PEs with non-resident taxpayers. Furthermore, PER-32 is largely based on the OECD Guidelines

			The previous TP regulation, PER-43, applies to both domestic transactions between domestic taxpayers and international transactions between domestic taxpayers and non-resident taxpayers. PER-32 applies to transactions as follows: 

			•	between residents (or permanent establishments) and non-residents; and

			•	between residents (or permanent establishments) where the transactions take advantage of different tax rates (although ‘different tax rates’ is not defined).

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The basis under the Income Tax Act may vary depending on the transaction being audited.

			The consequence of failure to comply with PER-43 and PER-32 is general denial of a tax deduction for the underlying expenditure. 

			Based on article 20 of PER-32 and PER-43 as well as the Income Tax Act, the DGT has authority to re-determine the amount of income and deductions from related-party transactions and calculate the taxable income in transactions between related parties.

			The DGT will consider the transfer pricing method applied by the taxpayer and the transfer pricing documentation in the re-determination of income and expenses. 

			

		

	
		
			Ireland 

			Authors: Denis Harrington, Gavan Ryle, Anne Harvey and Ed Mulrooney

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			There have been no recent legislative developments in relation to substance requirements in Ireland; however, the tax authority continues to reiterate its desire for sufficient substance in an activity in order to ensure that it qualifies for the 12.5% rate of tax (see 4.1 below).

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			In recent years, we have seen increased scrutiny of tax returns by the tax authorities. In particular, they place significant focus on the deductibility of expenses incurred by Irish-resident companies, with the availability of interest deductions being significantly curtailed through a tightening of the rules and the introduction of specific anti-avoidance provisions. As stated, they also continue to impress upon the need for activities to have sufficient substance to qualify for the 12.5% tax rate.

			General anti-avoidance provisions have been built into Ireland’s tax legislation since 1989.1 They apply where the tax authorities form the opinion that a transaction gives rise to a tax advantage and was not undertaken or arranged primarily for purposes other than to give rise to that tax advantage. Despite the provisions having been in place for over 20 years, the recent case of Revenue Commissioners v. O’Flynn Construction & ors2 was the first Supreme Court decision dealing with them. We understand that a number of other anti-avoidance cases are pending and that this is an area the tax authorities are paying considerable attention to. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			The tax legislation provides a definition of tax residence. Subject to exceptions, all companies incorporated in Ireland are considered to be Irish tax residents.3 The exceptions are: 

			•	the treaty exception; and 

			•	the active trading exception. 

			Treaty exception 

			The treaty exception applies where, by virtue of an Irish double tax treaty, an Irish company is considered to be tax resident in the other Contracting State. 

			Active trading exception 

			This applies where an Irish-incorporated company or a 50% affiliate carries on a trade in Ireland and has ‘good’ ownership. ‘Good’ ownership requires that:

			 

			•	it is listed in an EU or treaty country (including Ireland); or 

			•	in the absence of such a listing, ultimate control (more than 50%) rests with persons who are tax resident in the EU or a treaty country (including Ireland) and not with persons who are not so resident. 

			Tax residence by virtue of ‘management and control’ 

			A company will also be considered resident in Ireland if it is managed and controlled there. The concept of ‘central management and control’ is not defined in the tax legislation but is one that has been developed by the courts. The key factor is where the board of directors meets. It is a question of fact that must be determined case by case. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			As outlined above, residence is a question of fact. Generally, the following criteria should be considered to assess the residence position of an Irish company. They are not laid down in legislation but are derived from case law and tax authority practice:

			 

			•	directors’ meetings should be held in Ireland at regular intervals; 

			•	key policy decisions should be taken at the directors’ meetings held in Ireland; 

			•	all commercial decisions should be taken by the board in Ireland, including decisions authorising the signing and execution of important documents; 

			•	directors should actually attend the meetings in Ireland. Although it is not essential for all of the directors to attend, a sufficient number should do so to satisfy the quorum requirement and such as would be commercially required to take the decisions being made at the meeting; 

			•	meetings of committees that have and exercise the power of the board should be held in Ireland; 

			•	day-to-day management of the company, including the management of its books and records, accounts etc. should be undertaken by an employee/manager/director in Ireland. 

			There are also a number of factors that are supportive of ‘management and control’ in Ireland, though not essential for achieving it: 

			•	meetings of committees that report to and are directed by the board are held in Ireland; 

			•	the company’s bank accounts are located in Ireland; 

			•	the primary company documents – such as books of account, minute books, the company seal and share register – are located in Ireland;

			•	there are Irish-resident directors.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			There is no reference to the OECD’s rules on tax residence in the Irish tax legislation, which focuses on the ‘place of effective management’ rather than the location of ‘management and control’. However, it is accepted that the two concepts serve different purposes. The concept of ‘central management and control’ is relevant in determining residence for Irish domestic law purposes. However, the ‘place of effective management’ test is used to determine residence in a case of dual residence under the terms of a number of Ireland’s double taxation treaties, which serves to import the concept into domestic law under the treaty exception outlined above.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU law does influence Irish tax law, and the tax authorities have taken steps to ensure the compatibility of domestic legislation with EU law. From a residence perspective, the ECJ decision in the Cadbury Schweppes case has had little impact. However, its ruling that CFC rules can only comply with EC law when they are meant to serve the specific purpose of preventing ‘wholly artificial arrangements’ does complement the requirement under Irish legislation to have sufficient activity and substance to qualify for Ireland’s 12.5% rate of corporation tax on active trading income. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The tax authority has provided some commentary on the articles found in typical Irish double tax treaties that follow the OECD MTC on Income and on Capital. It states that the illustrative list of fixed places of business contained inarticle 5 will constitute a permanent establishment only if they fit the general definition contained in paragraph 1. This is in accordance with the OECD MTC Commentaries and the Discussion Draft published by the OECD on 12 October 2011, in that the list in article 5(2) is subordinate to article 5(1). No further case law or administrative guidance comments on the concept of ‘place of management’ (as defined in article 5(2) OECD MTC).

			Accordingly, it would appear that a PE cannot originate from mere management tasks being performed in Ireland unless there is a fixed place of business there through which the business of the enterprise is wholly or partly carried on. However, in accordance with article 5(5) OECD MTC, a PE may be established in Ireland should the management tasks include authority to conclude business contracts on behalf of the enterprise even when the requirement of a fixed place of business is not satisfied. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The Irish tax legislation provides a ‘beneficial ownership’ requirement in order to get an exemption from dividend withholding tax and has also included a beneficial ownership requirement in its implementation of the Interest & Royalties Directive. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			No reference is made to the OECD’s interpretation of ‘beneficial ownership’ in Ireland’s tax law. However, as a common law country, it does recognise the concept and follows the OECD’s interpretation in this respect. Its double taxation treaties generally do not include specific LoB clauses. Currently, only the Irish-US double taxation treaty (‘DTT’) contains one. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Specific anti-avoidance provisions were included when the Parent-Subsidiary and Interest & Royalties Directives were transposed into Irish law.

			In the context of the Parent-Subsidiary Directive, non-application of dividend withholding tax is of no effect if the majority of the voting rights in the parent company are controlled by persons resident outside tax treaty countries or EU Member States unless it can be shown that the parent company exists for genuine commercial reasons and is not part of a tax avoidance scheme, including a scheme to avoid dividend withholding tax.

			Irish tax law provides that relief under the Interest & Royalties Directive will only apply to payments made for bona fide commercial reasons which do not form part of any arrangement or scheme whose purpose is the avoidance of tax. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The Finance Act 2010 introduced transfer pricing rules into Irish tax law.4 They apply to both cross-border and domestic transactions for chargeable periods beginning on or after 1 January 2011. Interestingly, they only apply to trading transactions and where they result in an understatement of Irish taxable profits. In effect, the regime is ‘one way’, facilitating an upward adjustment to taxable profits from trading activities where the understatement is a result of non-arm’s length transfer pricing practices. 

			The transfer pricing legislation and the limited additional guidance provided by the tax authorities in relation to it do not make specific reference to substance requirements from a transfer pricing perspective. However, the legislation does provide that it should be construed in accordance with the OECD Guidelines5 and, accordingly, the general prevailing OECD position on substance within the field of transfer pricing will also be considered applicable from an Irish taxation perspective.

			Following the reduction in the corporation tax rate for trading activities to 12.5% (as against 25% for passive activity), the tax authorities published ‘Guidance on Revenue opinions on classification of activities as trading’. While its main purpose is to clarify the procedure for requesting an advance opinion, the document also provides significant practical guidance on the tax authorities’ attitude to what constitutes trading activity. 

			The practical guidance is to be found in a number of examples set out in the document. They are used by the tax authorities to illustrate their thinking on three key issues: 

			•	the notion that trading presupposes activity; 

			•	the distinction between trading and investment; and 

			•	the importance of the role of the applicant company in a group structure. 

			It should be noted that they have chosen not to set thresholds (number of employees, value of tangible fixed assets, etc.) that, once met, would automatically deem an activity to be considered a trade. Rather, the focus is on the underlying substance of the activity, which is reflected in the information to be included when requesting an opinion (detailed in the tax authority guidance): 

			•	outline of business operations and analysis of why they are considered to constitute a trade; 

			•	outline of activities, including senior level management functions performed; 

			•	number, skill and authority level of management personnel; 

			•	number and skill level of those involved in other business functions; and 

			•	details of the roles of the various companies where a corporate group is involved. 

			Demonstrating the necessary ‘substance’ of an activity in order for it to be regarded as a trade may be facilitated by use of the transfer pricing functional analysis for the allocation of profit in a multinational enterprise. The attraction of the 12.5% rate, relative to corporation tax rates in other jurisdictions where a multinational may have established operations, should motivate the multinational to build the function, asset and risk profile of its Irish operations to optimise its availability. This approach should naturally lead to the establishment of a trading activity in Ireland, and one which would undoubtedly be regarded as such by the tax authorities. 

			In conclusion, maximising the function, asset and risk profile of an activity in Ireland to shield Irish profits from transfer pricing scrutiny in overseas jurisdictions will go hand in hand with meeting the Irish tax authorities’ desire for substance in the activity in order to qualify for the 12.5% rate.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The tax authority’s approach to reviewing transfer pricing and the position it takes in relation to the transfer pricing issues outlined in chapter 9 of the OECD Guidelines and the new article 7 of the OECD MTC will not become clear until taxpayers can observe its position on these issues.

			The Irish transfer pricing legislation came into effect for periods commencing on or after 1 January 2011. Accordingly, the 2011 tax return will be the first for which the tax authorities will have the opportunity of raising queries and making assessments in relation to transfer pricing issues. It is anticipated that to some degree an audit programme will commence in late 2012 or early 2013, but it may not be until later in 2013 or on into 2014 before the tax authority’s views become known.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As noted in 4.2, the tax authority’s approach to reviewing transfer pricing and the position it takes in relation to non-compliance with domestic regulations or the OECD Guidelines will not become clear until taxpayers can observe its position on these issues. As the 2011 tax return will be the first for which it will be able to raise queries and make assessments in relation to transfer pricing issues, it will be 2013/2014 before its views are clear.

			However, the transfer pricing legislation specifically endorses the OECD Guidelines; accordingly, the general prevailing OECD position on transfer pricing matters is likely to be applied and enforced by the Irish tax authority.

			Aside from the impact of Ireland’s transfer pricing legislation or the risk that her tax authorities might challenge the trading status of the Irish operations, the main basis that they have for challenging intercompany transactions is to query whether intercompany charges booked in the accounts of Irish-resident companies have been incurred wholly and exclusively for the purposes of the trade. Given the self-assessment requirements for companies set down in the tax legislation, it is up to the Irish-resident company to adequately document and support its transactions with related entities in the event that they are challenged by the tax authorities. 

			The tax authorities could also challenge transactions under the general anti-avoidance provisions which provide that ‘[t]he Revenue Commissioners as respects any transaction may at any time ... form an opinion that the transaction is a tax avoidance transaction, ... calculate the tax advantage which they consider arises, ... determine the tax consequences which they consider would arise in respect of the transaction if their opinion were to be become final and conclusive … and may allow or disallow any deduction which is relevant in computing tax payable, ... allocate or deny any deduction, loss, abatement, relief, allowance, exemption, income or other amount, ... or recharacterise for tax purposes the nature of any payment or other amount’.6

			1 Section 811 Taxes Consolidation Act 1997.

			2 [2011] IESC 47.

			3 Section 23A Taxes Consolidation Act 1997.

			4 Sections 835A-H Taxes Consolidation Act 1997.

			5 Section 835D Taxes Consolidation Act 1997.

			6 Section 811, Taxes Consolidation Act 1997.

			

		

	
		
			Italy 

			Authors: Alessandro Di Stefano and Elena Buila

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The legislature has paid increased attention to substance and the prevention of abusive tax structures in the last few years. Indicative of this trend are (i) the deemed residence regime that applies to foreign companies1 and (ii) the new controlled foreign companies regime.2 

			Under the deemed residence regime, a foreign entity is deemed to be effectively managed in Italy – unless proof to the contrary is produced – if, at the end of the fiscal year, it directly controls an Italian company or commercial entity and, at the same time:

			•	it is in turn controlled, directly or indirectly, by Italian residents (individuals and/or entities); or

			•	it is managed by a majority of Italian-resident directors.

			Furthermore, a foreign company is deemed to be resident in Italy for tax purposes – again unless there is proof to the contrary – if it is controlled, directly or indirectly, by Italian residents (individuals and/or entities) and, at the same time, its assets are mainly invested in closed-ended real estate investment funds. A foreign company may rebut this presumption if it is able to prove that its ‘place of effective management’ is in fact outside Italy.

			The tax authorities have recently laid down a list of factors on the basis of which such contrary proof can be validly provided, notably:

			•	board meetings are regularly and periodically held at the company’s premises with the directors being present. Tickets and hotel receipts count as evidence that the Italian directors physically attended the meeting;

			•	board decisions are formally made abroad (i.e. not in Italy);

			•	the directors actually undertake management of the business, making decisions aimed at improving its results;

			•	the directors have real decision-making powers in connection with the management of the business;

			•	daily management of the company is carried out locally. Important in this regard is the level of autonomy of local managers with regard to organisation of the employees, spending decisions and the negotiation and signing of contracts. This autonomy must not be substantially impacted by either detailed instructions or comprehensive control by the Italian head office;

			•	a tax residence certificate has been issued by the local tax authorities.

			Furthermore, the tax authorities have made it clear that the list is neither cumulative nor exhaustive, and any and all means can be adduced that can provide evidence of the effective location of management.

			Under the new CFC regime, those resident or located in white-list countries – which includes the EU Member States – are potentially subject to income inclusion at the level of the Italian parent.3 Income inclusion can be avoided, however, provided the Italian parent applies for an advance ruling and is able to prove that the CFC ‘does not represent an artificial structure aimed at achieving an undue tax advantage’.4 The concept of ‘artificial structure’ is a clear reference to Cadbury Schweppes, and to the guidance provided by the European Commission.5 The tax authorities have issued further clarification6 stating that the concept deals with the three dimensions of substance, i.e. structural substance (whether the entity is actually located where it claims to be), operational substance (whether the profits/losses are actually located where they are claimed to be), and economic substance (that deals with the true motivation/purpose for a transaction).

			Lastly, the government has recently committed to introducing a codification of the judicially developed abuse-of-law principle. The general expectation is that the codification will make reference to the artificial arrangement concept. If confirmed, substance will play a key role in defining the features of the abuse-of-law doctrine.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			With increasing frequency, tax courts and tax authorities are paying attention to substance and other anti-abuse measures, including beneficial ownership. This trend can be seen in a number of recent court cases and administrative decisions.

			Case law

			>	Supreme Court decisions of 23 December 2008, Nos. 3005/5, 3005/6 and 3005/7

			In a number of relatively recent decisions, the Supreme Court has developed a doctrine of ‘abuse of law’ by claiming the existence of a wide-sweeping abuse-of-law principle allowing the tax authorities to disregard tax benefits obtained through distorted use of transactions that lack valid economic reasons other than the mere expectation of a tax advantage. In particular, the plenary Supreme Court looked to article 53 of the Constitution in inferring this general principle in these decisions. Article 53 provides that everybody requires to share the burden of public expenses on the basis of their ability to pay, and the tax system is to be construed according to the principle of progressivity.7 

			Note that the abuse-of-law principle applies regardless of the existence or otherwise of any specific anti-avoidance provision whose presence, rather than constituting exceptions to general principles, is actually ‘symptomatic’ of the existence of a general anti-avoidance principle.

			Economic substance can significantly mitigate the risk of challenge under the abuse-of-law principle. Usually, a transaction is treated as having economic substance only if the taxpayer has substantial non-tax purposes for entering into it.

			>	Turin Court of First Instance, 14 July 2010

			The tax court denied application of the reduced withholding tax under the German-Italian tax treaty (in relation to a royalty payment from an Italian subsidiary to a German related party under a sub-licence). It asserted that the beneficial ownership requirement was not met due to the lack of (i) evidence of the concrete availability of the income in the hands of the German entity and (ii) a functional analysis of the activities carried on by it, as well as of the decisional processes behind those activities. In this case, the lack of substance played an important role.

			>	Turin Court of First Instance, 19 October 2010

			The tax court denied the status of beneficial owner to a Luxembourg entity that had received royalties from an Italian company that was part of the same group. Its grounds were (i) the lack of entrepreneurial risk borne by the Luxembourg entity, (ii) its limited substance (the court compared the overall royalties received – EUR 14.6 million a year – with its labour cost – EUR 61,000 a year) and (iii) the fact that the Luxembourg entity had a sole shareholder (a Bermuda resident). Again, the case makes it clear that the lack of substance had a crucial role in convincing the court of the artificiality of the structure.

			>	Milan Court of First Instance, 4 January 2012, No. 1/16/12 

			The tax court labelled as abusive a transaction that was aimed at:

			•	transferring an Italian trade mark to a Luxembourg IP company (substantially) belonging to the same group;

			•	licensing the trade mark back to the Italian head office in return for royalties that would be subject to a more favourable tax regime in Luxembourg.

			The lack of substance of the Luxembourg company was one of the main grounds for the decision.

			 

			Administrative decisions (rulings)

			>	Guidance 51/E, 6 October 2010

			According to Guidance 51/E, a taxpayer may wish to refer to the recommendations issued by ECOFIN in Resolution 10597/10 of 8 June 2010 to prove that a CFC does not amount to a wholly artificial structure.8 In particular, the following situations should be avoided:

			•	There are insufficiently valid economic or commercial reasons justifying the profit attribution, which therefore does not reflect economic reality.

			•	The incorporation does not in essence correspond to an actual establishment intended to carry on genuine economic activities.

			•	There is no proportionate correlation between the activities apparently carried on by the CFC and the extent to which it physically exists in terms of premises, staff and equipment.

			•	The taxpayer has entered into arrangements that are devoid of economic reality, serve little or no business purpose, or would be contrary to general business interests if not entered into for the purpose of avoiding tax.

			In their guidance, the tax authorities clearly allude to the concept of structural, operational and economic substance as elaborated on by ECOFIN in its resolution on the basis of the ECJ’s cases.

			>	Guidance 32/E, 7 July 2011

			While dealing with the requirements for applying reduced domestic withholding tax to EU parent companies that do not qualify for the Parent-Subsidiary Directive, the tax authorities advance the following: 

			•	Further attention must be paid to ascertaining whether holding companies are, or form part of, artificial arrangements, since they ordinarily neither have, nor are supposed to have, a ‘significant physical presence’.

			•	A corporation that simply holds shareholdings and benefits from a tax regime in its country of establishment that is more favourable than the Italian one, that does not carry on business activities other than merely holding the shares, and whose shareholdings reveal that Italy is the exclusive or prevalent centre of its interests, will be considered a mere artificial arrangement for the purpose of applying the reduced withholding tax rate.

			•	Conversely, holding companies that actually exercise oversight over and coordinate their subsidiaries and provide them with centralised services are entitled to benefit from the reduced rates. 

			Again, the emphasis lies on substance, though the tax authorities recognise that its level needs to be proportionate to the activity carried on (and, accordingly, in the case of holding companies, can be minimal).

			>	Ruling 41/E, 5 August 2011

			Here, the tax authorities pointed out that, in order to evaluate whether a company is the beneficial owner of a given stream of income, ‘it might be necessary to take into consideration (i) the economic and contractual terms of the transactions put in place, (ii) the presence of an adequate structure and (iii) the ability to manage the financing risk’. Compared to the previous clarifications regarding the ‘beneficial owner’ concept, there is a clear emphasis on substance (and risk-taking functions, given that they should be seen as two sides of the same coin).

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to Italian tax law,9 resident companies are those that have had:

			 

			•	their statutory seat;

			•	their ‘place of effective management’; or 

			•	their main business purpose; 

			in Italy for the greater part of the tax year. 

			The statutory seat is that resulting from the articles of association of the company. 

			The ‘place of effective management’ is the place where the most crucial decisions are made and where the company’s directional activity is carried on. Therefore, consideration must be given to where company directors usually meet to take decisions on the company’s business. 

			The main business purpose is to be determined on the basis of either the law, the deed of incorporation or articles of association, or the business activity actually carried on in Italy. 

			Furthermore, unless proved otherwise, Italy is deemed to be the ‘place of effective management’ of foreign companies or other entities that hold a majority shareholding (as defined under section 235910 of the Civil Code) in Italian subsidiaries if they are:11 

			•	controlled, even indirectly, under section 2359, by Italian residents (whether individuals or companies); or 

			•	managed by either a board of directors or an equivalent management body mainly composed of Italian residents. 

			For the control requirement to be verified, it is the situation of the controlled foreign company on the last day of the fiscal year that is relevant. 

			As far as holding companies are concerned, the absence of employees and utility agreements does not necessarily mean that their ‘place of management’ is outside Italy, since attention must be paid to where the management’s steering activities are performed and, if appropriate, where the shareholders’ meetings are held. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			While the assessment of tax residence based on where the legal seat is or where the business purpose is put into effect is relatively straight-forward and can be established by means of a legal analysis (depending on what is stated in the articles of association, in the former case, or where the main business activity is performed or the main assets are located, in the latter), identifying the ‘place of effective management’ is more complicated and requires a factual analysis. 

			The following alternative elements are generally taken into consideration by the tax authorities and courts in assessing the ‘place of effective management’ and level of substance of an Italian company. Note that this list is neither cumulative nor exhaustive: 

			•	The directors periodically and physically meet in Italy in order to decide the strategy for managing the company and make the most important decisions.

			•	All foreign directors keep detailed records of their travels to Italy (e.g. tickets, hotel invoices). The tax authorities may well want to check whether the directors actually physically attended the meetings on the dates in question. 

			•	The frequency of the board meetings is consistent with the level of business of the company.

			•	The directors have sufficient decision-making powers and knowledge to function as directors of the company and they actually manage the company, making management decisions and arranging for their implementation, without being subject to either detailed instructions or comprehensive control by the foreign head office. 

			•	The degree of the directors’ autonomous power is properly documented in the board minutes. 

			•	The directors’ place of residence and place of work are in Italy and they are Italian nationals.

			•	No pre-emptive action is taken by either the directors or the shareholders before the proposal/evaluation/decision process has been completed (decisions must be made by the directors under their responsibility). 

			•	The daily management of the company is carried out in Italy by qualified personnel that are not subject to either detailed instructions or comprehensive control by the foreign head office.

			•	The administration and bookkeeping are maintained in Italy.

			•	The books and records are archived in Italy.

			•	The company complies with all its tax obligations.

			•	The company’s equity is consistent with its activities.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			As mentioned, one of the alternative criteria to assess the residence of an Italian company is its ‘place of effective management’, which is also the deciding criterion – other than for individuals – provided by article 4 OECD MTC (as well as by the Italian treaty network) in cases of residence conflicts. 

			Paragraph 24 of the OECD Commentaries on article 4 clarifies that the ‘‘place of effective management’ is the place where key management and commercial decisions that are necessary for conduct of the entity’s business as a whole are, in substance, made’. Italy has not completely endorsed the interpretation given in paragraph 24, specifying that consideration must also be given to the place where the main, substantial activity of the entity is carried on (see paragraph 25 of the OECD Commentary on article 4). Apart from that, the tax authorities tend to adhere to the OECD’s ‘substance-over-form’ approach. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU law, and particularly the notion of ‘wholly artificial arrangements’ in the Cadbury Schweppes case had the effect of bolstering the ‘substance-over-form’ approach taken by the tax authorities, as explained under 1.1 and 1.2.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Section 162(2) of the Tax Code contains examples of PEs, one of which is a ‘place of management’. This domestic-law list – and notably ‘place of management’ – is also generally found in Italy’s tax treaties, albeit with some variations. Italy considers a ‘place of management’ as qualifying a priori as a PE, and this is due to the fact that both its domestic law and most of its tax treaties contain the phrase ‘shall include’ as opposed to ‘includes’.12 This is also confirmed by the observation that Italy has made on the Commentary on article 5,13 which clearly indicates its view that the conditions required by article 5(1) of the OECD MTC (i.e. the existence of a fixed place of business that is permanent from a geographical as well as a temporal perspective, that is at the enterprise’s disposal and through which its business is carried on) are presumed met when it comes to the positive list (and therefore to a ‘place of management’), unless the taxpayer proves the contrary. 

			While the burden of proving that the conditions required by article 5(1) are not met lies with the taxpayer, this does not mean that they are not necessary for a ‘place of management’ to qualify as a PE.14 Nevertheless, attention must be paid to the principles set forth by the Supreme Court in the landmark Philip Morris case,15 according to which:

			•	an Italian company may constitute a multiple PE of foreign companies belonging to the same group and pursuing a common strategy;

			•	the fact that the non-resident company entrusted the resident company with the management of some of its business operations made the latter a PE of the former.

			Under the case law, a ‘place of management’ PE can, therefore, exist latent within a resident company if that company carries on a business activity on behalf of a foreign group company.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Under Italian law, the concept of the ‘beneficial owner’ of income applies in four areas: tax treaties, the EU Interest & Royalties Directive, the EU Savings Directive, and the domestic portfolio income exemption. 

			A definition of beneficial owner is to be found in the law that has implemented the Interest & Royalties Directive. Section 26-quater (4) of Presidential Decree 600 of 29 September 1973 states that a company is treated as the beneficial owner of interest or royalties only if it receives those payments for its own benefit and not as an intermediary, such as an agent, trustee or authorised signatory, for some other person. The German-Italian tax treaty also contains a definition of beneficial owner: ‘[t]he beneficial owner of income is the person who is entitled to the right with respect to which the payment is made, for general contract law purposes, and to whom income is attributed for tax purposes under the tax laws of both Contracting States’.

			Recent developments in the case law provide a better understanding of beneficial ownership as interpreted by the tax authorities and courts.

			In a decision of 14 July 2010, Turin Court of First Instance rejected application of the reduced withholding tax rate under the German-Italian treaty (in relation to a royalty payment from an Italian subsidiary to a German related party under a sub-licence). It found that the beneficial owner requirement was not met: in order to be the beneficial owner of a given stream of income, mere legal ownership of that income or the obligation to pay taxes in connection with it is not sufficient; power of disposal over the income and to decide on its economic utilisation is also necessary. The judgment was founded on the lack of (i) evidence that the income was actually available to the German entity, (ii) any functional analysis of the activities carried on by it, or (iii) any analysis of the decision-making processes behind those activities.

			In its decision of 19 October 2010, Turin Court of First Instance held that the burden of proving that the beneficial owner condition is met rests on the taxpayer. Furthermore, the key to whether it is met is understanding whether the entity receiving the income has full power to organise and direct the business activity from which the income derives. It should be said that the Luxembourg entity that received the royalty income in the case was granted a free right to economically exploit the trade mark. In addition, it was held to run no entrepreneurial risk and have limited substance (the overall royalty stream of EUR 14.6 million p.a. was disproportionate to its labour cost of EUR 61,000 p.a.), plus it had only one – Bermuda-resident – shareholder, and so the court held that the beneficial owner condition was not met.

			 

			In Guidance 47/E of 2 November 2005, the tax authorities shed light on their interpretation and application of the beneficial owner concept for the purposes of the Interest & Royalties Directive. The beneficial ownership requirement is met ‘if the company receiving the interest payment achieves an economic benefit from the underlying transaction. This conclusion is supported by the rationale underlying this provision, which is to avoid that an intermediary is used for the mere purposes of benefiting from the exemption. Therefore, taking into account the anti-avoidance purpose of this provision, a company qualifies as beneficial owner when from a legal point of view it holds title to the income and the income is available to it’. In essence an entity can be considered the beneficial owner of interest payments if:

			•	it retains an economic benefit from the transaction carried out;

			•	it is the legal owner of the interest received; and

			•	it has power to dispose of the interest received.

			In Ruling 41/E of 5 August 2011, the tax authorities pointed out that, for the company receiving interest income to be considered the beneficial owner, it must receive an economic benefit from the transaction, meaning that it must have legal title to the interest income and that income must be at its free disposal. To this end, ‘it might be necessary to take into consideration (i) the economic and contractual terms of the transactions put in place, (ii) the presence of an adequate structure and (iii) the ability to manage the financing risk’. 

			Further input in relation to interpretation of the term ‘beneficial owner’ can be found in the OECD Commentary on article 10, paragraph 12. In particular, in relation to the tax treatment of dividends, interest and royalties, the Commentary clarifies that ‘[t]he requirement of beneficial ownership was introduced … to clarify the meaning of the words ‘paid … to a resident’ as they are used in paragraph 1 of the article. It makes plain that the State of source is not obliged to give up taxing rights … merely because that income was immediately received by a resident of a State with which the State of source had concluded a convention. The term ‘beneficial owner’ is not to be used in a narrow technical sense; rather, it should be understood in its context and in light of the object and purposes of the Convention, including avoiding double taxation and the prevention of fiscal evasion and avoidance’. Consistently, the recently released OECD public discussion draft entitled ‘Clarification of the Meaning of ‘Beneficial Owner’ in the OECD Model Tax Convention’ makes it clear that the beneficial owner must have full right to use and enjoy the income received, unconstrained by any legal or contractual obligation to pass that income to another person. While the OECD MTC and its Commentaries are not binding on the courts in their deliberations, their recommendations are nevertheless usually followed by the tax authorities and courts. 

			In conclusion, Italy adopts an economic rather than a legalistic definition of beneficial owner, endorsing the OECD ‘substance-over-form’ approach.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As already explained in 3.1, Italy’s interpretation of beneficial ownership resembles the OECD’s. It might also be noted that (i) most Italian tax treaties require the beneficial owner condition in order to allow treaty relief for dividend, interest and royalties payments, and (ii) beneficial ownership is usually considered an implicit principle that applies irrespective of whether or not it actually features in a given treaty.

			Some of Italy’s double taxation treaties contain LoB clauses (e.g. that with the USA), which are aimed at counteracting the harmful effects of ‘treaty shopping’, i.e. the use by residents of third states of legal entities established in a Contracting State in order to obtain treaty benefits not available directly. LoB clauses – whose objective is the same as the ‘beneficial ownership’ concept – are not used in relation to beneficial ownership, meaning that they apply separately.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			It is worth noting that the ‘beneficial owner’ concept was not incorporated into the domestic law implementing the Parent-Subsidiary Directive. Nevertheless, that law does contain an anti-conduit provision, which applies if the European parent is controlled directly or indirectly by one or more persons not resident in EU Member States. Pursuant to the anti-conduit provision, the withholding dividend exemption only applies if the European parent evidences that it did not hold the shares in the Italian subsidiary for the sole or main purpose of taking advantage of the directive’s provisions. 

			The abusive situation targeted by the provision is explained in the Ministerial Report on the legislative decree implementing the directive: the provision should prevent ‘companies resident in non-EU States from incorporating shell companies in the EU for the purpose of taking advantage of the zero withholding tax regime provided by the directive, with the result of lowering the overall tax burden on profits (e.g. by taking advantage of more favourable rates provided by the treaties with the State in which the shell company is located’. As clearly stated in the Report, the anti-conduit provision only applies in the event that the EU parent company qualifies as a ‘shell company’. According to the influential Assonime association,16 ‘only companies lacking economic substance, in the sense that the activities performed do not economically justify their incorporation’ fall within the scope of the anti-conduit provision.17

			As far as the Interest & Royalties Directive is concerned, the domestic law that implemented it contains two anti- abuse measures:

			•	The first requires the entity receiving the interest income or royalties to be the actual beneficial owner of the income (see 3.1). 

			•	The second provides that the withholding tax exemption under the directive can be scrutinised from the perspective of the general anti-avoidance provision,18 provided the interest or royalties are paid to entities directly or indirectly controlled by one or more persons not resident in EU Member States. As clarified by the tax authorities,19 this anti-abuse measure should apply when the actual beneficial owner of the interest income/royalties resides in a non-EU country and only intends to route the payment through a Member State so as to obtain the withholding tax exemption. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The OECD Guidelines state that tax administrations should recognise actual transactions undertaken by associated enterprises as they have structured them, using the methods applied by the taxpayer in so far as these are consistent with the methods described in the OECD Guidelines.

			Neither Italy’s domestic legislation nor her administrative guidelines specifically address the substance requirements for TP purposes. Nevertheless, the tax authorities and the tax courts tend to adhere to the OECD recommendations, notably in situations in which they can also leverage on the judicially developed abuse-of-law doctrine (see 1.2). In light of this, taxpayers providing robust documentation to demonstrate that their operating model and TP are aligned to the reality of their business are more likely to win their cases.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the legislation implementing the OECD recommendations. However, as Italy is an active OECD member, the tax authorities and tax courts tend to follow the OECD’s approaches. In particular, risk-taking functions are becoming more important to substantiate profit attributions, especially those to Italian PEs of foreign corporations.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One is where the economic substance of a transaction differs from its form; then, the tax administration may disregard the parties’ characterisation of the transaction and recast it in accordance with its substance. The others are where, while the form and substance of the transaction match, the arrangements made in relation to the transaction, viewed in their entirety, differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner, and the actual structure in practice hinders the tax administration from determining an appropriate transfer price.20

			There are no clear guidelines from the Italian tax authorities in this regard. Nevertheless, they and the tax courts tend to adhere to the OECD recommendations and it is therefore likely that the two approaches suggested in the OECD Guidelines will be taken into proper consideration.

			1 Section 73(5-bis), (5-ter) and (5-quater), Tax Code, introduced in 2006.

			2 Section 168(8-ter), Tax Code, introduced in 2009.

			3 For income inclusion to apply, it is necessary that (i) the CFC’s passive income (including fees from supplies of services within the group) is greater than 50% of its total income (‘passive income test’), and (ii) its effective tax rate is lower than 50% of the Italian effective tax rate that would be charged if it were resident in Italy (‘effective tax rate test’).

			4 Section 168(8-ter), Tax Code.

			5 See in particular the Communication from the Commission to the Council, the European Parliament and the European Economic and Social Committee, ‘Co-ordinating Member States’ direct tax systems in the Internal Market’, of 19 December 2006; and the Communication from the Commission to the Council, the European Parliament and the European Economic and Social Committee of 10 December 2007, ‘The application of the anti-abuse measures in the area of direct taxation – within the EU and in relation to third countries’. According to the ECJ, a restriction of fundamental freedoms could be justified by the need to prevent tax avoidance/abuse in the public interest. For the ECJ, the concept of ‘tax avoidance’ is represented by ‘wholly artificial arrangements’ entered into in order to circumvent application of the Member States’ legislation. In this regard, according to the 2007 Communication, the Member States should review their anti-avoidance rules with the aim of developing a common definition of abuse and ‘wholly artificial arrangements’.

			6 Guidance 51/E of 6 November, 2010, which harks of the recommendations set out by ECOFIN in Resolution 10597/10 of 8 June 2010.

			7 Previous Supreme Court decisions (21 October 2005 – No. 20398, 14 November 2005 – No. 22932, and 26 October 2005 – No. 20816) denied tax benefits from abusive transactions by declaring them null and void from a civil law standpoint due to the lack of consideration under the underlying contacts. In a second group of decisions (26 March 2006 – No. 2122, 16 January 2008 – No. 8772, 15 September 2008 – No. 23633, and 17 October 2008 – No. 25374), the Supreme Court instead deduced an extensive anti-abuse-of-law principle from EU law and, in particular, from principles set forth in certain ECJ decisions (particularly cases C-255/02, Halifax plc, and C-425/07, Part Service).

			8 See pages 34-35.

			9 Section 73(3), Tax Code.

			10 A company is considered as controlled if: (a) another company holds the majority of the voting rights at general meetings; (b) another company owns enough voting rights at general meetings to exercise a dominant influence; or (c) another company has a dominant influence due to special contractual arrangements.

			11 Section 73(5-bis), Tax Code.

			12 Consistent with the fact that both the domestic definition of PE and most Italian tax treaties follow the 1963 OECD MTC.

			13 Paragraph 43 of the Commentary on article 5 of the OECD MTC reads: ‘Italy does not adhere to the interpretation given in paragraph 12 above concerning the list of examples of paragraph 2. In its opinion, these examples can always be regarded as constituting a priori permanent establishments’.

			14 As also confirmed by the OECD in Issues arising from article 5 (permanent establishment) of the 2002 OECD MTC, paragraph 34.

			15 Supreme Court, 25 May 2002, No. 7862.

			16 The association of Italian corporations; here, reference is made to its circular of 20 April 1994, No. 63, 16.

			17 This is also confirmed by the only court case publicly available so far, i.e. Florence Local Tax Court decision of 17 June 2004, No. 40. The court held that there was no abuse by a Luxembourg company effectively carrying on the activity of managing its shareholding; it also took into account the circumstance that the eventual tax burden of routing the dividend through Luxembourg was equal to what it would have been in the case of a direct dividend payment from Italy to the top US holding company.

			18 Section 37-bis, Presidential Decree 600 of 29 September 1973. Pursuant to this provision, the tax authorities are entitled to disregard isolated or connected transactions intended to circumvent obligations and limitations laid down under tax law and to obtain tax savings or refunds otherwise undue.

			19 Guidance 47/E of 2 November 2005.

			20 OECD, Transfer Pricing Guidelines for Multinationals and Tax Administrators, OECD: Paris, 22 July 2010, paragraph 1.36 - 1.37.
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			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The Japanese tax authorities are paying increased attention to substance and the prevention of abusive structures. This is evidenced by the fact that an increasing number of new and renegotiated tax treaties include (i) limitation on benefits articles to prevent benefits being claimed unless certain conditions are satisfied and (ii) anti-conduit provisions to deny or restrict treaty benefits applicable to certain transactions that are in effect conduit arrangements for indirect investors not otherwise entitled to equivalent treaty benefits.

			Other examples of the increased attention to anti-abuse measures can be seen in some of the new Japanese tax amendments that were included in the 2010 and 2011 Tax Reform provisions as well as the 2012 Tax Reform proposals, as summarised below.

			2010 Tax Reform

			>	Anti-tax-haven rules (‘CFC’)

			The 2010 tax reform included various revisions to the anti-tax-haven rules to promote the government’s policy of encouraging Japanese companies to invest overseas, including lowering the threshold rate for treatment as a CFC, increasing the threshold rate for inclusion of CFC income in taxable income, and expanding the active business exemption.

			However, the 2010 reform introduced a ‘tainted income’ rule. Previously, where a CFC qualified for the active business exemption, none of its income was subject to inclusion in the taxable income of certain Japanese-resident shareholders. This allowed Japanese tax on non-operating income (dividends, interest, royalties, etc.) to be deferred or sheltered from Japanese tax by parking the income in a CFC that satisfied the conditions for the active business exemption.

			Under the tainted income rule, certain types of income derived by a CFC that qualify for the active business exemption should be included in the calculation of its taxable retained earnings and in the taxable income of certain Japanese-resident shareholders. 

			>	Transfer pricing legislation

			The 2010 tax reform included a revision to subsection 6 (formerly subsection 7) of section 66-4 of the Special Taxation Measures Act (‘Section 66-4’) and introduced a new subsection 1 to section 22-10 of the Special Taxation Measures Act Ministerial Order (‘Section 22-10’), an ordinance issued by the Ministry of Finance,11 which now outlines two categories of documents requiring to be presented or submitted during a transfer pricing examination. These are:

			•	documents providing details of the taxpayer’s foreign-related transactions; and

			•	documents used by the taxpayer for the calculation of arm’s length prices.

			Prior to this amendment, there was no explanation of what documents ‘required to be presented or submitted’ during an audit under Section 66-4 or any of its associated Enforcement Orders.

			Section 22-10 gives a detailed list of the documents falling within each of the above two categories. In substance, they reflect subsections 2-4(2) and 2-4(3) of the Commissioner’s Directive on the Operation of Transfer Pricing issued on 1 June 2001.22 The list contained in Section 22-10, subsection 1, is set out in full below for ease of reference.

			Documents providing details of the taxpayer’s foreign-related transactions

			•	Documents providing details of the assets and services related to foreign-related transactions.

			•	Documents outlining the functions performed or risks assumed (i.e. the possibility of an increase or decrease in the profit or loss arising from foreign-related transactions derived from fluctuations in exchange rates, market interest rates, changes in economic conditions, etc.) assumed by the taxpayer and the foreign-related person.

			•	Documents providing details of any intangible property used by the taxpayer or the foreign-related person for foreign-related transactions.

			•	Contracts, or documents outlining the content of contracts, related to foreign-related transactions.

			•	Documents explaining the pricing policy for amounts paid by or to the foreign-related person, and details of price negotiations between the taxpayer and its foreign-related person.

			•	Documents providing a statement of profits and losses of the taxpayer and the foreign-related person with regard to foreign-related transactions.

			•	Documents providing a description (including analysis) of the market related to the sale or purchase of assets, provision of services, etc. with respect to foreign-related transactions.

			•	Documents explaining the business policies of the taxpayer and the foreign-related person.

			•	If there are any other transactions closely connected with the foreign-related transactions, documents providing details of such transactions.

			Documents used by the taxpayer for the calculation of arm’s length prices

			•	Documents explaining the reasons for selecting the method of calculating arm’s length prices, and any other documents prepared by the taxpayer for calculating arm’s length prices.

			•	Documents explaining the selection of comparable transactions adopted by the taxpayer and details of comparable transactions.

			•	Documents used to calculate the income that should belong to the taxpayer and the foreign-related person, if the taxpayer has selected the profit split method.

			•	In cases where the taxpayer calculates arm’s length prices by combining more than one foreign-related transaction as a single transaction, documents explaining the reason for adopting such an approach and details of each single transaction. 

			•	Documents containing the reasons for adjustments and the adjustment method, if adjustments are made to reflect differences from comparable transactions. 

			There have always been two key powers at the disposal of tax examiners in cases where a taxpayer fails to provide documents ‘requiring to be presented or submitted’ during an audit. These are (i) the power to estimate the tax assessment pursuant to subsection 63 and (ii) authority to inquire of and inspect third parties engaged in the same kind of business as the foreign-related transaction pursuant to subsection 8 (former subsection 9), i.e. the use of so-called ‘secret comparables’. These powers have not changed as a result of the new provisions. Instead, however, taxpayers now have a clearer understanding of what documents are covered by the phrase ‘documents requiring to be submitted’. 

			Finally, it should be clearly understood that there is no change in the following areas as a result of the new law.

			•	Penalty protection – notwithstanding a taxpayer’s compliance with subsection 6 during an audit, if an assessment is made by the tax examiners, penalties will continue to be applied automatically. 

			•	Deadline for presentation or submission of required information – the wording of subsection 6, which requires a taxpayer to comply with a request for information during an audit ‘without delay’, has not changed. Accordingly, there is no requirement to submit the listed documentation when filing the annual tax return as in other countries with contemporaneous transfer pricing documentation requirements. In practice, tax examiners usually accept a one-month period in which to provide requested information as being ‘without delay’.

			The new law came into effect on 1 April 2010.

			2011 Tax Reform

			>	Foreign tax credit

			The 2011 tax reform included an amendment which provided that, where the applicable tax rate for a taxpayer varies on the basis of an agreement with the local tax authorities, any taxes in excess of the amount computed using the lowest applicable rate will be excluded for the purposes of the foreign tax-credit computation or the anti-tax-haven rules. 

			This amendment was made in response to a Supreme Court decision in which a taxpayer elected to pay taxes at a higher rate than would trigger application of the Japanese anti-tax-haven rules. The court ruled in favour of the taxpayer and held that all of the taxes that the taxpayer paid should be treated as taxes eligible for the foreign tax-credit system since there were no provisions in the tax law that specifically excluded the taxes.

			>	Transfer pricing legislation

			The June Bill on transfer pricing was primarily designed to reflect in Japanese law certain changes that were made to the OECD Guidelines.

			 

			The priority between transfer pricing methods, described in subsection 2 of section 66-4 of the Special Taxation Measures Act was eliminated by the June Bill. The old Japanese transfer pricing legislation provided that, only when the three traditional transactional methods were not applicable could a method similar to one of the three traditional transactional methods, or a method specified by Cabinet Order be applied (i.e. the profit split or transactional net margin method). However, the June Bill clearly specified that this priority between transfer pricing methods should be eliminated, and – reflecting the wording adopted by the OECD Guidelines – the ‘most appropriate method’ should be applied in order to calculate an arm’s length price. This tax reform applies to accounting periods (business years) starting on or after 1 October 2011. 

			2012 Tax Reform proposals

			>	Interest expense deduction limitation 

			The 2012 Tax Reform Proposal includes a proposal to restrict the deductible portion of a corporation’s ‘net interest’ expense to a related party to 50% of its ‘adjusted income’. ‘Net interest’ is calculated as the interest expense to related parties less corresponding interest income. ‘Adjusted income’ is defined as taxable income, adding back any interest expense, depreciation expense and exempted dividend income but excluding extraordinary income or losses.

			‘Related parties’ are defined as persons with which a taxpayer has a direct or indirect 50%-or-more equity relationship or a de facto controlling or controlled relationship, or as third-party lenders financially guaranteed by related parties.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Based on our recent experience with the tax authorities, it is clear that they are focusing more attention on the concept of substance as well as tax-abusive structures. This trend can be seen in the fact that Japan’s tax authorities are becoming more sophisticated in their audit approach. In addition, they are increasing their use of the international treaty network and other agreements to gain access to overseas information. 

			There have been several cases, some decided and some pending, where the tax authorities have asserted that the taxpayer was not the beneficial owner of certain income, primarily in relation to the use of kumiai (partnership) structures. Although the technical arguments used by the tax authorities in these cases were not specifically that the recipient had insufficient substance, this was asserted indirectly.

			Case Law

			>	Treatment of capital in Japanese financial services transfer pricing 

			 The treatment of capital, or compensation for the role of capital, in transfer pricing in Japan has been a difficult issue in recent years, and one of the most common areas of disagreement between the tax authority and taxpayers. In the tax tribunal decision of 2 July 2008 in a case involving a Japanese branch of a foreign financial institution, we get a glimpse of the tax authority’s current thinking on the role of capital (though a substantial part of the tribunal’s decision is redacted). 

			The taxpayer appealed to the Tokyo Tax Tribunal on a transfer pricing assessment in connection with its equity derivatives business on the ground that its affiliated foreign booking entity should be compensated for the provision of capital. The tax tribunal’s decision partially reversed the assessment originally made by the Tokyo Regional Taxation Bureau.

			The outcome and the analysis in the decision as summarised below represent the views of the tax tribunal, which is part of the National Tax Agency, but do not represent the views of the courts given that tax tribunals operate outside the judicial system. However, in future audits, tax examiners may well refer to or consult this case where the facts and circumstances are similar.

			Facts 

			This case involved an original assessment made in 2005 by the Taxation Bureau against a Japanese branch of a foreign company for its tax years from 2000 to 2003. The dealings in question were transacted among the Japanese branch, its head office and its affiliates. The customer transactions were booked in a non-Japanese entity, and their risks were managed on a global basis. The following four functional areas in the business were considered: (i) trading; (ii) market risk management; (iii) sales and marketing; and (iv) other functions (data input, transaction documentation, settlement, legal, credit research, and accounting). The countries involved were not disclosed; however, the Tokyo, London and New York stock exchanges were mentioned.

			The taxpayer’s transfer pricing method appeared to be based on a method akin to the so-called hedge fund model. When applied to a capital markets situation, the hedge fund model would typically allocate anywhere between 10 to 25% of profits to entities engaged in trading activities, with the remainder of the profits being allocated to the booking location. In this case, compensation for sales and marketing and other functions (i.e. functions (iii) and (iv)) was not disputed between the taxpayer and the Taxation Bureau, and was deducted in deriving the profit to be allocated between the trading and booking locations, i.e. the ‘residual’ profit. The assessment by the Taxation Bureau was based on the residual profit split method, under which the residual profit was split based on relative contribution to the business, measured only by traders’ compensation.

			Tax Tribunal Decision 

			The tax tribunal also utilised the residual profit split method, as in the original assessment. However, in addition to traders’ compensation as a measure of relative contribution to the business, it added an interest expense calculated on the capital used for the business, to measure the relative contribution made by the functions performed by the risk managers. It rejected an argument used as support in the original assessment, that the business was primarily based on customer trades, where no significant market risk was involved. Instead, it recognised that the business primarily related to proprietary transactions, on which a significant part of the profits of the business were earned, and therefore market risk was relevant to the business. As a consequence, in order to acknowledge the importance of the market risk management function, along with the trading function, the tax tribunal added the interest expense to the measure of relative contribution. The interest expense was calculated using the ratio of interest expense to liability on an overall group level. Accordingly, the Taxation Bureau’s decision was partially reversed in so far as it excluded any additional measurement for relative contribution based on the market risk management function. In selection of the transfer pricing method and its application, the tribunal’s decision only referenced the laws relating to transfer pricing in general, and not the laws relating to attribution of income to branches of foreign corporations.

			Tax Tribunal’s Comments on the Hedge Fund Model 

			The tax tribunal rejected the hedge fund model. Its view was that the split of profit under a hedge fund arrangement is based on a hedge fund investor’s entitlement to profit in return for assumption of high risk, the nature of which was different from that of the taxpayer’s equity derivatives business. Hence, the split of profit under a hedge fund arrangement was not an indication of relative contribution as specified under the Japanese transfer pricing rules in application of the profit split method to the taxpayer’s equity derivatives business.

			Tax Tribunal’s Comments on Potential Use of the Weighted Average Cost of Capital (‘WACC’) 

			The tribunal also rejected use of the WACC as a way to determine funding cost. It took the view that the component of WACC related to the cost of equity is a theoretically calculated expected return to investors, and not an actual expense, and that such data lacks objectivity and certainty. 

			The decision did not directly address the role of capital but instead focused on the risk management function: this illustrates how difficult it still is to conduct a discussion surrounding the role of capital with the Japanese tax authorities. On the other hand, the fact that a certain measure of contribution based on capital was recognised in the decision may be significant for application of the residual profit split for Japanese transfer pricing purposes. Lastly, the rejection of the hedge fund model (particularly in this case where proprietary trading was prevalent) and of the WACC indicate potential sources of fiscal dispute for the future.

			2	Residence 

			2.1	Does your country have domestic rules on tax residence?

			Section 2(3) of the Corporation Tax Act defines a domestic corporation as one that has its headquarters or main office in Japan. Section 2(4) defines a foreign corporation as one other than a domestic corporation. 

			A corporation established under the Corporations Act must register its headquarters in Japan and is thus treated as domestic for tax purposes. However, one established under the laws of a foreign country is treated as a foreign corporation.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			No guidance is provided under the Corporations Act and its regulations with respect to the criteria to assess residence and levels of substance in Japan.

			However, in general, the following criteria should be taken into consideration in assessing the level of substance of a Japanese company (the list is not exhaustive):

			•	Daily operations are managed by qualified personnel located in Japan (e.g. management participation, negotiation and signature of contracts, making decisions on capital investments and funding, hiring staff, etc.).

			•	It is registered to do business with the corporate legal and tax offices.

			•	Its accounting books are prepared and maintained in Japan (in yen and in accordance with Japanese GAAP).

			•	The amount of equity is consistent with its activities.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			In the OECD Commentary on article 4, Japan specifically reserved its position on the provisions in article 4 and other articles of the OECD MTC which refer directly or indirectly to the ‘place of effective management’. Instead, Japan stated that it wanted to use the term ‘head or main office’ in its treaties.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The term ‘place of management’ is not specifically listed in the Corporate Tax Act or Income Tax Act as an example of a PE. However, the term is used in many of Japan’s tax treaties.

			Therefore, it is possible that merely performing management tasks in Japan could give rise to a PE if it is the fixed place through which the business of the enterprise is partly or wholly carried on.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Both the Corporate Tax Act and the Income Tax Act state that tax is levied on the beneficial owner of income (i.e. the person who ‘enjoys’ the income). Therefore, a mere nominee of income, who does not ‘enjoy’ it, will not be treated as the beneficial owner.

			For withholding tax purposes, where dividends, loan interest and royalties are paid to a non-resident or foreign corporation, they are subject to withholding tax at a rate of 20% under domestic tax rules. If specific tax-treaty provisions apply, either the withholding tax rate is reduced or a withholding tax exemption applies under the tax treaty.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As indicated, both the Corporate Tax Act and the Income Tax Act suggest that the beneficial owner concept is based on an economic approach (i.e. whether the person ‘enjoys’ the income). 

			An increasing number of new or renegotiated tax treaties (e.g. with the Netherlands, Switzerland, the United Kingdom, the United States of America, etc.) include limitation on benefits articles to prevent benefits being claimed under the treaty unless the claimant satisfies certain conditions (e.g. it must be a qualifying person under the treaty, it must satisfy an active trade or business test, it must obtain approval from the competent authority that the arrangement does not have as one of its principal purposes the obtaining of benefits under the treaty, etc.).

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Not at this moment.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			See the Tokyo Tax Tribunal case discussed above on the treatment of capital in Japanese financial services.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Not applicable.

			1 Similar revisions have been made to section 68-88 of the Special Taxation Measures Act, the transfer pricing legislation for consolidated tax filings.

			2 Paragraph 2-4 of the Commissioner’s Directive provides a list of documents that may be requested by examiners in the event of an audit. This is intended as guidance for tax examiners in audits and is not legally binding on taxpayers.

			3 Under this approach, tax examiners may estimate transfer prices (including based on transactions between related parties, so not at arm’s length) without reference to the taxpayer’s own transfer pricing method, and without providing as many details of how that price was calculated as in a typical assessment.

			

		

	
		
			Latvia 

			Authors: Zlata Elksnina-Zascirinska and Ilze Berga

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2–3 years)

			With respect to the development of substance and anti-abuse measures in Latvian law, amendments were made to the Commercial Code on 16 June 2011 relating to the matter of companies’ legal addresses (registered offices).

			A legal entity that registers a new legal address or changes its existing one requires to provide the Enterprise Registry with a letter of consent signed by the landlord of the property where the office is to be registered.

			One of the purposes for the new rule is to avoid business activities not being performed at the address where the company is registered. The rule that a company’s registered address must coincide with its actual seat is set down in case law and in recent decisions by the Chief State Notary (acting on behalf of the Enterprise Registry).

			Efforts are being made to identify any legal gaps affecting substance and anti-abuse measures and to eliminate any legal scope for registering a company at an address where no activity takes place and that is registered for correspondence purposes only. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			There has been no considerable case law relating to substance and anti-abuse measures over the past few years.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Under the Taxes and Duties Act, a company is considered to be tax resident in Latvia where it is incorporated or deemed incorporated under Latvian law. Hence, Latvian law follows the incorporation principle in determining corporate residence.

			The term ‘Latvian tax resident’ covers non-residents that should by law have been incorporated in Latvia. This means that, if a non-resident undertakes any activities that amount to a permanent establishment in Latvia, then that establishment is considered a Latvian taxpayer.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In Latvia, it is the place of incorporation that determines residence. If an entity is registered in Latvia under the Commercial Code, it is considered to be Latvian tax resident.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			In theory the Latvian tax authorities look to substance rather than form. However, because the incorporation criterion is fairly formal, legal form is the primary criterion in determining residence.

			The Taxes and Duties Act states that, if an international agreement provides for a different treatment from that applicable under domestic law, the international agreement prevails.

			Latvia has a fairly wide network of double tax treaties, which follow the OECD MTC. If a Latvian-registered entity has a ‘place of effective management’ in the other Contracting State, it may claim tax residence in that other State, even though Latvia is not an OECD member. However, no such cases are known in practice.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			As Latvia’s tax legislation contains no specific anti-abuse provisions regarding controlled foreign companies and ‘wholly artificial arrangements’, EU law, and the Cadbury Schweppes case in particular, have not affected Latvia’s position on residence.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a PE originate from mere management tasks (without giving rise to taxable residence)? Examples?

			Under Latvian law, ‘place of management’ means the real company seat, i.e. the place from which a company is run. This interpretation is to be found in Latvia’s case law, decisions by the Chief State Notary (acting on behalf of the Enterprise Registry) and legal commentaries.

			Mere management tasks may amount to a PE, as a PE issue arises under the Taxes and Duties Act where management tasks are performed in Latvia for more than 30 days within a given six-month period.

			In one such case, a Swedish company had set up a subsidiary in Latvia that was tax resident there. The subsidiary was managed by a member of its board. The tax authorities insisted that the management function performed by the subsidiary’s board member amounted to a PE because he received remuneration from the parent company (the costs were recharged to the subsidiary as a management fee). The court ruled that no PE arose because the parent had incorporated a company in Latvia, clearly showing its intention to carry on a business and pay taxes in Latvia. However, we are not aware of whether the tax authorities have appealed to have the ruling quashed, and so a final decision may yet have to be awaited.

			This case demonstrates that the Latvian tax authorities tend to interpret the PE issue fairly strictly.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The current domestic tax legislation merely refers to the recipient and gives no definition of beneficial ownership. Hence, there are no domestic rules laying down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments. 

			In addition, the 2011 amendments to the Commercial Code lay down the disclosure obligation, criteria and process for reporting beneficial ownership of a Latvian entity. The provisions are of general legal application and bear no direct relationship to taxation. The aim of the changes is to ensure the transparency of ownership structures.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (LoB) clauses embedded in your treaties?

			As stated in 3.1, the Latvian tax authorities tend to take a legalistic approach in both domestic and international contexts.

			Latvian domestic law states that, if an international agreement offers a more beneficial tax treatment for the taxpayer than that available under domestic legislation, the treatment under the international agreement prevails.

			Although Latvia is not an OECD member, most of its treaties are based on the OECD MTC.

			Latvia’s double tax treaties provide that treaty withholding tax (‘WHT’) relief can be claimed only if a payment is made to a beneficial owner resident in a Contracting State.

			Latvia’s double tax treaties refer to beneficial ownership. In practice, there is no known case of the tax authorities denying WHT relief on the ground that the recipient is not the beneficial owner if there is an agreement between the payer and the recipient.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and the Interest & Royalty Directive were transposed? (if applicable)

			Latvia has transposed the Parent-Subsidiary and the Interest & Royalties Directives into its domestic legislation. Under the anti-abuse rules in the former, any profits a subsidiary distributes to its parent are exempt from WHT provided the parent is resident in the EU and enjoys no corporate income tax relief.An exemption is also available to companies resident in any EEA country that has an effective double tax treaty with Latvia. Under the anti-abuse rules in the latter directive relating to interest and royalties distributed to a related EU company, 25% of the share capital or voting power is required and the recipient must be resident in the EU and enjoy no corporate income tax relief.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Latvia’s domestic legislation includes no specific, defined substance requirements from a TP point of view.

			 

			The corporate income tax rules provide that the OECD Guidelines may be applied in calculating transfer prices. This means that taxpayers can refer to the OECD Guidelines as a source of interpretation. The tax authorities also follow the OECD Guidelines in auditing taxpayers. Thus, they might revise related-party transactions in line with the substance requirements in the OECD Guidelines.

			4.2	Has the OECD’s position in its recent publications relating to the allocation of risk (more specifically the ‘control over risk’ and the ‘significant people functions’ concept) affected your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Recent OECD publications relating to the allocation of risk have not yet affected the tax authorities’ approach.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines provide that, if the economic substance of a transaction differs from its legal form, the tax authorities may reclassify it according to its substance.

			In the past few years, the tax authorities have occasionally taken an approach based on the OECD Guidelines, where the parties’ description of a transaction was disregarded and the relevant transfer prices recalculated or costs recognised as non-business.

			The Latvian tax authorities challenge transactions on the basis that they have actually been executed in disregard for the terms of the contract.

		

	
		
			Luxembourg

			Authors: Guy van der Heyden, Marc Rasch and Michael Malengreaux

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years).

			In general, there have not been any developments in the national legislation regarding substance and anti-abuse provisions, with the exception of new rules on specific financial on-lending transactions. On 28 January 2011 and 8 April 2011, the tax authorities issued two circulars, Nos. 164/2 and 164/2 bis, clarifying the tax treatment of Luxembourg entities that are mainly engaged in intra-group lending activities financed by borrowing. Taxpayers falling within the scope of the circulars should in practice comply with the relevant substance requirements. These requirements, which only apply in the context of the circulars, are stricter than the normal residence requirement under the Income Tax Act.

			One of the circulars’ main requirements is that the majority of board members must either be Luxembourg residents or non-residents working in Luxembourg. The board should have authority to represent and legally bind the company. Key company management decisions concerning the finance transactions must also be made in Luxembourg. The other substance requirements are generally met by taxpayers. See 4.1 for the complete list.

			If these requirements are not met, the tax authorities may particularly refuse the non-compliant Luxembourg company an advance pricing agreement (e.g. confirming the applicable margins). However, such failure does not necessarily mean that the company will no longer be considered a Luxembourg tax resident entity according to the general principles of section 159 Income Tax Act (it can therefore still get a standard tax residence certificate).

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Following the financial crisis, the new global economic environment has had, and continues to have, a significant impact on all aspects of tax, particularly in light of increasing scrutiny from governments, tax authorities and the public. Luxembourg is no exception, as its tax authorities pay more attention to substance in practice and the economic rationale behind international tax planning structures. However, apart from the transfer pricing circulars, which have increased the substance requirements for a specific group of companies engaged in finance activities, no specific anti-abuse provisions on substance have been issued or any major domestic cases decided since 2009.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to section 159 of the Income Tax Act, the test for tax residence is satisfied if a company has either its registered office (as defined in its articles of association)1 or its place of central administration in Luxembourg. 

			Strictly speaking, the mere fact that a company’s registered office is in Luxembourg means it will be considered a Luxembourg tax resident from a Luxembourg tax perspective. The registered office is generally defined as the seat of the company as fixed in its articles of association. However, under section 2 of the Companies Act, a company has to maintain its central administration (head office) in Luxembourg in order to maintain its Luxembourg nationality. 

			While the Income Tax Act refers to either the registered office or the place of central administration, from a legal viewpoint, a company will be subject to Luxembourg law only if it has its central administration in Luxembourg (this is called the ‘théorie du siege social’ (‘management doctrine’), as opposed to the ‘théorie du siege statutaire’, or (‘incorporation doctrine’). Until such time as evidence to the contrary is produced, the central administration of a company is deemed to be located at its registered office. 

			The notion of ‘central administration’ was introduced into the Companies Act by the Act of 25 August 2006, replacing the term ‘principal establishment’. According to the statute’s legislative history, the term ‘principal establishment’ was replaced by ‘central administration’ in order to keep the terminology in line with that in the Companies Act. For the purpose of ensuring consistency between company law and income tax law, the term ‘principal establishment’ was also replaced in the Income Tax Act by ‘place of central administration’ under the Act of 5 December 2007. 

			The notion of ‘principal establishment’ should be read in the light of section 15 of the Tax Adjustment Act,2 which defines the ‘place of management’ as ‘the centre of [a company’s] effective management’.3 

			It is usually agreed by commentators that the definition of ‘principal establishment’ as referred to in the Income Tax Act is close to the concept of ‘place of effective management’, which is defined as the place where a company has the centre of its economic interests and its organisational centre.4 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Apart from the requirement for a Luxembourg company to have its registered office or its place of central administration in Luxembourg, no other substance elements are required under Luxembourg tax law. 

			The place of central administration is generally understood to mean the place where the company is managed and controlled. The term is not legally defined and the location of a company’s major establishment is determined by facts and circumstances, including: 

			•	the place where meetings of the board of directors are held; 

			•	the place where shareholders’ meetings are held; 

			•	the place where the company’s officers make their decisions; 

			•	the place where the company’s books and records are kept; and

			•	the place where other, similar events evidencing ‘management and control’ occur. 

			Where above facts and circumstances exist in Luxembourg, the company will be considered as having its place of central administration there according to internal law. 

			In this respect, substance should be understood as ‘comprising all the facts that enable the tax residence of a company to be linked to a particular jurisdiction and that reflect the activities undertaken by that company in that territory’.5 There are no pre-defined recommendations for ensuring a minimum level of substance: each case is decided on its merits depending on the activities carried on by the company. The requirements imposed by any relevant foreign authorities for recognition of the company as actually resident in Luxembourg are often the critical factor, if such requirements turn out to be more rigorous than those under the Luxembourg tax regime. Notwithstanding, the usual recommendations in relation to substance are: 

			•	The directors of the Luxembourg company must be appointed by its shareholders. The directors can be non-residents but, in that case, the majority should actually travel to Luxembourg to perform their duties as managers of the company and take decisions relating to it. Decisions on strategic or policy issues should be taken in Luxembourg. From a practical point of view, it is advisable to have at least one director located in Luxembourg or in the frontier area of a neighbouring country in order to carry on day-to-day management of the company (bank accounts, bookkeeping, receipt of correspondence, etc.). It is also advisable to hold at least one (but preferably more) of the board meetings each year (the required number of board meetings will depend on the company’s business activities) with the majority of the directors being physically present in Luxembourg. Other meetings can be held by telephone or video conference, with one director preferably being present in Luxembourg. 

			•	At least one shareholders’ meeting per annum should be held in Luxembourg.

			•	Depending on its business activities, the company should have an appropriately equipped office, and its name should be displayed at that location.

			•	The presence of an employee is not necessary as such, but the company should have sufficient personnel available to carry out its business, by reference to the scope and specifics of that business.

			•	It is advisable that the company should have a bank account in its name. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			As far as direct tax consequences are concerned, it should be mentioned that the so-called economic approach applies in Luxembourg, according to which neither the Luxembourg tax authorities nor Luxembourg taxpayers are bound by the pure legal form of a transaction.6 The tax authorities and taxpayers may thus rely on the economic reality of a transaction (‘substance-over-form’ principle).7 Applying this to tax residence, the Luxembourg tax authorities attach importance to the place where the company is actually managed, similarly to the OECD.8 

			>	Administration Court, 11 May 2005

			A judgment by the Administrative Court dated 11 May 20059 dealt with a decision by the tax authorities in which they refused to consider a Luxembourg private limited company (‘Sàrl’) as resident in Luxembourg. The tax authorities stated that, under article 2(4) of the double taxation treaty between France and Luxembourg, ‘a company is considered to be a resident of the country where it has its ‘place of effective management’ (i.e. the place where the business of the company is managed and controlled and in particular where the offices of the directors of the company are situated)’ and deemed the company to be resident in France, being its effective ‘place of management’. They therefore considered the Luxembourg registered office as only constituting a letterbox address. One of the factors influencing this position was the fact that equipment listed in the balance sheet was not actually situated at the company’s registered office. In this specific case, the court did not address the residence issue raised by the tax authorities, but decided on a procedural issue. 

			>	Administration Court, 9 March 2005

			Another judgment by the Administrative Court, dated 9 March 2005,10 dealt with a decision by the tax authorities in which they considered a Luxembourg public limited liability company (‘SA’) as being subject to tax in Luxembourg because it was resident there. The statutory seat of the company was in Luxembourg whereas managers’ and shareholders’ meetings were held in Germany, a majority of shareholders lived in Germany, and invoices were sent to individual shareholders in Germany. The court therefore took the view that the company’s central administration was located in Germany and it should consequently be considered a German-resident company under article 3 of the German-Luxembourg double taxation treaty. 

			These decisions show that an absence of substance due to a lack of ‘management and control’ in Luxembourg could lead to the loss of Luxembourg tax residence. 

			Luxembourg has not made any specific comments or observations as regards article 4 OECD MTC. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			For a Luxembourg company involved in transactions with other EU Member States, the freedom of establishment referred to in the EU Treaty could, on the basis of the ECJ’s decision in Cadbury Schweppes, make it impossible for an EU Member State to challenge the Luxembourg tax residence of a company provided that it does not constitute a ‘wholly artificial arrangement’ in terms of premises, staff and equipment, and economic activities. 

			The ECJ’s decision in Cadbury Schweppes has thus increased focus on the minimum substance requirements necessary to avoid a tax residence challenge by foreign tax authorities. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			A concept similar to the OECD’s permanent establishment concept exists in Luxembourg domestic tax law. The domestic PE concept has its origins in German law and is defined in broader terms than the OECD MTC.11 

			The concept of PE is referred to in section 156 Income Tax Act and defined in section 16 Tax Adjustment Act. This definition also includes a list of examples of PEs and notably that of ‘the place where management takes place’. The concept of PE is used outside the treaty context for the taxation of non-resident persons as well as for domestic purposes, for the determination of liability to municipal business tax and its allocation among the municipalities where an enterprise has a PE. Moreover, all tax treaties entered into by Luxembourg include this list of positive examples. 

			The Luxembourg legislation does not contain details or guidelines on how the ‘place of management’ should be understood. In line with the OECD commentaries, Luxembourg courts do not treat as exhaustive these listed examples of PEs (article 5(2) OECD MTC), and analyse whether the criteria in the general definition are fulfilled. The list only gives examples of situations that could be regarded prima facie as constituting a PE but must be analysed in view of the general PE definition in article 5(1) OECD MTC. 

			As an example, in the Administrative Court of Appeal case of 9 February 1999,12 a German enterprise claimed that it had an office (another concept referred in article 5(2) OECD MTC) in Luxembourg that constituted a PE under the German-Luxembourg tax treaty and that the profit to be allocated to the PE should be subject to tax in Luxembourg only. While the German company had plant at its disposal in Luxembourg, the court analysed the facts of the situation to determine whether the treaty’s PE criteria were met. It concluded that there was no evidence of any activity linked to the place of business in Luxembourg (i.e. mere storage of material in a small office) and, hence, that there was no PE. Luxembourg would probably apply the same reasoning if a PE were claimed to exist on the basis of the ‘place of management’ concept. The existence of a PE in Luxembourg as a result of management tasks being performed there cannot therefore be ruled out.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			It is usually agreed by Luxembourg commentators13 that a ‘beneficial owner’ is any person or entity that has the right to use an asset (or its income) and that has the right to decide the use to which the assets or its proceeds will be put or used. This notion stands in contrast to the position of an attorney, trustee or agent. The beneficial owner is thus the person or entity that has ultimate power of control over the asset and its economic disposition. 

			Many of Luxembourg’s double taxation treaties provide that a Luxembourg company receiving interest, royalties or dividends from another Contracting State can benefit from a reduction in or exemption from withholding tax provided it is (i) resident in Luxembourg within the meaning of the treaty and (ii) considered as the beneficial owner of the income. These rules naturally apply when the Luxembourg company is the paying entity. But, as interest and royalties are not subject to withholding tax under domestic law, dividends (which are subject to withholding tax in Luxembourg) are more likely to be challenged by the tax authorities. 

			The Act of 23 December 2005 first enacting the Savings Directive in Luxembourg defined the notion of ‘beneficial ownership’ in this area, though it made it clear that the definition only applies in the context of that act. The Act of 21 December 2005 introducing a 10% final withholding tax on interest income derived by Luxembourg-resident individuals also makes reference to this definition. The term ‘beneficial owner’ is defined as ‘any individual who receives an interest payment or any individual for whom an interest payment is secured, unless he produces evidence that it was not received or secured for his own benefit’. It is important to note that this definition has been expressly tailored to transposition of the Savings Directive. This explains the reference to individual beneficiaries only and the assumption that interest income is received. 

			Except for interest income paid to individuals (as mentioned above), no other definition of ‘beneficial owner’ is available in Luxembourg internal law. No beneficial ownership provision has been introduced into domestic law for transposition of the Parent-Subsidiary Directive or the Interest & Royalties Directive. 

			To conclude, it is noted that, as in the case of the substance requirements mentioned above, issues of beneficial ownership tend to arise where a Luxembourg entity is the recipient of income, and hence it is the position of the tax authorities of the paying entity that will be critical. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (LoB) clauses embedded in your treaties?

			Luxembourg has made neither any specific comments nor any observations with respect to the OECD MTC Commentaries on beneficial ownership. 

			Most of the double tax treaties concluded by Luxembourg do not contain a comprehensive LoB clause. However, exceptions exist. This is notably the case for the Luxembourg-US treaty, which contains an LoB clause according to which a non-qualifying resident cannot qualify for treaty benefits (or only some of the treaty provisions apply). The double tax treaty with India includes a provision that the domestic anti-evasion rules remain applicable, as well as general anti-abuse provisions for commercial entreprises.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			No beneficial ownership provision has been introduced into domestic law for transposition of the Parent-Subsidiary Directive or the Interest & Royalties Directive. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			As mentioned in 1.1, on 28 January 2011 and 8 April 2011, the tax authorities issued two circulars clarifying the tax treatment of Luxembourg entities that are mainly engaged in intra-group lending activities financed by borrowing. Taxpayers falling within the scope of the circulars should in practice comply with their substance requirements. They are stricter than the normal residence requirements in the Income Tax Act.

			In particular, a group finance company entity will be regarded as having real substance in Luxembourg if it satisfies certain requirements: 

			•	A majority of the board members, directors or managers who have the authority to bind the group finance company are either Luxembourg residents or non-residents who work in Luxembourg and fall under the scope of section 10(1)-(4) Income Tax Act,14 and are liable to tax in Luxembourg on at least 50% of their aggregate income. Where a corporate entity is a board member, its registered office and its central administration must be in Luxembourg. 

			•	Board members, directors and managers that live in Luxembourg or derive at least 50% of their aggregate income from Luxembourg (for individuals) or have their registered office and central administration in Luxembourg (for corporate entities) need to have the professional knowledge required to carry out their duties. They must also at least have authority to bind or otherwise incur the liability of the company and to ensure that all transactions are properly executed. The group finance company must have qualified personnel (either its own employees or outside personnel) capable of executing and recording the transactions carried out. The company must be able to supervise the work done by that personnel. 

			•	Key decisions concerning the company’s management must be made in Luxembourg. In addition, for entities for which the Companies Act requires general shareholders’ meetings to be held, at least one meeting a year must be held at the place specified in the articles of association. 

			•	The group finance company must have at least one bank account in its own name either at a financial institution established in Luxembourg or at a Luxembourg branch of a financial institution registered outside Luxembourg. 

			•	When the company submits a request for information that is effectively binding on the tax authorities, it must have met all its filing requirements. This applies to returns relating to taxes applied and collected by the direct tax authorities. 

			•	The company should not be considered a tax resident of another country. 

			•	The company should maintain an adequate level of equity with regard to the functions performed (taking into account assets used and risks assumed). 

			In general, a group finance company will be considered to assume the risks related to granting loans if its equity is greater than or equal to the lesser of 1% of the nominal value of the loans granted and EUR 2 million. Specifically, a group finance company is considered to assume the risks related to its lending activity so long as it is able to demonstrate that it effectively requires to use its equity if the risks associated with the transactions materialise. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			As a general rule, the tax administration follows the OECD Guidelines in tax matters but has not yet been impacted by recent OECD publications regarding the allocation of risk. 

			Whilst no general legislation has been implemented regarding the allocation of risk, the aforementioned circulars set forth guidelines for the assumption of risk by a group financing company based in Luxembourg (see 4.1). It should be noted that this notion of risk applies solely in the context of the circulars and does not extend to companies that they do not apply to.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			A company falling under the scope of the 2011 circulars should meet their requirements. Otherwise, the tax authorities could challenge the arm’s length character of the margin provided for in an advance pricing agreement applied for by or on behalf of the non-compliant Luxembourg company. In addition, if the equity of a Luxembourg company engaged in financing on-lending transactions is lower than the minimum required, the tax authorities can deem the entity a ‘conduit’ through which the funds flow. On that basis, they may spontaneously exchange information with the other jurisdictions involved in the transactions and inform them that the Luxembourg company is not the beneficial owner of the funds and related income from a Luxembourg tax perspective (in some cases, this could trigger foreign withholding tax issues, i.e. on interest payments).

			Notwithstanding the above, it should be noted that failure to comply with the specific substance requirements set forth in the circulars does not necessarily mean that the company would no longer be considered as a Luxembourg tax resident entity (it could then still obtain standard tax residence certificates).

			For other situations, the Luxembourg legislation does not provide any specific rules for challenging business restructurings. In the event of disputes, the OECD Guidelines and reports may be consulted before a taxpayer’s tax base is adjusted, as Luxembourg is a member of the OECD.
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			Malaysia 

			Author: Frances Po

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures. (last 2-3 years)

			The legislation on anti-avoidance has not changed recently. However, the tax authorities have been using the anti-avoidance provisions to deal primarily with transfer pricing issues. 

			With effect from 1 January 2009, new transfer pricing legislation1 was introduced covering both provisions on transfer pricing and the concept of thin capitalisation. The new legislation empowers the tax authorities to revise transfer prices that are not arm’s length and to disallow any financial assistance granted by one related party to another that does not meet the arm’s length principle.

			This specific legislation comes in addition to the existing anti-avoidance legislation,2 which allows the tax authorities to disregard certain transactions. Examples are transactions that alter the incidence of tax payable or suffered.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			To date, the courts have not dealt much with appeals on substance and anti-abuse. However, as the tax authorities begin to focus more on this area, a larger number of cases are likely to be brought before the Malaysian courts in the future. We note a number of pending court cases where the tax authorities have relied on the anti-avoidance provision to make transfer pricing adjustments.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			The determination of a company’s tax residence is regulated by domestic tax law.3 It provides that a company ‘carrying on a business or businesses’ or any other company (e.g. an investment holding company or dormant company) is tax resident in Malaysia for the basis year of assessment if ‘management and control’ of its business or affairs is exercised in Malaysia at any time during that basis year. 

			The meaning of ‘management and control’ has not been considered in depth by the Malaysian courts. Hence, Malaysia adopts the principle established in the UK cases that have held that it is considered to be exercised where meetings of the board of directors are held. 

			Whilst most foreign authorities have been concerned with the location of ‘central management and control’, the Malaysian legislation provides that a company is tax resident in Malaysia if ‘management and control’ of its business or affairs is exercised in Malaysia ‘at any time during that basis year’. Hence, in the Malaysian context, residence may be established by a single board meeting that is held in Malaysia during a basis year and involves high-level decision-making on the company’s policies and affairs, provided the board are physically present in Malaysia. In May 2011, the Malaysian tax authorities issued Public Ruling 5/2011 entitled ‘Residence status of companies and bodies of persons’ to provide guidance to taxpayers on how the residence of companies and bodies of persons should be determined.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Legally, the place of incorporation and the location of business activities or business assets is not relevant in determining the tax residence of a company: the Malaysian tax authorities will consider ‘substance-over-form’ in establishing ‘management and control’ in relation to board meetings held in Malaysia. Experience, as well as the recent Public Ruling 5/2011, shows that the tax authorities need to be satisfied that board meetings meet the following tests: 

			•	They must be physically conducted in Malaysia. Both local and foreign-based directors must be physically present. Furthermore, the directors who attend must be those able to exercise influence on the decisions taken.

			•	It must be evidenced that substantive decisions on the company’s policies or business are taken at the board meeting held in Malaysia. Minutes of the meeting must be available and clearly spell out that high-level decisions have been taken on the company’s policy and affairs. 

			For foreign-incorporated companies, whether they are deemed tax resident in Malaysia is still based on the ‘management and control’ test. Therefore, the appointment of local directors will not necessarily determine a company’s residence. Where controlling authority is exercised by directors who are overseas, the company is not a tax resident of Malaysia.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			As the Malaysian legislation does not make reference to central or ‘effective management and control’, but merely to ‘management and control’ by directors or any other controlling authority, a company could conceivably be resident in more than one jurisdiction. 

			In such cases, dual residence can be an issue for companies belonging to multinational groups. Here, the OECD rules prevail; Malaysia applies these provisions in its double taxation treaties. They usually have a tie-breaker residence article to identify a single country of residence. The tie-breaker varies from treaty to treaty. Hence, in certain circumstances and depending on the treaty, Malaysia may determine a company’s residence with reference to the ‘place of effective control’, or ‘central management and control’, either by way of mutual agreement or on the basis of a combination of these factors. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU law does not influence Malaysia’s position on the determination of a company’s tax-residence. It does not have CFC legislation and, consequently, the principles established in the Cadbury Schweppes case should not impact Malaysia. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Malaysia has largely adopted the OECD MTC in form and intention in concluding double taxation agreements with other countries. It therefore generally follows the OECD MTC Commentaries where it is stated that the ‘place of management’ constitutes a permanent establishment only if the requirements of article 5(1) are met. Article 5(1) provides that ‘permanent establishment’ means a fixed place of business through which the business of an enterprise is wholly or partly carried out. A PE in Malaysia may arise from mere management tasks (without giving rise to taxable residence) in the case of a representative office or a regional office that does not undertake trading activities. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Almost all Malaysia’s tax treaties include an implicit anti-tax-avoidance provision in the form of a ‘beneficial ownership’ rule. Sections dealing with interest, royalty and dividend income provide that the tax levied in Malaysia cannot exceed the prescribed concessional rate provided that the beneficial owner of the income is resident in the other State. 

			In Malaysia, ‘beneficial ownership’ is not defined in either its treaties or its domestic law. Nor is there Malaysian judicial precedent on beneficial ownership. In the absence of domestic law and local case law, Malaysia may adopt the principles established in common law cases: the recent case of Indofood International Finance Ltd v JP Morgan Chase Bank NA4 may be relevant here. Malaysia tends to interpret ‘beneficial ownership’ as an economic, as opposed to a legal, concept. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			In the absence of domestic legislation and judicial precedent, Malaysia adopts the OECD interpretation of beneficial ownership, which is construed not from a legal perspective but from an economic perspective. 

			None of Malaysia’s double taxation treaties thus far contains an LoB clause. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The OECD Guidelines state that tax administrations should recognise the actual transactions undertaken by associated enterprises as they have been structured by them, using the methods applied by the taxpayer in so far as they are consistent with the methods described in the OECD Guidelines. 

			In the case of a restructuring exercise, the Malaysian tax authorities will scrutinise the substance of the transaction and the profitability of the company prior to and after the restructuring. If there is a mere change in form but the substance still indicates that the company’s functional and risk profile has not changed, the tax authorities are likely to challenge the arm’s length nature of the transactions.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There have been no specific changes to the local legislation following on from the developments in chapter 9 of the OECD Guidelines. However, in practice, the tax authorities do recognise the ‘significant people functions’ concept when they carry out transfer pricing audits. In particular in industries where there is significant marketing activity and significant liaison and marketing efforts are undertaken at local level, the tax authorities expect to see reasonable profits remaining in the local entity.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The tax authorities rely on the general anti-avoidance provisions and the specific transfer pricing provisions in local tax legislation to adjust any related-party transactions that they consider may have altered the incidence of tax in Malaysia. 

			1 Section 140A Income Tax Act 1967.

			2 Section 140 Income Tax Act 1967.

			3 Section 8(1)(b) and (c) Income Tax Act 1967.

			4 Court of Appeal, 2 March 2006, Indofood International Finance Ltd. v. JP Morgan Chase Bank NA, London Branch, ITLR [2006] 653.

		

	
		
			Malta

			Authors: Kevin J. Valenzia, Neville J. Gatt and Mirko Rapa

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The general anti-avoidance provision contained in article 51 of the Income Tax Act has been extended to cover abusive schemes entered into so as to enable a person to directly or indirectly benefit from a capital loss. Furthermore, Malta has also recently introduced anti-avoidance rules that primarily target transactions involving Maltese immovable property or shares in companies holding Maltese immovable property, including narrowing the group definition for intra-group transfers of such assets.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			We are not aware of any government proposals to introduce specific anti-avoidance legislation, such as transfer pricing, thin-capitalisation or controlled foreign company rules. We do not therefore anticipate the tax authorities questioning transactions in this respect. However, companies should always remain mindful of the arm’s length principle with respect to transfer pricing, and the Commissioner of Inland Revenue has discretion to disregard any scheme that ‘reduces the amount of tax payable by any person’ and is ‘artificial or fictitious or is in fact not given effect to’. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			In terms of the Income Tax Act, any person (whether or not a company) that is both domiciled and ordinarily resident in Malta is liable to tax there on a worldwide basis. 

			For income tax purposes, a company is considered to be domiciled in the country where it is incorporated. This is confirmed by certain old British decisions (English case law is typically considered an authoritative source of interpretation for Maltese basic income tax principles), such as Cesena Sulphur Company v. Nicholson, 1 T.C. 88, and Egyptian Delta Land and Investment Co. v. Todd, 14 T.C. 119. 

			In the context of ‘bodies of persons’, the concept of ‘resident in Malta’ is defined in article 2(1) of the Income Tax Act as: ‘any body of persons the control and management of whose business are exercised in Malta, provided that a company incorporated in Malta on or after 1 July 1994 shall be resident in Malta and any other company incorporated in Malta shall be resident in Malta from 1 January 1995 where the ‘management and control’ of the business of the company is exercised outside Malta’. 

			Consequently, a body of persons (e.g. a company) incorporated in Malta is considered a person domiciled and resident in Malta without the necessity to determine where the ‘management and control’ of the company’s business is exercised. A company incorporated in Malta refers to a company that is formed in Malta in terms of her Companies Act and is registered as such with her Registrar of Companies. 

			Companies that are re-domiciled to Malta from another jurisdiction are considered incorporated in Malta from the date of re-domiciliation and should be deemed resident and domiciled in Malta with effect from that date. 

			A body of persons incorporated outside Malta whose business is managed and controlled in Malta is considered a company resident but not domiciled in Malta.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			The Maltese tax legislation does not define the term ‘management and control’. However, experience has shown that, in order to establish that the ‘management and control’ of a company incorporated outside Malta are exercised in Malta, the tax authorities typically take account of: (i) whether the board meetings of the company (including all those concerning its effective management) are held in Malta and the proceedings and attendance of the directors are minuted accordingly; (ii) whether the general meetings of the company are held in Malta with the proceedings and attendance being minuted accordingly; and (iii) whether any other decisions of the company are taken except at meetings as referred to in (i) and (ii). 

			Apart from the foregoing, other features that could be helpful (and are typically also present) to give more substance to a non-Maltese company’s claims of being resident in Malta include the following: 

			•	the company’s financial records are held and maintained in Malta (audited financial statements must be prepared and filed in terms of the principles enunciated in Maltese company law); 

			•	the majority of the directors are physically present in Malta to attend board meetings; 

			•	some of the directors are residents of Malta; 

			•	the company has registered a place of business in Malta with the Registrar, by registering as an ‘overseas company’ in Malta.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Maltese tax law does not refer to the OECD Guidelines and/or Commentaries. However, although such OECD sources are not legally binding in Malta (and Malta is as yet not an OECD member state), the tax authorities typically consider the OECD principles and OECD Guidelines as an influential source of interpretation in respect of provisions set out in Maltese tax law that refer to terms found in the OECD MTC and that are not defined by the Income Tax Acts.

			 

			Consequently, in order to determine the residence of a company incorporated outside Malta, the jurisdiction in which the ‘management and control’ of a body of persons is exercised must be considered in terms of article 2(1) of the Income Tax Act. Although the terms ‘management and control’ and ‘place of effective management’ do not necessarily refer to the same concept, the tax authorities will typically, in borderline cases, refer to OECD sources for interpretative guidance in order to determine the residence of a company that is incorporated outside Malta but managed and controlled in Malta.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The Cadbury Schweppes decision should not have had any influence on Maltese tax law in respect of residence. Furthermore, Malta does not operate any CFC legislation. Consequently, this ECJ decision is not expected to have any material influence on Maltese tax law. Indeed, to date, there have been no changes to its rules on tax residence as a result of the Cadbury Schweppes decision. 

			However, on the whole, the general anti-avoidance provisions set out in article 51 of the Income Tax Act may be invoked to challenge a scheme or arrangement whose sole or main purpose is to avoid, reduce or postpone tax. Furthermore, such anti-avoidance provisions are designed, inter alia, to clamp down on any ‘artificial’ scheme whose purpose is to reduce tax. The general anti-avoidance provisions should also support a ‘substance-over-form’ approach. This notwithstanding, in our experience, the tax authority has to date tended to adopt an extremely responsible and restrained approach to the application of such anti-avoidance principles in international tax-structuring situations.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			As mentioned in 2.3, Maltese tax law does not refer to the OECD Guidelines or Commentaries. Nevertheless, and notwithstanding the fact that Malta is not bound by the OECD publications, her tax authorities would generally consider the OECD principles and guidelines as an influential source of interpretation. 

			In terms of article 2(1) of the Income Tax Act, in order to determine the residence of a company incorporated outside Malta, the jurisdiction in which the ‘management and control’ of a body of persons is exercised must be considered. Irrespective of the fact that the terms ‘management and control’ and ‘place of effective management’ do not necessarily refer to the same concept, in borderline cases, the tax authorities would typically make reference to OECD sources for interpretative guidance in order to determine the residence of a company that is incorporated outside Malta but managed and controlled in Malta.

			The term ‘permanent establishment’ is not defined by Malta’s income tax legislation and Maltese tax law relies on the concept of ‘income arising in Malta’ to determine whether income is subject to Maltese income tax or otherwise, regardless of whether a PE is established in Malta and the income is attributable to that PE.

			Consequently, a management function carried out by a company (or other body of persons) in Malta may give rise to income that is considered to be ‘income arising in Malta’ and subject to Maltese income tax (ignoring the provisions of any applicable double tax treaty). However, the management function does not necessarily result in the company carrying out that management function being considered resident in Malta. This is on the basis that, in the particular circumstances, the management function may not constitute exercise in Malta of ‘management and control’ of the company. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Maltese income tax law refers to the term ‘beneficial owner’ in two particular provisions of the Income Tax Act: article 5 and article 12, and beneficial connotations exist in article 61. 

			Article 5, Income Tax Act

			Sub-article 25 of article 5 of the Income Tax Act provides for transfers of shares involving fiduciary relationships. It offers the clarification that a change in the registered holder of a share where that holder is an authorised trustee (or does not require to be an authorised trustee), without a change in the beneficial owner, would not be considered a transfer for capital gains purposes. A definition of ‘beneficial owner’ is set out in article 5(25) of the Income Tax Act, but solely for the purposes of that sub-article: ‘a person who is the real owner of, or who is otherwise beneficially entitled to, the shares which are subscribed or held on his behalf and in his interest by a person authorised or not required to be so authorised to act as a trustee’.

			This definition does not apply to the term ‘beneficial owner’ as referred to in article 12 of the Income Tax Act but it may provide an indication of how the tax authorities might interpret the term. 

			Article 12, Income Tax Act

			Although many of Malta’s double taxation treaties grant (typically limited) taxing rights to Malta in respect of Maltese-source interest and royalty income, Maltese tax law provides for an exemption from income tax in respect of certain items of income, including interest and royalties as well as dividends paid to non-Maltese residents. 

			Article 12(1)(c) of the Income Tax Act sets out that the following are exempt from tax, among others: ‘any interest, … or royalties accruing to or derived by any person not resident in Malta’.

			However, the article sets out certain conditions for the exemption to apply: ‘[p]rovided that the exemption under this subparagraph shall not apply in respect of any year in which the said person is engaged in trade or business in Malta through a permanent establishment situated therein and where the royalties or the debt claim in respect of which the interest … is paid are effectively connected with such permanent establishment; … Provided that the beneficial owner of the interest, royalty, … as the case may be, is a person not resident in Malta and such person is not owned and controlled by, directly or indirectly, nor acts on behalf of an individual or individuals who are ordinarily resident and domiciled in Malta …’.

			The first provision quoted above contains a condition that is similar to that to be found in the OECD MTC, article 11(4) and article 12(3). 

			The second provision refers to the concept of ‘beneficial owner’ but, unlike article 5(25) Income Tax Act, does not provide a definition of ‘beneficial owner’ and no such definition is contained in article 2 Income Tax Act, which is the general provision setting out definitions applicable to terms contained in the Income Tax Acts. Furthermore, there are no official tax authority guidelines or statements in respect of the definition of the term ‘beneficial owner’ for the purposes of article 12 Income Tax Act. 

			However, considering that the term is included in a provision whose intention is to limit the exemption from tax exclusively to non-Maltese residents, it would be reasonable to interpret the term prudently and use the OECD MTC and the relevant commentaries as a guide to interpreting it, with the likelihood of a ‘substance-over-form’ approach, adopting an economic (rather than a purely legal) approach. 

			Consequently, the exemption from tax in respect of interest and royalties derived by non-Maltese residents applies solely in those bona fide cases where the ‘real’ owner, i.e. the person enjoying the benefits of any income from the debt claim or intangible property, is a person who is not resident in Malta. Furthermore, that person should also not be owned and controlled, directly or indirectly, by, or act on behalf of, an individual or individuals who is or are ordinarily resident and domiciled in Malta. 

			Article 61, Income Tax Act

			In the case of dividends, Malta’s tax treaties include ad hoc provisions (not found in the OECD MTC but referred to in the Commentaries) to take account of the full-imputation system adopted by Malta in respect of the taxation of dividends. 

			Consequently, any distribution of taxed profits that falls within the definition of ‘dividend’ in terms of article 2(1) of the Income Tax Act should not be subject to further taxation, by way of withholding or otherwise, in the hands of the shareholder receiving it. (There may be instances where the dividend is subject to a withholding tax if the distribution is made to a person resident in Malta out of profits that were subject to tax at a rate lower than the current corporate tax rate.) 

			A distribution of untaxed profits is subject to a withholding tax of 15%. However, this does not apply to distributions of profits to a person that is not considered a ‘recipient’ in terms of the relevant provisions of the Income Tax Act. The terms do not cover persons that are not resident in Malta and are not owned and controlled, directly or indirectly, and do not act on behalf of an individual or individuals who is or are ordinarily resident and domiciled in Malta. 

			No reference is made to the term ‘beneficial owner’ in this paragraph, but the wording of the law suggests that its intention is to look through artificial arrangements. Consequently, if the beneficial owner of the dividend is a resident, the exemption from withholding tax should not apply. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned, Maltese tax law does not refer to the OECD Guidelines or Commentaries. However, these OECD sources could be influential when interpreting terms in respect of which an OECD interpretation exists and for which no such interpretation is contained in Maltese tax law, official tax authority guidelines or case law. 

			Practice has shown that, in the case of terms such as ‘beneficial owner’, it would typically be considered reasonable to refer to the OECD MTC Commentaries for interpretative guidance. 

			The US-Maltese double taxation treaty contains an LoB clause in respect of beneficial ownership. Malta’s other treaties do not typically include specific LoB clauses, apart from specific mention of the term ‘beneficial owner’ in the dividends, interest and royalties articles of its treaties. 

			As set out above, no withholding tax should apply in respect of interest, royalties and dividends derived by a person that is not resident in Malta in terms of Maltese tax law. On this basis, the articles of the treaties granting taxing rights to Malta when it is the country of source are to a certain extent superfluous. 

			Consequently, the term ‘beneficial ownership’ would be relevant solely from a Maltese tax perspective in determining whether a tax exemption is applicable or otherwise, and it would normally be considered reasonable to refer to the OECD MTC Commentaries in the event that guidance on the interpretation of the term were required. The OECD MTC Commentaries and interpretations are not legally binding in Malta but should provide a reasonable indication of the grounds on which the tax authorities would base their interpretation.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			The Parent-Subsidiary Directive and the Interest & Royalties Directive have been adopted by Malta and are part of the subsidiary legislation under the Income Tax Act. Maltese tax law does not impose any further conditions beyond those contained in the directives.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Malta does not operate any sophisticated transfer pricing rules. There is currently no specific tax legislation, nor are there any specific tax rules, that regulate transfer pricing and, consequently, there are no specific substance requirements in respect of transfer pricing. To date, there have been no proposals before parliament with respect to enacting specific TP legislation. 

			The Income Tax Acts make no reference to the OECD Guidelines; they have no force of law in Malta (and Malta is not as yet an OECD member country). No official guidelines and no form of tax authority guidance have been issued under the Income Tax Acts with respect to TP. 

			There are a couple of general anti-avoidance provisions that could be relevant even in a TP context, however. That said, given their general purport, they do not set out specific TP rules and this limits the likelihood of their being invoked by the authorities in a TP context. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			As mentioned, Maltese tax law does not refer to the OECD Guidelines or Commentaries. However, these OECD sources could be influential when interpreting terms in respect of which an OECD interpretation exists and for which no such interpretation is available in Maltese tax law, official tax authority guidelines or case law. 

			As far as we are aware, there have been no developments in Maltese tax legislation following the recent OECD publications in relation to the allocation of risk.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Although no TP legislation is available, the Maltese tax authorities are keen, and would typically still consider it desirable, that transactions between residents and non-residents should broadly adhere to the arm’s length principle, that is, pricing that would have been agreed between independent enterprises. 

			Therefore, it is normally considered advisable for transactions to be based on commercial justifications. However, no rules or guidance are available on the manner in which an arm’s length price is to be established or in respect of any substance requirements. Therefore, a certain element of flexibility exists in this regard.
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			Authors: David Cuellar, Fred Barrett, Sandro Castaneda, Edgar Ahrens, Luis F. Munoz and Francisco J. Zamora

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The past two to three years there have not been updates in the national legislation on the concept of substance or general anti-abuse measures. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			In connection with the ‘substance-over-form’ doctrine, four isolated judgments1 were recently issued by the Mexican courts. 

			The first two are very important in Mexico’s tax environment, given that accounting principles are not considered a source of legal interpretation: they ruled that the tax authorities may rely on Mexican financial reporting standards to support their decisions to prefer economic ‘substance-over-form’ in legal, accounting and financial disputes, regardless of the fact that Mexico’s tax provisions do not per se include ‘substance-over-form’ rules. 

			In the first case, a Federal Circuit Court2 ruled that reporting standards are a useful tool in cases involving not only legal but also accounting and financial issues; hence, their implementation or use rests on the basic principle that ‘substance-over-form’ should prevail at the time the dispute is analysed and resolved. In addition, the Court highlighted that it is necessary to identify the nature of the issuer of the financing information (i.e. taxpayers) in order to incorporate the consequences of transactions, commercial practices and other relevant factors according to economic reality and not only in terms of legal form, especially where they are disjunctive, with economic substance being preferred over legal form.

			In the second case, the Federal Tax Court3 held that, whereas taxpayers require to prepare and maintain their accounting records according to generally accepted accounting principles in terms of the Federal Tax Code, reporting standards are consuetudinary rules that have gradually superseded them. Consequently, because a public accountant’s role is to prepare and review financial information under reporting standards, the Mexican tax authorities may found a tax assessment on the fact that a taxpayer’s accounting records do not follow the standards.

			In another case,4 a Federal Circuit Court ruled that the Mexican tax provisions should be interpreted considering the economic nature of the events contemplated therein. In order to properly characterise a transaction, economic reality should be taken into account, independent of its formal stipulations. Moreover, the intention, principles and other economic factors underlying the relevant provisions should be considered to characterise the facts and legal deeds contemplated, with nature and economic content being considered over and above the literal expressions used.

			In a further case,5 it was held that, where the tax authorities consider there is a reason or substantial justification to attribute abnormal behaviour to taxpayers, it is the authorities that must prove that the transaction is artificial. The burden of the proof therefore lies on them to demonstrate that an act, fact or transaction is artificial. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to section 9 of the Federal Tax Code, an entity is deemed to be a Mexican tax resident if it has established the principal administration of its business or its effective ‘place of management’ in Mexico (e.g. the headquarters of its operations are located there). Under the Federal Tax Code, the tax authorities can apply this principle to challenge a company’s non-resident status and treat it as a Mexican tax resident.

			Since the section refers merely to the ‘principal administration of a business or the headquarters of its operations’, a foreign entity may be deemed to be a Mexican resident even if it was not incorporated under Mexican company law. 

			Additionally, under section 2 of the Income Tax Act, foreign entities may constitute a permanent establishment in Mexico if they are deemed to have a business presence in the country according to the Act’s provisions. PEs are treated similar to any Mexican entity for income tax purposes.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			According to special rules published by the tax authorities, a company has the ‘principal administration of its business or its headquarters of operations’ in Mexico when individuals located in Mexico take or carry out day-to-day decisions concerning its control, operations and/or management. A foreign entity may therefore be deemed to be a Mexican resident if its day-to-day decisions or management activities are carried out in Mexico, without it being necessary for it to have any operations there. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Although, in principle, the Mexican legal system is form-driven, the tax authorities tend to take a ‘substance-over-form’ approach to tax residence. As stated, an entity will be deemed to be a Mexican tax resident if the place of its effective management is located in Mexico. 

			Mexico’s tax provisions do not establish any direct reference to the OECD rules. However, it does have rules similar to the OECD provisions on the ‘place of effective management’. 

			OECD guidance may be applied where a foreign entity residing in a tax-treaty country claims treaty benefits. 

			According to a statement issued by the Federal Mexican Tax Court in April 2000 and a 2007 judgment, international treaties entered into by Mexico rank hierarchically below the Mexican Constitution, but prevail over Mexico’s federal laws. Hence, tax-treaty provisions prevail over Mexico’s federal tax provisions provided all the relevant requirements are met.

			Mexico’s recent tax treaties establish that, for the purposes of defining the residence of a taxpayer entity, in principle, the ‘place of management’ or some other, similar criterion will be taken into account. However, where the entity may be considered as a resident of both countries, both tax authorities settle the matter by means of the mutual agreement procedure set down in the treaty. It is important to point out that, although Mexico has not made any reservations on the OECD MTC Commentaries with respect to article 4 (residence), it has made an observation with respect to granting treaty benefits to partners of a foreign transparent entity. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			As mentioned, the Income Tax Act provides that a foreign company is resident in Mexico if its principal administration or effective ‘place of management’ is located there, and so no PE should be deemed to exist, as the foreign company will be deemed tax resident in Mexico. However, each case should be analysed on its individual facts.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The concept of ‘beneficial owner’ is to be found in many of Mexico’s double taxation treaties. However, neither these treaties nor Mexican tax law define what a ‘beneficial owner’ is. 

			In this regard, a 1998 statement by the Mexican Tax Court says that the purpose of the concept of ‘beneficial ownership’ is to avoid third-party foreign residents claiming the benefits stated in the law or a treaty. Another statement issued by the Mexican Tax Court in January 2007 says that, in order to claim a tax treaty benefit, a foreign resident has to prove that it resides in a tax treaty country according to the provisions of the Income Tax Act6 and comply with the relevant treaty provisions, including being the ‘beneficial owner’ of the income. 

			The OECD MTC Commentaries on articles 10, 11 and 12 cover what can be interpreted as a ‘beneficial owner’: ‘the term ‘beneficial owner’ is not used in a narrow technical sense; rather, it should be understood in its context and in light of the object and purposes of the Convention, including avoiding double taxation and the prevention of fiscal evasion and avoidance’.7 Since the definition does not provide any clear guidance, the Mexican tax authorities may interpret the term on the basis of the facts and circumstances in the specific case under review. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			There is no reference in Mexico’s income tax laws to the OECD rules regarding beneficial ownership. However, according to special rules issued by her tax authorities, the OECD MTC Commentaries are a valid source of interpretation for the tax-treaty provisions. Mexico has not included a common, specific LoB clause in its tax treaty network. However, several of her tax treaties do contain one.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Under the Income Tax Act, the OECD MTC Commentaries are a mandatory interpretative source of the transfer pricing provisions for income tax purposes to the extent they are consistent with the Act and Mexico’s tax treaties (Mexico being a member of the OECD). The transfer pricing rules in Mexico lay down a number of formalities, and the tax authority is very stringent when verifying application of these formalities in terms of transfer pricing documentation. 

			The OECD Guidelines call for the structure adopted by a taxpayer in entering into a controlled transaction to be disregarded where (paragraph 1.65):

			•	the economic substance of the transaction differs from its form; and 

			•	if the form and substance of the transaction are the same, the arrangements made in relation to the transaction, viewed in their entirety, differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner and the actual structure in practice impedes the tax administration in determining an appropriate transfer price. 

			While there are no explicit rules in connection with substance requirements, the tax authorities do, for general tax and transfer pricing purposes, scrutinise the economic substance or business purpose of intercompany transactions in order to verify that neither of the above two criteria is met. There are certain implicit ‘substance-over-form’ provisions in the law, such as: 

			•	thin-capitalisation rules; 

			•	excess interest is disallowed in the case of a debt/equity ratio that exceeds 3:1; 

			•	profit participating and back-to-back loans require interest to be reclassified as dividends; 

			•	where purchases of Mexican shares by non-residents at a bargain (discount) purchase price (differing from the arm’s length value by more than 10%) result in a taxable gain; 

			•	a capital reduction performed within two years of a capital contribution is recharacterised as a sale.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Significant auditing of business restructurings has continued to gain interest in Mexico, as international planning activities involving fairly complex restructurings of businesses provide for more centralised control and management of manufacturing, research and distribution functions. In light of the reduction in profits due to business restructurings, the OECD has included a full new chapter in the OECD Guidelines in this regard (July 2010). Mexico’s legislation has not been directly amended to consider the OECD approach. Nevertheless, and considering that the Income Tax Act recognises the OECD Guidelines as a mandatory interpretative source of the transfer pricing provisions, it could be said that Mexico follows the OECD positions in terms of business restructuring and substance considerations. 

			Furthermore, in recent years, in their TP audits, the tax authorities have based most of their decisions on substance considerations following the OECD criteria. As in other countries, substance considerations are taking on greater relevance in disputes with local tax authorities. 

			These guidelines are useful to both the tax authorities and taxpayers and should provide greater guidance in designing and documenting such structures. Nevertheless, they do seem to impose much greater documentation responsibilities on taxpayers, on various domains; and, in some cases, the requirements could prove impracticable, such as the requirement to document the reasons why one particular form of business restructuring is better than others. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As stated, the OECD Guidelines call for the structure adopted by a taxpayer in entering into a controlled transaction to be disregarded where there is disparity between the form of the transaction and its economic substance. 

			The tax authorities scrutinise the contractual terms of controlled transactions and the actual economic behaviour of the parties. 

			Please note that sections 2180-2184 of the Federal Civil Code define ‘sham’ as when parties misrepresent something that has not truly taken place or has not previously been agreed by them. Section 213 Income Tax Act also requires identification of the fictional act, the reasons for the sham and the potential tax benefits derived from it. Sham is a serious issue in Mexico. Section 231 of the Federal Penal Code sets forth its penalties, which include imprisonment, fines and the suspension of business activities. 

			The principal issues regarding business restructurings that have been addressed by the tax authorities are presented above, and they suggest that the authorities will still thoroughly scrutinise these kinds of restructurings, question their economic substance and look for potentially fictional acts. 

			In the near future, tax adjustments will likely be negotiated on the basis of increased exit payments and a requirement for multiple-year advance pricing arrangements. 

			1 In general terms, for the purposes of the consolidation of judicial precedent in Mexico, there should be five concordant rulings (three in the case of the Federal Tax Court) on the same issue.

			2 Isolated case I.4o.A.799 by the Fourth Division of the First Federal Circuit Court, entitled ‘Mexican financial reporting standards. Their use as tools in legal, accounting and financial disputes’, published in the Federal Judiciary Gazette, Ninth Era, September 2011, page 2159.

			3 Isolated judgment by the First Division of a Regional Federal Tax Court in tax case number 584/10-12-01-8, entitled ‘Mexican financial reporting standards. They can be used by the tax authorities to sustain their tax assessments’, published in the Courts’ magazine of August 2011, page 171.

			4 Isolated case TC014703.9AD1 issued by the Fourth Division of the First Federal Circuit Court, entitled ‘Interpretation of tax provisions. The economic nature of the events contemplated therein should be taken into account, beyond literal expressions or formal stipulations’, published in the Federal Judiciary Gazette, Ninth Era, March 2010, page 3001.

			5 Isolated case 1a. XLVII/2009 issued by the First Chamber of the Supreme Court of Justice, titled ‘Contributions. The burden of the proof that an act, fact or transaction is artificial lies on him who asserts that’, published in the Federal Judiciary Gazette, Ninth Era, April 2011, Volume XXIX, page 577.

			6 In order to claim a tax-treaty benefit, foreign residents have to prove their tax residence by means of a certificate of tax residence or a certificate proving that the last annual tax return has been filed – this has to be issued by the relevant tax authorities.

			7 2010 OECD MTC Commentaries, article 10, paragraph 12; 2010 OECD MTC Commentaries, article 11, paragraph 9; 2010 OECD MTC Commentaries, article 12, paragraph 4.

			

		

	
		
			The Netherlands

			Authors: Bart van der Gulik and Erik Berk

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			On 1 January 2012, two anti-abuse measures were introduced into the Corporate Income Tax Act 1969. 

			One (section 15ad Corporate Income Tax Act) targeted excessive debt-financing of acquisitions. Under the provision, the deduction of interest on acquisition debt is restricted if a Dutch company is acquired by a Dutch holding company which it subsequently joins in a tax group.1 The measure also applies if an existing holding is increased. The interest-deduction limitation applies to interest (including costs and both positive and negative currency exchange results) related to the debt with which the acquisition is financed; the limitation applies to related-party as well as third-party debt. In principle, it is possible to offset income and costs from different companies that are in the same tax group. It is now no longer possible to offset interest costs incurred by an acquiring company on acquisition debt against profits generated by the acquired company, even if that company is liquidated at a later stage. In this respect, the acquiring company’s stand-alone profits should be calculated based on an existing provision that specifically addresses this matter and the interest on the acquisition debt should in principle only be deductible against that stand-alone profit. There are two exceptions. First, the limitation will not apply to the extent that the interest on the acquisition debt does not exceed EUR 1,000,000. Second, it will not apply if no interest is incurred on excessive acquisition debt. In this respect, acquisition debt is considered excessive to the extent that it exceeds 60% of the acquisition price in the year the acquisition takes place. In subsequent years, this percentage reduces by 5% per annum to (ultimately) 25%. The two exceptions should be applied separately.

			The second new measure is the levy of dividend withholding tax on distributions by Dutch-resident cooperatives under certain circumstances. The measure only applies to cooperatives that directly or indirectly hold shares, profit rights or hybrid loans (that are reclassified as equity) on the ground that their main purpose is to avoid dividend withholding tax or foreign tax in the hands of another person (abuse of a cooperative), where the membership rights in the cooperative do not form part of the business enterprise of the holder of that membership interest. In cases of abuse of a cooperative, holders of membership rights that can be attributed to a business enterprise are only subject to dividend withholding tax if the cooperative directly or indirectly holds shares in a Dutch company that had real profit2 at the time it was acquired by the cooperative.

			In addition, an object exemption has been introduced for profits and losses of qualifying permanent establishments. It provides that profits and losses of qualifying permanent establishments are excluded from the Dutch tax base, with the exception of final losses upon termination of a permanent establishment. Under the system prior to 1 January 2012, losses of a permanent establishment were included in Dutch taxable income and could immediately reduce the Dutch tax base (subject to recapture once the permanent establishment turned a profit again). Although it was noted in the legislative history that the object exemption’s introduction should not be regarded as an anti-abuse measure, it is generally assumed that one of its rationales was to avoid structures by which the recapture of permanent establishment losses under the old system was frustrated or postponed in perpetuity.

			Finally, mention should be made of the discussion around limiting the deduction of Bosal interest. Bosal interest (named after the ECJ decision of 18 September 2003)3 is in short interest on debt that is used to finance shareholdings. Provided certain conditions are met, the profit derived from such holdings is exempt from corporate income tax under the participation exemption, while the interest on the debt used to finance shareholdings is, in principle, deductible (unless base erosion rules, thin-capitalisation rules or the excessive acquisition-debt rules described above apply). The government is currently looking into limiting the deductibility of Bosal interest and has indicated that it will propose measures in this respect during the course of 2012. It is yet to be seen whether they are of a general character or are more specifically aimed at perceived abuse situations.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Under the influence of the OECD Guidelines, there has been increased focus by the tax authorities on ‘substance-over-form’ and the economic rationale of transactions. Illustrative in this respect is the tax inspector’s approach in a case involving an Irish captive insurance company operating for a Dutch-based group.4 The tax inspector argued that the Irish company lacked the key economic aspects of a (re)insurer (such as diversification) and should not therefore qualify as a captive. Although the court left aside the question of whether the Irish company should qualify as a captive, it found on the facts that it did not in fact perform (re)insurance activities. Its findings rested on a number of facts put forward by the tax inspector, which it did not actually discuss in detail. It noted that the Irish company had only a very limited cost base, the majority of which consisted of a bill for administrative services from a related company. Consequently, the court held that the activities of the Irish company did not encompass more than the provision of administrative services and that its Dutch parent had failed to act on an arm’s length basis by accepting a higher profit allocation.

			Another illustration of the ‘substance-over-form’ approach taken by the tax authorities can be found in the cases dealing with non-arm’s length loans5 decided by the Supreme Court, such as the judgment of 25 November 2011.6 In that case, the tax inspector took the position that a loan between affiliated entities was granted under conditions (no securities, no fixed term) that a third party would never have agreed to. The creditor was disqualified from accounting a loss on the loan on the ground that a non-arm’s length debtor risk was assumed due to the shareholder relationship between debtor and creditor and that, consequently, the loss on the loan should be deemed as falling within the sphere of the shareholder (capital) instead of the business (profit). The Supreme Court upheld this reasoning but did not go so far as to recharacterise the whole loan as equity.7 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Section 4(1) of the General Tax Act lays down the basic rule for determining the residence of a company for the purposes, inter alia, of corporate income tax: 

			‘The place of residence of an individual and of an entity is determined in accordance with the circumstances’.

			This general rule is generally referred to as the ‘all-facts-and-circumstances’ test. It has not been further elaborated on in domestic tax statutes. Instead, as intended by parliament,8 it has been interpreted and clarified by the courts (see 2.2).

			In addition to the all-facts-and-circumstances test, the Corporate Income Tax Act contains an ‘incorporation fiction’ in section 2(4):

			‘If the incorporation of an entity has taken place based on Dutch law, … then such entity is deemed at all times to be a resident of the Netherlands for purposes of the Corporate Income Tax Act. A European company [Societas Europeae or SE] that, upon its incorporation, is governed by Dutch law, is deemed to be incorporated based on Dutch law for purposes of the application of the previous sentence’.

			Pursuant to the incorporation fiction, a company incorporated under Dutch law will be deemed a Dutch-resident company for Dutch corporate income tax purposes, irrespective of the outcome of the all-facts-and-circumstances test. This means that, in principle, a company incorporated in the Netherlands is subject to Dutch corporate income tax on its worldwide profit (full liability to tax in the Netherlands).9 It should be noted that, for the purposes of some regimes, such as – most importantly – the tax grouping regime, the incorporation fiction does not apply. Hence, in order to apply such regimes, a company should be resident in the Netherlands based on the all-facts-and-circumstances test. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Below, we discuss the criteria that have been developed in the case law to determine whether a company is resident in the Netherlands based on the all-facts-and-circumstances test. In this respect, court rulings such as BNB 1962/181, BNB 1987/306, BNB 1988/176 and BNB 1993/193 have shown that, in principle, the Supreme Court views the ‘place of effective management’ of the entity’s core activities’ as being the decisive criteria. 

			In its judgment of 23 September 1992, BNB 1993/193, the Supreme Court ruled that:

			‘When determining the place of residence of a company, in general it should be assumed that the effective management of a company lies with its board of directors, while the ‘place of effective management’ lies where the board of directors carries out its executive tasks. However, where it is plausible that effective control is carried out by somebody other than the board of directors, this can be an argument to consider the ‘place of effective management’ to be where that person carries out its executive tasks’.

			It follows that, with respect to a BV, the Supreme Court assumes that the effective management is carried out by the board of directors. It should be noted, however, that the all-facts-and-circumstances test is such as to leave room to deviate from this general principle, as there may be cases in which the effective management of an entity is actually performed by another body than the board of directors, e.g. by the shareholders’ meeting, one single director or the executive board of another group company. Examples would be nominee-type situations, where the board of directors merely functions as a rubber-stamping institution. 

			The Supreme Court decision of 1 July 1987, BNB 1987/306, lays down the principle that, when assessing which persons actually carry effective management responsibilities, account should be taken of the nature and size of the business carried on by the entity. If its business is more substantive, the persons bearing managerial responsibilities with respect to that business should have greater expertise.10 This means in principle that, if, in light of the nature and size of its business, the members of an entity’s (executive) board lack expertise, actual effective management would be less likely to reside in them. 

			Furthermore, in its ruling of 14 October 2005, BNB 2006/79, the Court held with regard to determination of the ‘place of effective management’ of a group company: 

			‘When determining the effective ‘place of management’ of a group company, the activities the company carries on on the basis of its corporate objects as laid down in the articles of association and its economic activities taken as a whole (its key activities) are decisive. Hence it is not decisive when determining the effective ‘place of management’ of a group company whether the board of the parent company is in a broad sense allowed to manage the group company, which, with respect to an (international) group, is automatically the case on the basis of the relationship of the shareholders and, due to the need for (strategic) coordination, will in general be the case. Rather, it is decisive whether, with regard to the key activities of the group company, the group board of directors manages the company in such a manner that it could be argued that the group company is not managed by the statutory board of directors of the relevant group company’. 

			From this case can be inferred that the ‘place of effective management’ of the legal entity is decisive (as opposed to that of the enterprise conducted by the company) and that general steering authority on the part of the central management of the group or the shareholders of an entity should not be decisive in determining its ‘place of effective management’. 

			In addition, it should be mentioned that, in determining the ‘place of effective management’ of a legal entity, the Supreme Court’s emphasis is on strategic rather than day-to-day management.11 

			In sum, in our view, the following general guidelines can be distilled from the case law on this subject: 

			•	the place where the directors who have legal authority to bind the company12 execute their board decisions is the most important factor; 

			•	where these directors merely execute instructions given to them by others, it is the location of those other, actual decision-makers that is crucial; 

			•	in determining who makes decisions, all the company’s core activities have to be taken into account; non-core activities are of lesser importance; 

			•	other criteria such as bank accounts, offices, bookkeeping, etc. are of secondary moment and generally become more relevant if it is not clear where decisions are made in relation to the company’s core activities, as they provide an indication of where the main decision-making location is probably situated in the case of multiple locations. 

			 In conclusion, it should be noted that, although these criteria give general guidance on the determination of tax residence, the ultimate, highly factual assessment of an entity’s domestic tax residence should be done on a case-by-case basis, viz. in line with the all-facts-and-circumstances test. This test, elaborated on in the case law, is supplemented by relevant administrative guidance on substance laid down in the decision of the Under-minister of Finance of 11 August 2004, No. IFZ2001/126M. His criteria generally need to be met if a taxpayer wants to agree a ruling with the tax authorities, and are generally viewed as a safe harbour for establishing an entity’s Dutch tax residence. 

			They are:

			•	At least half of the statutory directors entitled to make decisions on behalf of the entity, are (de facto) resident in the Netherlands.

			•	The Dutch-resident board members possess the requisite professional knowledge to carry out their duties. The duties of the board members should at least consist of (joint) decision-making – on the basis of their own responsibility and in the course of ordinary group involvement – on transactions to be entered into by the entity, and ensuring the proper performance of transactions entered into. The entity has qualified staff (of its own or hired in) to adequately execute and register transactions engaged in by the entity.

			•	(Important) board decisions are made in the Netherlands.

			•	The entity’s (main) bank account is held in the Netherlands.

			•	The bookkeeping is made in the Netherlands.

			•	The entity has (at least at the relevant time) complied with all of its tax declaration requirements. This can relate to corporate income tax, wage withholding tax, VAT, etc.

			•	The entity’s residence address is in the Netherlands. To its knowledge, it is not (also) regarded as a tax resident of another country.

			•	The entity’s equity is at least sufficient in relation to the functions performed (taking into account its assets and the risks it bears).

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The domestic rules on determination of tax residence are generally in line with the OECD rules. The domestic incorporation fiction is generally regarded to be a ‘criterion of a similar nature’ as referred to in article 4(1) of the OECD MTC.13 As discussed, the ‘place of effective management’ is the decisive factor under the domestic all-facts-and-circumstances test. The ‘place of effective management’ under domestic law (see 2.2) fits in with the OECD rules on the interpretation of ‘place of effective management’ as referred to in article 4(3) of its MTC (see paragraph 24 of the OECD Commentary on article 4 of the MTC).

			In addition, the Supreme Court ruling of 28 February 2001, BNB 2001/295, dealt with an interesting triangular case: a Dutch-resident (BV) was effectively managed from the Netherlands Antilles and paid a dividend to its Belgian-resident shareholder. The question at issue was whether the Netherlands could levy withholding tax on the dividend distribution. In dealing with this question, the Supreme Court had to assess whether the BV qualified as a resident of the Netherlands for the purposes of the 1970 Dutch-Belgian tax treaty. It ruled that it did not qualify because it was not fully liable to tax in the Netherlands as a result of its only being a tax resident of the Netherlands Antilles under the tie breaker in the Tax Arrangement of the Kingdom of the Netherlands.14 After all, because of that, it was in fact only subject to tax in the Netherlands on its Dutch-source income and not its worldwide income. Although it has not as yet been decided by the courts whether the same reasoning would apply if an actual tax treaty were involved instead of the Tax Arrangement, the OECD Commentary has, since July 2008, explicitly supported the reasoning in paragraph 8.2 of the OECD Commentary on article 4(1).

			Another interesting Supreme Court ruling on residence for tax treaty purposes is that of 4 December 2009, BNB 2010/177. The case looked at the treaty residence of a Dutch association under the tax treaty between the Netherlands and the United States. Under domestic tax law, an association is subject to corporate tax if and to the extent it operates a business enterprise. The association here did not do so and was consequently not subject to corporate income tax. The question was whether, despite that, it nevertheless qualified as a resident of the Netherlands under article 4(1) of the Dutch-US tax treaty. The Supreme Court held that article 4(1) explicitly counts exempt pension funds and exempt organisations as residents and inferred from this that they would not, or at least not in all circumstances, appear to qualify as residents of one of the Contracting States pursuant to the general liable-to-tax requirement in article 4(1). The Court inferred from this that an association not qualifying as an exempt pension fund or organisation not subject to corporate income tax under Dutch domestic law cannot be regarded as subject to tax in the Netherlands for the purposes of article 4(1) of the Dutch-US tax treaty. The association was consequently denied tax-treaty residence. 

			The question is whether entities that are subjectively exempt from taxation or not subject to taxation (in the case of a foundation or association due to their not engaging in any business enterprise), should be denied Dutch tax-treaty residence under OECD MTC-conform tax treaties on the basis of the ruling in BNB 2010/177. The answer is as yet unclear. It has been observed in the tax literature15 that this should not necessarily be so given that the Supreme Court provides room for another interpretation given its ‘at least not in all circumstances’ qualification. On the other hand, certain authors have expressed the view that BNB 2010/177 should also apply to OECD MTC-conform tax treaties and that Contracting States should explicitly agree to grant exempt entities treaty residence.16 The OECD Commentary supports both approaches in paragraphs 8.6 and 8.7 of the Commentary on article 4: (i) in principle, no treaty residence for exempt entities unless explicitly agreed in the treaty; and (ii) treaty residence for subjectively exempt entities due to the fact that they are subject to the tax laws of a Contracting State. Finally, the Under-minister of Finance has expressed the view that it is unclear whether BNB 2010/177 can be applied to OECD MTC-conform treaties (not including an explicit reference to certain exempt entities as treaty residents in the residence article).17 He has stated that, in principle, he supports granting treaty residence to exempt entities but that, given the ruling in BNB 2010/177, Dutch tax treaty policy will be aimed at explicitly including (certain) exempt entities as residents in treaties in order to improve legal certainty in this respect.18

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The Cadbury Schweppes case has not as such had specific influence on the Dutch position on residence as described above. Furthermore, there have been no specific changes or adjustments subsequent to the judgment. In addition, the all-facts-and-circumstances test to determine residence and the incorporation fiction are in general regarded to be in conformity with EU law. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			It can be deduced from the Supreme Court decision of 26 January 2000, BNB 2000/159, that a ‘place of management’ can only constitute a PE if all the requirements of the general PE concept are met. The decision reversed a Hague Court of Appeal judgment on the ground that that court had not examined whether a physical construction was used as a ‘place of management’. It ruled that a ‘place of management’ can only constitute a PE if all the general requirements for a PE are met. This position was confirmed by the Supreme Court with reference to paragraph 11 of the 1977 OECD MTC Commentary on article 5. The case law is substantiation for the proposition that no PE can originate in the Netherlands from mere management tasks.

			With respect to the relationship of ‘place of management’ in article 5(2) of the OECD MTC to ‘place of effective management’ in its article 4(3), it is noted that the Under-minister of Finance has expressed the view in relation to tax-treaty policy19 that a ‘place of management’ cannot coincide with the ‘place of effective management’. He says that a ‘place of management’ has to be understood as a place where (part of) the business of an entity is managed as opposed to the place where the entity itself is managed (‘place of effective management’).

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The term ‘beneficial owner’ is formulated negatively in the Dividend Withholding Tax Act 1965. An individual or entity is not the beneficial owner of the dividend and is not entitled to a refund, reduction or credit of dividend withholding tax: 

			•	if the individual or entity, as part of ‘a series of transactions’, has paid a consideration in connection with the proceeds received; 

			•	unless it is probable that the dividend in reality wholly or partially directly or indirectly benefited an individual or a corporate entity that, compared to the party that received the dividend, has a lesser right to a refund, reduction or credit of dividend withholding tax; and 

			•	if that individual or corporate entity in fact directly or indirectly kept his/its interest in the shares. 

			Under this definition, Dutch law clearly takes an economic approach.

			According to the Supreme Court in its ruling of 6 April 1994, BNB 1994/217, a recipient of dividends should be considered to be their beneficial owner if (i) it can freely avail of the dividends received and (ii) it does not act as an agent or nominee. It follows that the Supreme Court takes a much stricter approach than the statute does in determining whether a recipient of dividends should be considered to be their beneficial owner. 

			The Supreme Court’s interpretation of ‘beneficial owner’ seems to be more in line with the explanation of the term in the OECD Commentary.20 In paragraphs 12, 12.1 and 12.2 of the Commentaries on article 10 of the OECD MTC, reference is made to agents and nominees and conduit companies. Regarding the last of these, it is stated that ‘a conduit company cannot normally be regarded as the beneficial owner if, though the formal owner, it has, as a practical matter, very narrow powers which render it, in relation to the income concerned, a mere fiduciary or administrator acting on account of the interested parties’. This is closely in line with the Supreme Court’s ruling in BNB 1994/217 in our view. We further elaborate on the relationship between the statutory definition of beneficial ownership and the OECD Commentary in 3.2.

			In addition, it is worth noting that the Corporate Income Tax Act contains a provision in relation to back-to-back structures involving intra-group payments and receipts of interest and royalties: they will be excluded from the tax base in the Netherlands if the taxpayer does not run real risks with regard to the loans or legal royalty transactions. Specifically with regard to related intra-group loans, a company is considered to run real risks where its equity is equal to or greater than the lesser of 1% of the amount of the outstanding loans and EUR 2,000,000 (safe harbour rule). This equity figure must be available to the company and must actually be subject to exposure in the event the particular risks materialise. 

			Although the provision in the Corporate Income Tax Act does not refer to beneficial ownership (the Netherlands does not withhold tax on interest and royalty payments under its domestic tax law), it may well be that, as a consequence of excluding the interest and royalties received and paid from the Dutch company’s tax base, a tax treaty partner could argue that it is not the beneficial owner of the interest or royalties and subsequently refuse to grant it tax treaty benefits.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As indicated in 3.1, the Supreme Court’s interpretation of beneficial ownership seems generally to be in line with that in paragraphs 12, 12.1 and 12.2 of the OECD MTC Commentary on article 10. With respect to the definition in the Dividend Withholding Tax Act (introduced on 27 April 2001), it can be noted that that is stricter than the current OECD interpretation. The Under-minister of Finance takes the view that ‘beneficial owner’ as used in the tax treaties must be explained in accordance with the definition in the act. Furthermore, he says that, even where no beneficial ownership requirement is included in a treaty, only a beneficial owner should have access to the tax-treaty benefits.21 In general, we note that, under treaty-interpretation rules, it is not clear whether the Under-minister’s views will prevail, especially when it comes to tax treaties concluded before introduction of the anti-dividend-stripping rules and the domestic definition of beneficial owner (27 April 2001) or to treaties that do not contain the term. 

			With respect to the inclusion of anti-abuse measures in tax treaties (such as an LoB provision or main purpose test), it can be noted that the Netherlands has historically been cautious about including such provisions wholesale in its tax treaties. However, the recent Tax Treaty Policy Document22 states – in line with international developments and the increased anti-abuse focus of certain tax-treaty partners – that ‘the Netherlands finds it important to avoid abuse of tax treaties and is therefore prepared to include provisions limiting the benefits of tax treaties if the Netherlands and/or the tax treaty partner, given the interaction between the tax systems of the states involved, perceive a risk of treaty abuse’. Additionally, in the last couple of years, there has already been a greater prevalence of anti-abuse measures in new tax treaties, generally at the request of treaty partners (e.g. the LoBs in the treaties with the United States (2004 Protocol) and Japan (2010)), but sometimes at the request of the Netherlands (e.g. the main purpose test in the treaties with Qatar (2008) and the United Arab Emirates (2007)). 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			No specific anti-abuse rules were introduced upon transposition of the Parent-Subsidiary Directive in the Netherlands. There is, however, a general requirement to be able to claim an exemption for dividend withholding taxes in EU situations, which refers to anti-abuse measures in tax treaties between the Netherlands and other EU countries. Under this requirement, an EU-resident corporate recipient of a Dutch dividend will not be able to claim the Dutch dividend withholding tax exemption if, under its EU State’s tax treaty with the Netherlands, it would not be entitled to the reduced withholding tax rate due to application of anti-abuse measures laid down in that treaty.

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are no specific, defined substance requirements in the Dutch TP legislation. From both an ITS and a TP perspective, the Netherlands applies an (economic) substance-over-(legal) form approach. This is consistent with the OECD Guidelines, which state that tax administrations should recognise the actual transactions undertaken by associated enterprises as they have been structured by them, using the methods applied by the taxpayer in so far as these are consistent with the methods described in the OECD Guidelines. Having said this, the starting point in any fiscal analysis is the legal form of the transaction or transactions. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the Dutch legislation implementing these OECD recommendations. The arm’s length principle was incorporated into the Corporate Income Tax Act in 2001. In an administrative decree,23 the Under-minister of Finance confirmed that the Netherlands adheres to the arm’s length principle and the OECD’s approach in this regard, including the OECD Guidelines. There has not (yet) been any significant case law in the Netherlands since formal adoption of these concepts by the OECD.

			The increased focus on substance requirements in recent OECD proceedings has clearly impacted the approach taken by the tax authorities, with a focus on economic substance and the business rationale of transactions. In the case of business restructurings, they tend to compare the picture pre-restructuring with that post-restructuring. In addition, they seem to place greater emphasis on decision-making capacity, competence (knowledge and skills) and risk-taking functions, echoing the OECD’s position on ‘control over risks’ and ‘significant people functions’. These issues are pursued and discussed on a case-by-case basis.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As described in the preceding sections, the tax authorities apply an economic substance-over-legal form approach, although the legal form generally constitutes the starting point of the analysis; the approach kicks in where the two differ. By way of illustration, there are cases that highlight the circumstances under which a loan can be recharacterised as equity for tax purposes.24 A lack of economic substance can lead the tax authorities to either disregard or recharacterise transactions. This is in line with the OECD Guidelines, which state that there are particular circumstances in which it might be appropriate for a tax administration to disregard dealings between associated enterprises.

			1 The same limitation applies where interest on the acquisition debt can effectively be set off against the profits of the entity that is acquired as a result of a restructuring involving a legal merger or legal demerger.

			2 Known as zuivere winst in Dutch. Briefly, it is the fair market value of a company minus that part of its capital that is recognised for Dutch tax purposes.

			3 European Court of Justice, 18 September 2003, Bosal Holding BV, C-168/01, http://www.eur-lex.europa.eu.

			4 The Hague Court of First Instance, 11 July 2011, Vakstudie Nieuws 2011, 47.13.

			5 Onzakelijke leningen in Dutch.

			6 BNB 2012/37.

			7 The non-arm’s length loan cases contain a lot of interesting dicta by the Supreme Court, e.g. as to when a loan should be considered a non-arm’s length loan, how to calculate interest on a non-arm’s length loan, etc. It is beyond the scope of this chapter to discuss this case law in detail, but it provides a good illustration of how the tax authorities approach matters.

			8 The all-facts-and-circumstances test to determine the residence of a (legal) person effectively dates back to the late 19th century (section 1(2) of the Wealth Tax Act 1893). In discussing the relevant provision during the 1893 act’s passage, the Minister of Finance noted: ‘Finally, it has been asked which circumstances should be taken into account? Well, how would I be able to tell which circumstances may present themselves? All kinds of circumstances may be involved. The judiciary will have to decide’. (TK, 1891-1892, 125, No. 7).

			9 A naamloze vennootschap (public limited liability company – NV), besloten vennootschap (private limited liability company – BV), coöperatie (cooperative), vereniging (association) or stichting (foundation) would qualify under the incorporation fiction as all these entities are incorporated under Dutch law. An open commanditaire vennootschap (generally, a non-transparent limited partnership – open CV) and an open fonds voor gemene rekening (non-transparent fund for joint account) arguably do not qualify under the incorporation fiction as these entities are not incorporated, but rather entered into (they are legally a contractual arrangement rather than a separate incorporated body). It should be noted, however, that the Under-minister of Finance takes the position that the open CV also falls under the incorporation fiction (see his Decree of 16 November 2004, No. IFZ2004/828M, V-N 2004/67.13, question 2.3).

			10 For instance, Romyn (M. Romyn, ‘Internationaal belastingrecht’, Tilburg: 1999, 7th impression, 11) signals that a trust company can more easily do the effective management of an investment or holding company than of a trading or manufacturing company.

			11 It can be deduced, e.g. from the Supreme Court case of 17 December 2004, No. 39 719, BNB 2005/105, that the courts attribute great value to major investment decisions with respect to an entity.

			12 The ‘statutaire bestuurders’ in Dutch.

			13 Although the correctness of this presumption is not undisputed, both the parliamentary history to the Tax Arrangement and the OECD MTC Commentary (see paragraphs 4 and 8 of the OECD MTC Commentary on article 4 and also the reservations made to that article by Canada (§27) and the United States (§31)), among others, provide sound arguments that it should.

			14 A treaty-like law between the Netherlands and its overseas territories. 

			15 E.g. S. P. de Buck in his note on the decision of the Supreme Court in NTFR 2009/2692.

			16 E.g. S. van Weeghel in his note on BNB 2010/177.

			17 Nederlands Fiscaal Verdragsbeleid 2011, 13.

			18 Nederlands Fiscaal Verdragsbeleid 2011, 14.

			19 TK, 1987-1988, 20 365, Nos. 3 and 5, Q&A 14.

			20 In view of the current uncertainty surrounding possible amendments to the OECD MTC Commentary with respect to beneficial ownership pursuant to the Discussion Draft on the meaning of ‘beneficial owner’ in the OECD Model Tax Convention, we do not here discuss any of the Discussion Draft’s proposed wordings.

			21 TK, 2000-2001, 27 896 no 3, 3.

			22 Notitie Nederlands Fiscaal Verdragsbeleid 2011, 36.

			23 Decree of 30 March 2001, IFZ 2001/295.

			24 Supreme Court, 27 January 1988, BNB 1988/217, and Supreme Court, 11 March 1998, BNB 1998/208.

			

		

	
		
			Norway

			Authors: Morten Beck, Ståle Wangen, Eivind Falck-Ytter and Eyvind Sandvik

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures. (last 2-3 years)

			In the wake of the ECJ’s Cadbury Schweppes case, Norway introduced a statutory substance doctrine in 2008 in relation to the scope of application for the Norwegian participation exemption in cross-border contexts within the EEA. The rules also apply with respect to CFC taxation within the EEA.

			In 2011, Norway adopted extensive cross-border reorganisation rules. As a general observation, the scope of these rules does not cover low-taxed companies resident within the EEA unless they are ‘actually established and conduct genuine economic activity’. It was intended that this substance test should be identical to those that apply under the participation exemption and CFC legislation. However, it differs in one minor respect, as the new reorganisation legislation stipulates that the substance test can only be met if there are activities in the EEA state of residence.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			None of the explicit new substance rules described has yet been tested in the courts. However, there are court cases where the tax authorities have reattributed income based on substance arguments. Most prominent of these is the Dell decision by the Supreme Court on 2 December 2011.

			The case dealt with the question of whether a Norwegian sales company acting as commissionaire for its Irish principal caused the principal to have a permanent establishment in Norway. The key issue was how the terms ‘on behalf of’ and ‘has the authority to conclude contracts in the name of’ should be understood, reference being made to article 5(5) of the double taxation treaty (‘DTT’) between Norway and Ireland. 

			Dell asserted that the wording meant that the contracts must be legally binding on Dell Products (the Irish principal) for a permanent establishment to be created. The tax authorities adopted a ‘functional’ approach and claimed that, to constitute a permanent establishment, it was sufficient for the contracts entered into by Dell AS (the Norwegian commissionaire) with Norwegian customers to be de facto binding, even if not necessarily on Dell Products. In an unusually clear decision, Dell won the case. 

			The litigation concerned income years 2003-2006. During this period, the Irish principal had no employees of its own but purchased all services from related companies. The tax authorities argued that the Irish principal was a conduit company in this period. They had not taxed it in Norway as of 2007. The reason was that the group had restructured in 2007, so that the Irish principal had its own employees (and premises) rather than purchasing these services from group companies. In the tax authorities’ view, that was sufficient for the company not to have a permanent establishment in Norway. The Supreme Court stated that it ‘was difficult to understand how the reorganisation in Ireland had any impact on the question of whether the Irish principal had a permanent establishment in Norway’. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Under section 2-2 of the Tax Act, companies resident in Norway are subject to tax on their worldwide profits and capital gains. The term ‘resident’ is not defined in the legislation. The case law offers little help in this respect; if anything, it suggests that ‘central management and control’ are decisive criteria. However, the Ministry of Finance has taken the view that a distinction has to be drawn between companies organised under foreign law and those organised under Norwegian law. The analysis under the latter is broader, and a strict ‘management and control’ test applies only to foreign companies. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In practice, the tax authorities will consider all companies organised under Norwegian law as resident, without further inquiry. If the companies’ functions are performed outside Norway, a broad analysis is required, with no single criterion being decisive. In an interpretive statement, the Ministry lists the following as relevant factors in the analysis: 

			•	whether the board and shareholders’ meetings are held in Norway; lately, the tax authorities have also scrutinised the composition of boards, i.e. whether the majority of the members are tax resident in Norway; 

			•	the place where day-to-day management is performed; 

			•	the allocation of corporate functions between Norway and other countries; and 

			•	whether the company is still governed by the Norwegian company law. 

			The Ministry states that the last criterion is especially important and that, in most cases, a Norwegian-formed company will either be resident for both tax and corporate law purposes or be non-resident for both. It should be noted that the tax authorities have argued that, for company law purposes, Norway employs a variation of the real seat theory, whereas almost all legal scholars and practitioners are of the view that a company organised in Norway will remain subject to Norwegian company law even if it moves its seat out of Norway. Consequently, company law should no longer impact the tax-residence analysis. However, this issue has not yet been properly tested before Norwegian courts.

			The ‘central management and control’ test for companies formed under foreign law is simpler. It is commonly accepted, as the Ministry also confirms in its statement, that the decisive test is whether the foreign company holds its board meetings in Norway. In practice, the tax authorities will often look to the residence of the board members in assessing where decisions are taken. Where the foreign company law affords other corporate bodies power and authority that are allocated to the board under Norwegian law, it will have to be checked where those corporate bodies are situated. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The tax authorities will often in practice look at where a company is registered. However, this is nothing more than a practical approach, which may be affected by other factors. Once the issue is raised, legal formalities will not carry much weight in the analysis, and the residence question will always be resolved on a substantive basis. 

			Norway has not made any specific reservation with respect to the OECD MTC Commentaries on this point and will generally adhere to them. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The Cadbury Schweppes decision did not entail any changes in the rules governing tax residence in Norway. The rules described above remained unchanged after the ECJ handed down its decision. 

			The Norwegian CFC legislation was, however, amended as a result of Cadbury Schweppes. Under current law, the CFC rules cease to be generally applicable when the subsidiary is resident within the EEA. However, this is only true if the subsidiary is actually established and performs an economic activity within its country of residence. This is a purely factual analysis, and the legislative history provides an elaborate and non-exhaustive list of factors that should be taken into account when assessing whether the subsidiary has sufficient presence within the EEA: 

			•	whether it has any physical presence, such as offices, inventory or equipment in the State; 

			•	whether there are any management or other employees in the State that actually perform the activity and whether they have relevant qualifications, training and authority; 

			•	whether the company actually has any income in the State (or, in the case of an intra-group provider, whether the goods or services supplied have any actual value for the group). 

			The burden of proof in these cases rests with the Norwegian parent company. 

			As mentioned, the very same substance test is now applied with respect to the scope of the Norwegian participation exemption: 

			•	Low-taxed companies resident within the EEA only qualify as investments under the participation exemption if this substance test is met.

			•	Foreign companies resident within the EEA are only exempt from Norwegian dividend withholding tax if they demonstrate that the substance test is met.

			Further, this substance test is now also a criterion for carrying out tax-neutral cross-border reorganisations involving low-taxed EEA companies.

			In our opinion, it is questionable whether these requirements are compatible with Cadbury Schweppes. It seems as though the requirements listed have a broader scope than the ‘wholly-artificial’ test that was laid down by the ECJ. It appears that the Ministry of Finance has recently narrowed the scope of the substance test somewhat by stating, in an interpretive statement concerning application of the participation exemption to a low-taxed EEA holding company, that an EEA company will only fail the substance test if a tax avoidance motive can be established.

			To date, the issue has not been brought before the Norwegian courts. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			For domestic law purposes, it should be noted that management activities are normally sufficient to establish a taxable presence, the test being whether a business is ‘conducted or managed’ in Norway. In this respect, the Tax Act has an explicit tax exemption for the management of international shipping activities undertaken in Norway on behalf of non-resident companies. Administrative guidance in relation to such management states that the business is only managed in Norway if authority and decisions that are ordinarily conferred on the board of directors – under either Norwegian company law or business practice – are taken by the management based in Norway. 

			There is, however, very limited guidance on how Norwegian tax authorities interpret the term ‘place of management’ for treaty purposes. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Under domestic law, Norway only imposes withholding tax on outbound dividends, generally at a rate of 25%, which may be reduced under a treaty. 

			However, if the shares are held by an entity that qualifies under the participation exemption, the dividends may be fully exempt. In order to qualify, the owner of the shares must, among other things, actually be established and perform an economic activity in the residence country (which is the same analysis as has to be done with respect to the CFC rules). This requirement has been subjected to widespread criticism from Norwegian tax practitioners as it most likely breaches the EEA Agreement. We expect that the issue will soon be raised in a Norwegian court. 

			Furthermore, the Norwegian tax authorities also interpret the statute as including a requirement that the foreign company must be the real owner of the shares. From the tax authorities’ statements, it is not entirely clear whether this requirement only means that the foreign company has to be considered the real owner of the shares or whether the foreign company also has to be considered the beneficial owner. Under Norwegian tax law, the foreign company will in principle be regarded as the real owner of the shares if it possesses the economic, administrative and legal rights attaching to them. 

			EU tax directives are not binding on Norway, so the Tax Act has not been amended in any way to comply with the Parent-Subsidiary or Interest & Royalties Directives. In this respect, it should be noted that Norway does not impose withholding tax on interest or royalties.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Norway has not made any reservation with respect to the definition of ‘beneficial owner’ as described in the OECD MTC Commentaries, and the tax authorities will generally the principles that follows from the commentaries. At present, Norway has few treaties with LoB clauses. Only those with countries with particularly beneficial tax regimes currently contain such clauses (or variations thereof). 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The OECD Guidelines state that tax administrations should recognise the actual transaction undertaken by associated enterprises as it has been structured by them, using the methods applied by the taxpayer in so far as these are consistent with the methods described in the OECD Guidelines. 

			A distinction should be drawn between structural adjustments and pricing adjustments. In Norway, the threshold for making structural adjustments is higher than for pricing adjustments. 

			The starting point in Norwegian tax law is that transactions according with Norwegian private law are respected. Application of the general anti-avoidance rule is dependent on the tax authorities showing that the relevant transaction has little value besides the tax effects and that the main purpose behind the transaction is to reduce Norwegian taxes. Furthermore, the tax benefits gained by the transaction must be contrary to the legislative intent (i.e. the relevant transaction clearly falls outside the situations the rule was meant to cover). The legal basis is either the non-statutory general anti-avoidance rule or the special anti-avoidance rule applicable to certain transactions and corporate reorganisations (see section 14-90 of the Tax Act). The objective of the general anti-avoidance rule is to ascertain the underlying reality; thus, substance prevails over form. 

			The written contract is the starting point for construing its content. The actual behaviour of the parties is in practice another important element (thus, the underlying reality). It is important to distinguish between this and so-called pro forma transactions, which are disregarded for tax purposes. 

			Section 13-1 of the Tax Act codifies the arm’s length principle and is the main legal basis for pricing adjustments. Adjustments may be made if pricing deviates from an arm’s length range, thus entailing more of an economic issue than structural changes. There are no specific, defined substance requirements.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the legislation implementing the OECD recommendations. However, The Norwegian tax authorities have long experience in applying the arm’s length principle and the OECD Guidelines. As Norway is an active OECD member, the tax authorities tend to adhere to the OECD’s approaches in this regard. The increased focus on substance requirements in recent proceedings of the OECD has clearly impacted the approach taken by Norway’s tax authorities. Their experience is increasingly following the OECD Guidance, resulting in a more practical approach.

			For instance, while business restructurings involving commissionaires, toll manufacturing and similar types of arrangements were common in the past, we are seeing a clear tendency for the Norwegian tax authorities to increase their focus on the issue of substance following the OECD developments on business restructurings. Taxpayers are systematically scrutinised when engaging in business restructurings, and extensive information requests from the tax authorities contain questions that are clearly based on Chapter 9 of the OECD Guidelines.

			Chapter 9 of the OECD Guidelines

			The tax authorities’ focus on transfer pricing aspects of business restructurings increased even before the OECD published its final report in July 2010. Tax audits and court cases have shown that the principles described in Chapter 9 are indeed applied in practice. For instance, in the 2007 Cytec case (Court of Appeal, UTV-2007-1440, final judgment), the tax authorities successfully argued that intellectual property was transferred to a foreign group entity, a taxable event, as part of a business restructuring. Nevertheless, there have not been any significant recent developments in the case law (from the Supreme Court) following the publication of Chapter 9. In tax audits, the authorities systematically review the TP documentation provided to them and interview key personnel to check that the documentation correctly describes the functions or the entity taxable in Norway.

			Together with the introduction of transfer pricing documentation requirements in 2008, a transfer pricing form (RF-1123) was introduced as an attachment to the annual tax return. In it, the taxpayer must report information in relation to business restructurings. In addition, transfer pricing documentation for entities taxable in Norway must include a description of restructurings, including business restructurings.

			New article 7 of the OECD MTC

			Very limited case law is available in respect of the new article 7 of the OECD MTC. In its 2 December 2011 judgment in Dell Products, the Supreme Court held, in a very clear, unanimous judgment, that the Norwegian company, Dell AS, acting as a commissionaire, did not create a permanent establishment for the non-resident principal, Dell Products (HR-2011-02245-A; see article 5(5) of the DTT between Norway and Ireland). On the basis that no permanent establishment was created, the Supreme Court did not actually assess article 7. 

			The majority of the existing Norwegian tax treaties are based on the wording of the old article 7 of the OECD MTC, including relevant commentaries.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One is where the economic substance of a transaction differs from its form; then, the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. The other is where the form and substance of the transaction are the same but the arrangements made in relation to the transaction, viewed in their entirety, differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner and the actual structure in practice impedes the tax administration in determining an appropriate transfer price. 

			The tax authorities may challenge transactions that they regard as tax-driven and an abuse of the tax rules. The transaction may be either disregarded or reclassified. 

			Reorganisations and pricing not in accordance with the arm’s length principle may also be challenged by the tax authorities. The outcome is that the pricing is adjusted to what it would have been between two unrelated parties based on the approved OECD pricing methods.

		

	
		
			Poland

			Authors: Piotr Wiewiórka, Sebastian Lebda, Agata Oktawiec 

			and Weronika Missala

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The government had announced that stricter anti-abuse rules will be introduced, but no bill has been forthcoming as yet.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			We have not observed any recent increased attention by the courts and tax authorities to substance and anti-abuse measures, unless with regard to transfer pricing (see 4.2).

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to domestic law1 a company is considered to be Polish tax resident and subject to unlimited tax liability in Poland where:

			•	it has its registered seat (office) in Poland; or

			•	its management is located in Poland. 

			Domestic tax law does not define ‘place of registered office’ or ‘place of management’. These terms should be analysed under the Civil Code and mercantile law.

			Under the Civil Code, unless the law or articles of association state otherwise, the registered seat of a legal person is the place where the managing body (the board) is located. Additionally, under the Commercial Code, the articles of association of a limited liability company must indicate the town where the seat of the company is located. Hence, a company should be treated as a Polish tax resident from the perspective of Polish domestic tax law if its articles of association indicate a location in Poland as the place of its registered seat.

			Polish domestic law does not directly recognise the concept of effective ‘place of management’. This concept can be relied on only in the case of countries that have double taxation treaties with Poland, provided the treaty includes a reference to the concept.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Generally, the tax authorities take the following criteria into consideration in assessing the Polish residence and level of substance of a company. This list is neither cumulative nor exhaustive:

			•	the company is registered in Poland, which may be achieved by establishing a new company or acquiring an existing company;

			•	it is registered for income tax purposes;

			•	registration for VAT purposes is optional and may be considered in event the company performs vatable supplies in Poland;

			•	according to the Companies Code, the company needs to hold at least one general shareholders’ meeting a year in Poland, which is required to approve the annual financial statements and management annual report on the business of the company. For this reason, representatives of foreign shareholders of Polish companies (or authorised proxies) need to come to Poland at least once a year;

			•	the representatives of the shareholders (or authorised proxies) also need to be present when capital contributions are made in order to take part in the shareholders’ meetings at which share-capital increases are voted on;

			•	does the management of the company consist of Polish nationals? In practice, there is no such legal requirement and, in fact, all the members may be foreigners.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			There is no direct reference to the OECD rules in domestic tax law in the context of assessing tax residence. However, should there be a dispute on tax residence between two treaty countries and the treaty provides for tie-break rules based on the effective ‘place of management’, the OECD rules may be relied on to determine the relevant tax residence.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			So far, the tax authorities have not indicated that they would be making any particular change in their approach to determining residence as a result of EU case law. However, in the case of a tax dispute concerning an EU taxpayer, we expect that arguments could be drawn from EU case law. This could be particularly helpful to justify foreign tax residence.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Though domestic tax law does not define ‘place of management’ or refer to management tasks in the context of a PE definition, in 2008, the tax authorities issued a ruling that may give some interpretative guidance in this respect. It related to a US company operating in the hotel sector. It rendered management services to companies located worldwide, including Poland. A Polish company owned a building and contracted with the US company for management services for its hotel business in Poland. The US company carried out general supervision of the Polish hotel and made sure it met the required standards. It had neither personnel in Poland (employees of the American company came over occasionally) nor any premises at its own disposal. 

			The tax authorities claimed that the activity of the US company led to the creation of a Polish PE since it had a permanent place in Poland where it conducting its activities, i.e. the meeting places of the US company’s and Polish hotel’s employees. They claimed that the character of the activities conducted by the American company in Poland mirrored the ordinary course of its business activity i.e. hotel management services. 

			Consequently, managerial tasks may lead to the creation of a PE in Poland, in particular when that activity is the ordinary business of the foreign company. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Domestic tax law does not provide a general definition of ‘beneficial owner’. Nor are there any special guidelines on how to evidence the beneficial ownership status of a payment recipient. Given the general practice of the tax authorities and administrative courts in applying double tax treaties, interpretation of the ‘beneficial owner’ concept should follow the guidelines presented in the Commentary to the OECD MTC (economic approach). 

			Poland has transposed the Parent-Subsidiary and Interest & Royalties Directives. For the withholding tax exemption on dividends, her legislation refers to the ‘recipient’ and requires that the minimum holding threshold (10%) should result from ownership of the shares.

			The withholding tax exemption on interest under the corporate income tax rules also refers to the ‘recipient’. 

			However, it is interpreted as the beneficial owner (economic approach). A reference to ‘actual recipient’ (which should be understood as beneficial owner) is contained in the personal income tax rules. 

			Additionally, the concept of beneficial owner is referred to in recently introduced provisions concerning omnibus accounts. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			There is no direct reference to the OECD rules in domestic tax law in the context of beneficial owner. In practice, however, interpretation of the ‘beneficial owner’ concept should follow the guidelines presented in the Commentaries to the OECD MTC.

			Some of Poland’s double taxation treaties (e.g. with Malta, Sweden and the UK) contain an LoB clause. It should be noted that the treaty with the USA does not have one. However, a new treaty is expected to be ratified soon (negotiations have been concluded).

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Provisions implementing the Parent-Subsidiary and Interest & Royalties Directives lay down the following conditions for the WHT exemption to apply;2 they may be seen as anti-abuse measures:

			•	a legal basis exists for obtaining tax information from the tax authorities of the dividend recipient’s country;

			•	the company receiving the dividend does not benefit from the corporate income tax exemption on all of its income, regardless of source, in its country of residence; and

			•	the required 10% holding threshold results from title to the shares.

			Additionally, the Interest & Royalties Directive is not applicable to interest that, under other regulations, is classified as:

			•	revenue from the distribution of profits or repayment of capital of the company paying the interest;

			•	revenue from a debt giving right to participate in the debtor’s profits;

			•	revenue from a debt entitling the creditor to exchange its right to interest for the right to participate in the debtor’s profits;

			•	revenue from a debt under which there is no obligation to repay the principal or that matures after a period of 50 years or more.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The OECD Guidelines state that tax administrations should recognise actual transactions undertaken by associated enterprises as they have structured them, using the methods applied by the taxpayer in so far as these are consistent with the methods described in the OECD Guidelines.

			The Polish transfer pricing regulations generally follow the OECD Guidelines. In particular, they adopt the arm’s length principle (section 11 Corporate Income Tax Act). Domestic law does not refer to the OECD Guidelines for the purposes of interpretation. However, cases are known of where the courts have expressed the view that the OECD Guidelines are a valid means of interpreting the Polish TP regulations. 

			Section 199a of the Tax Code3 is the specific regulation that the tax authorities may use to question activities undertaken by taxpayers on the basis of ‘substance-over-form’ (apart from the general transfer pricing rules). 

			Some passages of section 199a are ambiguous in their interpretation. Subsections 1 and 2 refer to activities conducted purely for the sake of appearance: these are clear. The doubts relate to the wording of subsection 3. There is uncertainty as to whether this empowers the tax authorities to invalidate activities or statements that are designed by taxpayers to ‘circumvent the law’. The compatibility of section 199a(3) with the Constitution has been challenged by the relevant ombudsman. In consequence, the Constitutional Court stated in a 11 May 2004 judgment4 that the anti-avoidance rules form part of substantive law, while section 199a(3) contains a rule of a procedural nature. Were a civil law transaction to be determined to be non-existent (by an ordinary court), such a ruling would definitely affect the taxation of the transaction. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the legislation implementing these OECD recommendations. However, as Poland is an OECD member, her tax authorities tend to adhere to the OECD’s approaches in this regard. 

			In particular in advance pricing arrangement procedures, the Ministry of Finance is paying particular attention to the substance issue. For instance, where discussing business restructurings involving limited-risk manufacturing/distribution structures (or such structures themselves), we see a clear increased tendency for the tax authorities to dwell on the issue of substance and follow the OECD proceedings on business restructurings, referring clearly to chapter 9 of the OECD Guidelines. They concentrate on the personnel undertaking key people functions and their authority and independence in taking crucial decisions.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One is where the economic substance of a transaction differs from its form; then, the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. The others are where, while the form and substance of the transaction match, the arrangements made in relation to the transaction, viewed in their entirety, differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner, and the actual structure in practice hinders the tax administration from determining an appropriate transfer price.5

			There are only a few court rulings relating to tax-avoidance issues. Those with regard to section 199a(3) of the Tax Code are in line with the aforementioned ruling by the Constitutional Court, according to which the provision does not constitute a general anti-avoidance clause and is only procedural in character. Polish tax law does not forbid taxpayers from performing acts aimed at optimising the tax consequences of their activity, as long as they are legitimate. This was pointed out in the Constitutional Court ruling referred to above. 

			The tax authorities have no specific guidelines for challenging business restructurings although they are permitted to do so under the general transfer pricing rules. Therefore, it can be said that challenges are addressed under TP principles rather than under ‘substance-over-form’ or anti-avoidance rules, meaning that TP adjustments should be opted for in the first instance rather than ‘substance-over-form’/anti-avoidance measures. 

			1 Section 3, Corporate Income Tax Act. 

			2 Or, under the transition period for implementation of the Interest & Royalties Directive (until 1 July 2013), the reduced 5% WHT rate. 

			3 Section 199a of the Tax Code:

			 ‘(1) When determining the content of legal activity, the tax authority shall take into account both the congruent intention of the parties and the purpose of that act and not only the literal wording of statements of the parties performing the legal activity.

			 (2) If parties perform one legal activity under the guise of performing another legal activity, the tax consequences shall result from the covert legal activity.

			 (3) If the evidence collected in the course of proceedings, in particular, testimonies of the parties, unless the party should refuse to testify, gives rise to any doubt with regard to the existence or non-existence of a legal relationship or a right, entailing certain tax consequences, the tax authority shall apply to an ordinary civil court to ascertain the existence or non-existence of such legal relationship or right’.

			4 Case No. K 4/03.

			5 OECD, Transfer Pricing Guidelines for Multinationals and Tax Administrators, OECD: Paris, 22 July 2010, Paragraphs 1.36-1.37.

			

		

	
		
			Portugal

			Authors: Leendert Verschoor and Catarina Nunes

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Over the past two to three years, and especially since enactment of the Financial and Economic Support Programme signed by Portugal, the International Monetary Fund, the European Central Bank and the European Commission, Portugal’s government has been active in implementing measures aimed at fighting tax fraud and evasion, namely concerning the disclosure of beneficial owners: investment income paid to accounts without disclosure of the beneficial owner is subject to an increased withholding tax rate of 30%. Anti-abuse measures have also been made more stringent: the deadline to initiate the special procedure for applying the general anti-abuse clause has been extended to four years, and can go up to 12 years in cases involving tax havens. The introduction of mandatory reporting of abusive tax-planning schemes, in force since 2008, has resulted in publication of a list of situations that are regarded as abusive and may be challenged under the general anti-abuse clause. They include creation of artificial structures that lead to abuse of EU directives and double taxation treaties where, but for the structure, the beneficial owner of the income would not be entitled to the benefits in question.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Not applicable.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Portuguese tax law contains two criteria for an entity to be regarded as a tax resident of Portugal: (i) the place of its registered head office or (ii) the place of its effective management (as per section 2(3) of the Corporate Income Tax Code). Portugal taxes the worldwide profits of its tax resident entities. 

			Although mentioned in the law, there is no actual definition of what should be regarded as a ‘registered head office’ or ‘place of effective management’.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In general, it is understood that a company’s ‘registered head office’ is the street address stated in its articles of association as being its official head office, corresponding to a physical place. 

			As regards ‘place of effective management’, there is no guidance in the tax law on whether it is indeed the place where meetings of the board of directors and certain shareholders’ meetings are held (‘formal management’) or where the company’s operations and activities, people and middle management are located (‘day-to-day management’). 

			There is a 1965 tax authority decision that addresses the ‘effective management’ issue, and is worth noting even though it concerns taxes abolished in the corporation and income tax reform of 1989. It considers that the ‘place of effective management’ is the place where top management as located and operates, where the decisions of the company are taken and its global policy is determined – i.e. a ‘formal management’ approach. This understanding was subsequently confirmed by an intermediate tax court in a decision of June 1987. 

			In a more recent, January 2008, judgment, the Supreme Administrative Court considered that a Portuguese tax resident entity that formerly had its head office on the Portuguese mainland and moved it to the Autonomous Region of Azores (which is Portuguese territory) could not benefit from the 30% reduction in the standard rate of corporate income tax applicable in the Azores: it had only ‘nominal headquarters’ and carried on no business or profitable activity there; its entire business continued to be run on the mainland, as before. The court further ruled that the entity did not employ any local people and thus made no contribution to improving living conditions in the Azores, which was a prime rationale for conferring the reduced corporate income tax rate. 

			In the absence of specific provisions in the tax law, the tax authorities may cite tax court decisions in raising assessments, arguing that ‘day-to-day management’ is also relevant for the purpose of determining the ‘place of effective management’ of a company, and hence its residence. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			As an OECD member, Portugal may use the Commentaries to the OECD MTC for the purposes of interpreting ‘place of effective management’. However, there is currently no such reference in her tax law. Portugal did not make any reservation on the Commentaries on article 4 of the OECD MTC.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Following enactment of the 2012 State Budget Act, effective as from 1 January 2012, there was an attempt to reflect Cadbury Schweppes in Portugal’s tax law. In fact, her current CFC rules, contained in section 66 of the Corporate Income Tax Code, determine that profits obtained by CFC entities subject to a tax regime that is clearly more favourable than Portugal’s are to be imputed to Portuguese-resident shareholders in proportion to their shareholdings and irrespective of any dividend distribution. A minimum (direct or indirect) shareholding of 25% is required, which is reduced to 10% where the CFC is more than 50% held (directly or indirectly) by Portuguese-resident shareholders; this rule now applies even if the share capital is held through a representative, fiduciary or intermediary.

			A more favourable tax regime is deemed where the non-resident is resident in a ‘blacklisted territory’ or is not subject to income tax similar to Portuguese corporate income tax, or the tax effectively paid by the non-resident is less than or equal to 60% of the standard corporate income tax rate (25% of 60% = 15%).

			The CFC rules do not apply where the following (cumulative) conditions are met: at least 75% of the profits of the CFC derive from agricultural or industrial activities carried out in the territory of residence, or from commercial activities that are not carried out with Portuguese residents or, if they are, the activity mainly focuses on the market in the territory of residence. Additionally, the activity of the CFC should not comprise banking, insurance or holding activities, rights concerning industrial or intellectual property, know-how or technical assistance, or the leasing of real estate (except if located in the territory of residence). 

			Following the 2012 State Budget Act, the CFC rules now differentiate EU CFC entities, in line with what was done some years ago in respect of the thin-capitalisation rules, under which EU entities are excluded. In fact, the CFC regime does not apply where the non-resident entity is resident or established in a Member State of the European Economic Area that is bound to administrative cooperation on tax matters equivalent to that laid down within the EU and the Portuguese resident entity proves that the company was incorporated and functions on valid commercial grounds and carries on an agricultural, commercial, industrial or service activity. It therefore seems that it is feasible to demonstrate the economic substance of the activity carried out by an EU CFC entity.

			 

			It is also worth mentioning that an exit charge is due in Portugal in the case of simultaneous transfer of the head office and ‘place of management’ of a company (redomiciliation), except for any assets that are allocated to a Portuguese permanent establishment. 

			For the sake of completeness, it should be noted that a company can change its ‘place of effective management’ to another country and keep its registered/statutory head office in Portugal, or vice versa. Furthermore, a change in the ‘place of effective management’ of a Portuguese-resident company does not trigger its liquidation for tax purposes, unless the shareholders decide to liquidate it on the same date. These situations do not trigger exit tax, although they may throw up practical difficulties in terms of compliance with Portuguese tax obligations.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Portugal follows the OECD Guidelines in PE matters. Any fixed installation through which a commercial, industrial or agricultural activity is carried on is deemed to constitute a PE. A ‘place of management’ is deemed to constitute a PE where the three criteria of ‘fixed’, ‘installation’ and ‘through which an activity is carried on’ are met.

			There are no domestic tax authority guidelines on what should be interpreted as being a ‘place of management’. However, a significant number of tax court decisions have recently (2008 and 2009) focused on the domestic concept of a PE in the Autonomous Regions that form part of Portugal’s territory. They rule that the concept should be interpreted as including installations through which an effective economic activity is exercised, but do not dwell on what a ‘place of management’ effectively is.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			As far as interest and royalties are concerned, a definition of beneficial owner was incorporated into Portugal’s tax law following transposition of Council Directive 2003/49/EC; accordingly, to apply the directive, the beneficiary of the income must be its beneficial owner, in the sense of receiving the income for its own benefit and not as an intermediary such as an agent/representative, trustee or authorised signatory.1 

			Following transposition of Council Directive 2003/48/EC, ‘beneficial owner’ is defined for the purposes of taxing savings as an individual receiving the income (interest). 

			There are no references to beneficial owner in the case of distributions of dividends under the Parent-Subsidiary Directive.

			Recently, following enactment of the 2011 State Budget Act, effective 1 January 2011, if the beneficial owner of an account is not disclosed, an increased tax charge of 30% applies; this rule applies both to individuals and corporations.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			The tax law currently does not include any specific references to the OECD on the matter of ‘beneficial owner’. However, because Portugal is an OECD member, the OECD’s approach may be taken into account.

			In general, there are references to ‘beneficial owner’ that have been included in the tax law as a result of the transposition of EU Directives (Parent-Subsidiary, Interest & Royalties, Savings) or the introduction of measures to fight tax fraud and evasion (increased taxation on undisclosed beneficial owners of investment income). References are also included in all Portugal’s double taxation treaties (more than 50 to date), although no definition is given in any of them. These references are in general made with respect to the payment of dividends, interest and royalties. 

			The Portuguese-Mexican double taxation treaty includes a specific LoB clause mentioning ‘beneficial owner’. Its Protocol contains an addendum to article 4 of the treaty stating that ‘it is understood that, notwithstanding the provisions of this Convention, tax reductions or exemptions under articles 8, 11, 12 and 13 of this Convention shall not apply to any person that is a resident of a Contracting State that is entitled to income tax benefits on foreign-source income under the law of that Contracting State. However, such person may be subject to tax in the other Contracting State at a rate that shall not exceed 30% of the gross amount of the royalties, interest or capital gains, provided that such person is the beneficial owner of such royalties, interest or capital gains, and is a company which is a resident of the first-mentioned Contracting State, the capital of which is held, directly or indirectly, to the extent of more than 70% by shareholders who are residents of the first-mentioned Contracting State, and that no more than 20% of the company’s gross income consists of passive income, including dividends, interest, royalties or capital gains’.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Portugal did not introduce specific anti-abuse rules when the Parent-Subsidiary and Interest & Royalties Directives were transposed. However, Portuguese tax law does contain a general anti-abuse clause. It provides that all acts or business dealings are considered ineffective for tax purposes if concluded by artificial or fraudulent means, and if they abuse the legal forms available with the main or single purpose of reducing, eliminating or deferring taxes that might (otherwise) be due as a result of facts, acts or business dealings with an identical economic purpose, or of obtaining tax benefits that would not be achieved, in whole or in part, but for those means. Taxation will arise in accordance with the rules applicable in the absence of such means, without attainment of the tax advantages referred to. 

			Since 2008, it has been compulsory to report tax planning schemes to the tax authorities. The duty is incumbent on the scheme’s promoter or user. The tax authorities analyse notifications received, and have already published a list of 13 situations regarded as abusive. They focus on abuse of the Parent-Subsidiary and Interest & Royalties Directives, with EU holding companies being artificially interposed to qualify. Treaty-shopping schemes are also addressed, and, there, the tax authorities specifically deem a situation abusive if the entity benefiting from a double taxation treaty (‘DTT’) is not the beneficial owner of the income, though no definition is provided. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Portugal follows the OECD Guidelines. The TP rules do not include any specific, defined substance requirements. Their field of application covers transactions that involve PEs located in Portugal; however, no further definition of PE is provided in the legislation, and so the general concept in the Corporate Income Tax Code should be referred to.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Portugal follows the OECD MTC Commentaries and OECD Guidelines on matters related to tax and transfer pricing. In recent audits, the tax authorities have raised the matter of dependent agent/permanent establishment and related aspects, like allocation of profits. Although not necessarily directly derived from the OECD’s recent publications, these matters are starting to come under discussion. There is as yet no new legislation or case law on this matter.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Section 63(11) of the Corporate Income Tax Code states that, where transfer pricing rules apply ‘in relation to a taxpayer liable to corporate income tax by reason of special relations with another entity liable to corporate income tax or to personal income tax, in determining the taxable income of that other taxpayer there shall be made such adjustments as are necessary to reflect the effect of the adjustments made to the taxable profit of the first taxpayer’. Subsection 12 of section 63 also states that transfer pricing ‘adjustments also apply if provided for by a provision in the double tax treaties signed by Portugal under the terms and conditions of the tax treaty’. 

			Decree 1446-C/2001 states in this respect (article 3(1)) that ‘whenever the terms of a controlled transaction involving a taxpayer and a non-resident diverge from those that would normally be agreed, accepted or observed between independent entities, the resident taxpayer must report … a positive adjustment to reflect the tax consequences arising from that divergence, so that the taxable income is the same as that which would have been determined in the absence of a special relationship’. Article 3(2) goes on to state that ‘when the terms and conditions of a controlled transaction involving a taxpayer and an entity resident in Portugal diverge from those that would normally be agreed, accepted or observed between independent entities, the tax administration can make such adjustments to the taxable income as may be necessary to ensure that the respective amount is the same as that which would have been obtained if the transaction had been carried out under normal market conditions’. 

			Moreover, failure to file TP documentation within the deadline laid down by the tax authorities carries a penalty ranging from EUR 1,000 to EUR 10,000 (in case of corporations and assuming negligence).

			TP adjustments may in general give raise to additional assessments of tax, which also carry interest (at 4% per year) and penalties (ranging from 30% to 100% of the tax due, assuming negligence; higher penalties are due in cases of wilful intent).

			Advance pricing agreements (‘APA’), on which legislation was enacted in July 2008, require the taxpayer to prepare an annual report on application of the APA. The report must allow a check to be done that the TP methods used are in compliance with the terms of the APA. The report should be filed by the deadline for filing annual tax returns (15 July of the following year for taxpayers whose financial year corresponds to the calendar year). Failure may result in the APA lapsing.

			Furthermore, a taxpayer with an APA must notify the tax authorities of all significant changes to the relevant economic and other circumstances underlying it that are likely to affect the continuity and application of the TP method agreed and give rise to results non-compliant with the arm’s length principle. 

			Besides transfer pricing adjustments, transactions, and especially costs, can be challenged by the tax authorities where they are not regarded as indispensable to the generation of taxable profits or gains or maintaining the business of the company. There are specific tax provisions covering costs incurred on the acquisition or sale of shareholdings from or to associated enterprises.

			Breach of the general anti-abuse clause may also lead to additional assessments of tax. Following enactment of the 2012 State Budget Act, the deadline for initiating proceedings has been extended from three to four years, corresponding to the general statute of limitations. A further extended period of 12 years is now provided for acts involving tax havens. Finally, the Portuguese TP legislation considers that Portuguese entities and entities resident in tax havens are always regarded as associated enterprises, even if there is no (direct or indirect) holding.

			1 Section 96-A(1)(d) Corporate Income Tax Code.

			

		

	
		
			Romania

			Authors: Ionut Simion, Anda Rojanschi and Alexandra Smedoiu

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			In recent years, we have seen increasing attention to measures aimed at preventing tax evasion, and the authorities have declared an interest in tackling this issue in the future. 

			A recent change in the Fiscal Procedure Code introduces an obligation on taxpayers to present a ‘transaction file’ at the request of the tax authorities to allow them to ascertain the economic substance of a transaction. This requirement applies to transactions with non-residents located in countries that do not exchange information with Romania (though most of Romania’s DTTs do contain an exchange of information clause and it also has a number of exchange of information treaties). The new provision has not yet been applied in practice as an order needs to be issued setting out what has to be in the transaction file. 

			Also worth mentioning are new tax provisions giving the tax authorities the right and means to verify the tax status of wealthy individuals. A special department has been set up for this purpose in the tax administration. No tax audits have yet been carried out, but there is an expectation that a start will be made in mid-2012. 

			Tax audits are seeing more widespread application of the general ‘substance-over-form’ principle enshrined in the tax legislation and more generalised use of exchange of information provisions. Information may cover characteristics such as tax residence, tax status, etc. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			To date, we are not aware of any court case dealing with substance matters. However, we are seeing increasing activity by the tax authorities in matters aimed at combating tax evasion. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to domestic tax law, a company is considered to be a Romanian tax resident if any of the following conditions is met: 

			•	it has been incorporated in Romania (in accordance with Romanian law); or 

			•	it has its ‘place of effective management’ in Romania; or

			•	it is a ‘societas europaea’ with its legal seat in Romania. 

			The law does not define the concept of ‘effective management’. Therefore, in order to interpret the conditions necessary to qualify as a company’s ‘place of effective management’, recourse may be made to OECD documentation (in particular the OECD MTC Commentaries). 

			Although Romania is not yet an OECD member state, because of the recognition given in its domestic legislation to the OECD MTC Commentaries regarding the definition of ‘permanent establishment’ and to the OECD Guidelines, it is reasonable to expect that its tax authorities will also interpret residence in line with the OECD approach. 

			Thus, the ‘place of effective management’ will generally be the place where key management and commercial decisions are in substance taken that are necessary for conduct of an entity’s business as a whole. 

			To our knowledge, there have been no court cases where residence was challenged by the tax authorities, and there is none on the judicial interpretation of the concept. Nevertheless, given the continual development of Romania’s tax law and practice, we would expect challenges on residence matters at some stage in the future, though it is difficult to predict what approach the tax authorities will adopt in practice. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			There is no official guidance to be used by the tax authorities when assessing the tax residence of a company, or any national case law in that regard. Moreover, it is to be noted that Romania’s legal system is based on the continental model and that precedents are not binding but may be persuasive. 

			However, in line with the OECD approach, when challenging the ‘place of effective management’ of a company incorporated abroad, the tax authorities may look at the activities carried out by management personnel, including (without limitation): 

			•	where board meetings are held; 

			•	where day-to-day business decisions are taken; 

			•	the company’s workforce and their qualifications; 

			•	time spent in Romania versus time spent abroad; and 

			•	the existence of an office. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Since Romania is not yet an OECD member state, her tax law does not make specific reference to the OECD MTC Commentaries for interpreting issues related to residence. However, such reference is to be found in relation to the permanent establishment exposure of a foreign company in Romania. We can therefore reason that, in the case of a challenge, both the tax authorities and the taxpayer would be expected to refer to the provisions of the OECD MTC Commentaries as interpretation guidance. 

			Romania has not expressed any reservations on the OECD MTC Commentaries on the residence article (article 4 OECD MTC). 

			Romanian tax law contains a general provision according to which the tax authorities may ignore transactions without any economic purpose or may reclassify the legal form of a transaction in order to reflect its economic substance. 

			It follows that the tax authorities should apply the ‘substance-over-form’ principle in all investigations. Nevertheless, based on experience to date, there do not appear to be any cases where they have cited the ‘place of effective management’ criterion to challenge a foreign company’s Romanian residence. It is rather the form conditions that are investigated more closely (e.g. contracts and invoices). 

			When analysing the substance of a transaction between a Romanian company and a foreign company from a purely corporate tax perspective (e.g. the deductibility of expenses), the tax authorities are expected to inquire into whether the foreign company possesses an office, the activities actually carried on by it, its employees and their relevant expertise. Sometimes this information may also be obtained through direct exchange of information with the corresponding foreign tax authority. 

			If, in this analysis, it is established that the activities of the foreign company are formal and there are not sufficient elements to substantiate them, the tax authorities may claim that any charges received by the Romanian company from the foreign company (e.g. management fees, royalties, etc.) should be non-deductible for corporate tax purposes. As mentioned, we are unaware of the tax authorities having initiated investigations into the (potentially Romanian) residence of any foreign company charging intra-group management fees or royalties without economic substance. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			To date, there has been no practical application of this EU case in matters of tax residence. 

			Romanian tax law does not include any CFC provisions. There is only a general anti-abuse rule, referring to the economic substance of transactions. In addition, in relation to reorganisations (e.g. mergers or spin-offs), it states that, in order to benefit from neutral tax treatment, such reorganisations should not be purely tax-driven (i.e. they should not have tax avoidance or tax evasion as their sole purpose). 

			These general anti-abuse rules seem to be in line with the ECJ ruling in Cadbury Schweppes and ought not therefore to be seen as contrary to EU law. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The definition of ‘permanent establishment’ under Romanian tax law includes ‘place of management’, which should be interpreted in accordance with the OECD MTC Commentaries. That said, the list of types of permanent establishment should not be interpreted in its own right, but the ‘place of management’ should fit into the general definition of a permanent establishment, i.e. a place through which the activity of a non-resident is wholly or partly carried on, either directly or through a dependent agent. 

			Therefore, it appears that merely carrying out management tasks should not trigger a permanent establishment per se unless it is part of the activity of the non-resident and this is carried on in Romania. It should be noted, however, that the definition of ‘permanent establishment’ in Romanian tax law lacks the ‘fixed’ requirement, although in the norms under the Fiscal Code, it is further explained that the place must be ‘fixed’, within the meaning of the OECD MTC Commentaries. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Reference to ‘beneficial ownership’ can be found in Romanian tax law as a result of implementation of the Interest & Royalties Directive and the Savings Directive. In relation to payments made to individuals, the concept of ‘beneficial owner’ is defined as any individual receiving an interest payment or for whom an interest payment has been guaranteed, except where the individual proves that the payment has not been received or guaranteed for his own benefit. 

			It should also be mentioned that many of Romania’s tax treaties contain the concept of beneficial ownership (for dividends, interest and royalties). 

			However, to date, there has been little or no practical application of the concept. The benefit of double taxation treaties for relief from domestic withholding tax on dividend, interest and royalty payments has generally been granted based on the availability of a tax residence certificate for the recipient of the income. Also, for the purposes of the EU directives, a non-resident has to provide a self-declaration that it is the beneficial owner of the payments and that it fulfils the necessary conditions (e.g. period of ownership, minimum shareholding, subject-to-tax condition). 

			This view has been confirmed by the tax authorities on many occasions (e.g. in challenges raised by taxpayers during tax inspections or in letters to taxpayers). 

			Implementation of the EU Parent-Subsidiary Directive into Romanian tax law has also incorporated the ‘subject- to-tax condition’ for distributing companies (i.e. the distributing company must be subject to corporate tax in an EU Member State). 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Domestic tax law does not make direct reference to the OECD rules, save for the transfer pricing methods in the norms under tax law. 

			As mentioned, the OECD MTC Commentaries can generally be taken as guidance in interpreting ‘beneficial ownership’, even if there is no specific reference to the text as such. 

			Generally, Romania’s double taxation treaties do not include any limitation of benefits clauses (not even the treaty with the USA, since it was negotiated and signed back in the 1970s). 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Introduction of the Parent-Subsidiary and Interest & Royalties Directives brought the ‘beneficial ownership’ concept into Romanian tax law. Subsequently, a requirement was added that a non-resident must, together with a tax residence certificate, produce a self-declaration that it is the beneficial owner of the payment and fulfils the criteria required for application of the directives. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Romanian tax law does not contain any specific reference to substance requirements from a transfer pricing perspective. 

			However, there is reference to the general ‘substance-over-form’ principle in the law, referring to the right of the tax authorities to reclassify a transaction so as to reflect its real economic substance. This reference may also be interpreted in the context of the transfer pricing rules. 

			In practice, the tax authorities first look at a transaction’s legal form as the starting point for any analysis, as the tax treatment will usually follow the accounting treatment stemming from the legal arrangements between the parties. 

			Nevertheless, the Romanian tax-law implementation guidelines (‘norms’) specify that, in applying the provisions of tax law to transfer pricing, the tax authorities will also consider the OECD Guidelines. 

			In addition, the structure of Romanian companies is governed by rules of international private law. Pursuant to the Civil Code (Law 287/2009, as subsequently amended and supplemented), a legal person has the nationality of the state where its real head office is located. 

			The basic status of legal persons is regulated by their national laws as determined above. It mainly regulates: 

			•	the capacity of the company; 

			•	the procedures by which shareholder status may be acquired or lost; 

			•	the rights and obligations related to shareholder status; 

			•	the election, powers and functioning of the management bodies of the company; 

			•	representation of the company by its bodies; 

			•	the liability of the legal person and its bodies towards third parties; 

			•	amendment of the deed of constitution; 

			•	winding-up and liquidation. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Considering the developments made in the area of business restructuring, which have also been introduced in the OECD Guidelines, we expect the tax authorities to scrutinise changes in business models more closely, especially where they trigger a drop in profitability for the local entity (e.g. change from a fully fledged entity to a stripped risk entity). 

			To date, we are not aware of any cases where the tax authorities have challenged a conversion based on pure grounds of business restructuring (e.g. compensation for loss of profits, profit from transfer of intangibles or the like). However, we may reasonably expect such cases to emerge in the future. We are already aware of one case where, based on the actual facts and circumstances, the tax authorities challenged the deemed limited-risk functional profile of an entity and assessed additional profit commensurate with the actual functions performed and risks taken. 

			Transfer pricing documentation is expected to cover the functional profile change, with a description of the reasons for the conversion, the new transfer pricing policy applied and the consequences at the level of the Romanian entity. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Profit adjustments performed by the tax authorities in the context of transfer pricing rules may lead to additional profit tax liability (currently at the rate of 16%), late payment interest (currently 0.04% per day’s delay) and penalties (5% or 15%, depending on the number of days delay). 

			In line with the Romanian transfer pricing legislation, taxpayers engaged in related-party transactions require to prepare a local transfer pricing documentation file, which has to be presented to the tax authorities on request in a tax audit. The deadline is three months from the date of receiving the formal written request, with the possibility of a single extension by a period equal to the initial term. The content of the file is broadly in line with the Code of Conduct on Transfer Pricing Documentation for Associated Enterprises in the European Union. 

			Failure to present a transfer pricing documentation file may result in fines ranging between RON 12,000 and RON 14,000 (approximately EUR 2,800 to EUR 3,300) and in the transfer prices being estimated by the tax authorities on the basis of generally available information on similar transactions, as the arithmetic mean of the prices in three similar transactions. 

			The examination of controlled transactions carried out by the tax authorities should be based on the actual facts and circumstances and the transaction as structured and agreed by the parties, using the transfer pricing methods described in the OECD Guidelines. 

			The tax authorities recognise the legal form of transactions undertaken between Romanian taxpayers or between Romanian taxpayers and foreign taxpayers. Nevertheless, the substance of the arrangement should prevail over the form of the agreement between the parties; this is moreover a requirement under tax law. 

			If the actual arrangements between the parties differ from the contractual terms, this could be an indication to the tax authorities that the transaction is purely tax-driven. In this case, the tax authorities will further investigate the facts and circumstances in order to determine the actual transactions between the parties and their correct tax treatment. 

			It is the generally applicable anti-abuse provision contained in Romanian tax law that would form the legal basis for such an investigation. 

			Experience shows that there have been cases where the tax authorities have legitimately challenged actual arrangements between parties and applied the resultant fiscal consequences (e.g. disallowing certain expenses). In general, the transactions in question failed to meet the ‘benefit test’ owing to a lack of supporting documentation. 

			According to the OECD Guidelines, there may be particular circumstances in which the tax authorities can legitimately challenge the economic substance of an arrangement between taxpayers that are related parties, and disregard or reclassify it for tax purposes. However, the general rule is that they should not disregard actual transactions carried out between taxpayers that are related parties or find substitute types of transactions that might result in effective double taxation for one or both of the taxpayers. 

			

		

	
		
			Russia

			Authors: Natalia Kuznetsova, Svetlana Stroykova, Ilarion Lemetyuynen, Anton Baskov and Ksenia Varzina

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Over the past few years, there have been several attempts to implement amendments to the Russian legislation in order to tighten control on the use of double taxation treaties (‘DDT’), with a focus on substance and economic ownership.

			In 2009, the Ministry of Finance drafted a legislative proposal to introduce the concept of ‘beneficial ownership’ into the Tax Code, according to which the benefits of Russia’s DTTs should be denied if the actual recipient of the income is ‘a tax resident in the country that has not concluded the respective DTT’ with Russia. The draft proposed section was rejected in parliament. In the Principal Directions of Tax Policy for 2012 and 2013-2014, the Ministry says that including a section to this effect in the Tax Code is one of its primary objectives for improving current tax policy. 

			In February 2010, the Russian Model DTT was approved by the government. It includes a definition of residence based on ‘place of effective management’. The Model also provides that treaty benefits may be denied if the recipient of income is more than 50% controlled (owned) by non-residents. However, this limitation does not apply if the foreign shareholder carries on significant business activities in the State where it is resident. 

			In addition, the Ministry’s latest practice in relation to eurobonds, by which it has challenged the applicability of the DTT with the issuer’s jurisdiction, indicates that beneficial ownership may also be challenged in similar structures in the near future (see 1.2 for further details).

			Though the Model DTT does not change existing DTTs, it may be considered an indication of the regulatory authorities’ approach to the limitation of treaty benefits when negotiating new treaties in future. 

			In the course of 2010-2011, Russia signed protocols to the existing DTTs with Cyprus, Luxembourg and Switzerland, into which ‘exchange of information’ and ‘limitation of benefits’ articles were introduced. Although the wording of the LoB clauses differs in each protocol, their main purpose is to restrict abusive application of DTTs in structures designed solely to secure tax treaty benefits. These clauses are one of the tools by which substance will be questioned in foreign structures, which is the one of the main concerns of the tax authorities.

			 

			There may also be a risk that, in cases of artificial arrangements aimed mainly at obtaining tax advantages, treaty benefits could be withdrawn based on the concept of ‘unjustified tax benefit’ as developed in Russia’s case law. This concept combines features of the basic anti-avoidance doctrines such as business purpose, economic substance and step transactions. For instance, the following may be viewed as an indication that a taxpayer has obtained an ‘unjustified tax benefit’: 

			•	lack of business justification for use of a company in a particular double taxation treaty country for operations with Russian entities; 

			•	insufficient substance of a company in the double taxation treaty country where it is tax resident.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			In October 2006, the plenum of the Supreme Arbitration Court adopted Resolution 53 dealing with the issue of unjustified tax benefits. Russian arbitration courts consider Resolution 53 when examining tax cases. It lays down the principle that tax benefits cannot be justified, and thus cannot be permitted, if a taxpayer does not record transactions in accordance with their economic substance or if the recorded transactions themselves do not have any economic substance. The absence of business purpose also constitutes an indication that the tax benefit is unjustified. 

			At the same time, the possibility of achieving the same economic result with a smaller tax benefit being reported by the taxpayer does not constitute sufficient grounds for the tax authorities to claim that the tax benefit is unjustified. 

			Such factors as interdependence of the parties to a transaction, performance of operations outside the company’s location and the use of intermediaries cannot by themselves constitute grounds for considering a tax benefit to be unjustified. However, if a court considers all these factors as a single structure, individual parts of which are correlated with other provisions specified in the Resolution, then it may decide that the tax benefit received by the taxpayer is not justified. 

			In addition, there are some provisions in the Tax Code which the courts and tax authorities may use to support their arguments on unjustified tax benefits:

			•	Recharacterisation of transactions Section 45 of the Tax Code indirectly allows the tax authorities to recharacterise transactions and the status and nature of a taxpayer’s activities. They can also refer to certain provisions in the Civil Code to underpin challenges. In particular, section 170 of the Civil Code contains provisions on the following types of transactions: 

			−	fictional (sham) transactions, i.e. transactions that never actually took place. They are deemed void and have no implications for the parties; 

			−	transactions that are performed in order to obscure other transactions. The legal implications of such transactions should be determined taking into account the transactions that the parties actually intended to carry out. 

			•	General deductibility rules (economic justification of expenses) Under section 252 of the Tax Code, expenses may be considered deductible for profit tax purposes if they satisfy the general deductibility criteria, one of which is that the expenses should be economically justified. Generally, the criterion of economic justification is relatively subjective, since the Tax Code does not define the notion. However, in practice, it is often interpreted as meaning that expenses should be reasonable, clearly determined and documented as well as incurred in relation to income-generating activities and that they bring benefit to the company. The tax authorities also use the criterion of economic justification to disallow the deduction of expenses if the seller of goods or the provider of services lacks substance (e.g. nominal employees, no proper office).

			In one recent court case related to application of the thin-capitalisation rules, the authorities and the court looked into the substance of the transactions rather than their mere legal framework.

			>	Moscow Arbitrazh Court, 11 August 2011/ 9th Arbitrazh Court of Appeal, 28 October 2011

			In this case, a Russian company obtained loans from a US tax resident sister company. The Russian company deducted the full amount of the interest expense on the basis that the loan arrangement was outside the scope of Russia’s thin-capitalisation rules (as the lender did not hold any direct interest in the Russian company).

			The Moscow Arbitrazh Court decided that the thin-capitalisation rules should apply to the loans on the basis that, in substance, they had been given by the group’s parent company (a US tax resident) and the US sister company that actually paid the loan funds acted as an agent of the parent company for the purposes of avoiding the thin-capitalisation rules. The interest on the loan in excess of a given debt/equity ratio (3:1) should be treated as dividends for Russian tax purposes. Therefore, full deduction of the interest expense was not allowed. 

			The case was appealed to the 9th Arbitrazh Court of Appeal, which confirmed the judgment at first instance.

			>	The Ministry of Finance’s position on Eurobonds

			Recently, the Ministry of Finance also tightened up its position on coupon payments on Eurobonds. In December 2011, it issued a letter in which it looked at a commonly used mechanism for financing Russian companies using foreign ‘special purpose vehicles’, usually based in Ireland or Luxembourg, which issue Eurobonds on foreign markets and then lend the proceeds out in Russia. The Ministry stated that any SPVs used in such structures are only technical in substance (i.e. they have no purpose other than to trigger application of a DTT) and that, in order to claim an exemption from withholding tax, taxpayers may now be required to provide tax residence certificates not for the SPV but for each eurobond holder. Failure to provide such certificates (and withhold the tax) could result in penalties (equal to 20% of the tax not withheld). Currently, the Ministry is proposing a bill that should clarify the issue. The latest available draft contained less-stringent provisions than initially expressed in the Ministry’s letter. Given the general trend, taxpayers should not underestimate the potential scale of this problem.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Domestic tax law does not use the term ‘tax residence’. The tax residence concept is effectively incorporated in the definition of a ‘Russian organisation’, which is any legal person established in accordance with Russian law. A Russian organisation is taxed on its worldwide income. 

			Given the above definition, it is not possible to claim that a foreign company is a Russian tax resident, even if it is effectively managed in Russia. However, given the broad definition of a permanent establishment in Russia, it is then highly likely that management activities performed in Russia will give rise to a permanent establishment of a foreign company, and income attributable to the permanent establishment will be taxable there. Moreover, if a foreign company managed from Russia has little or no substance in other countries, income attributable to its Russian permanent establishment may constitute up to 100% of its total income. 

			It is anticipated that the rules for determining Russian tax residence will undergo a change in the next few years. 

			According to previous years’ Principal Directions of Tax Policy, which were approved by the government, a combination of the following two criteria was planned to be used to establish the tax residence of a company: 

			•	place of management; and 

			•	residence of the company’s shareholders that hold a controlling stake in its capital. 

			The tax authorities have stated that these two criteria are necessary to stop the existing practice of Russian individuals setting up legal entities in foreign countries with a lower level of taxation solely to achieve Russian tax savings and with no intention of conducting any actual economic activity abroad.

			However, no draft regulations on this matter are available to date. Furthermore, no reference is made to this matter in the recent documents on Principal Directions of Tax Policy. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			The tax authorities’ approach to ascertaining whether a company’s tax residence is in Russia is formal – no additional facts and circumstances are considered. If a company is registered in accordance with Russian law, it will be deemed to be tax resident in Russia and taxable on its worldwide income. 

			For the purpose of applying double taxation treaties, the authorities normally issue a company with a confirmation of Russian tax residence if it is established in accordance with Russian law. No examples are known of in practice where the tax authorities of double taxation treaty States have challenged the tax residence of Russian companies on the grounds they either lack substance in Russia or are effectively managed and controlled outside Russia.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Under current tax law, the determination of residence does not follow the OECD principles, so no such reference is possible. As explained above, there is no definition of ‘place of effective management’ in the tax legislation.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			There is no clear guidance on how ‘place of management’ should be interpreted in Russia. See 2.1 in relation to possible creation of a PE in Russia and further taxation of up to 100% of a foreign company’s income.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Generally, the concept of ‘beneficial ownership’ is widely used in Russia’s double taxation treaties. However, it is defined neither in Russia’s legislation nor in her case law. 

			In the past, in order to claim the benefits offered by Russia’s double taxation treaties, it was sufficient for a foreign recipient of income to provide a certificate of its residence in the foreign country. The Russian tax authorities did not look further into whether the recipient was the beneficial owner of income.

			The tax authorities have now begun to pay increased attention to the beneficial ownership issue. They are also tending to broaden their use of international information-exchange channels. 

			In its recent clarifications, the Ministry of Finance has commented that, to be the beneficial owner of Russian-sourced income, a foreign company should: 

			•	have legal grounds to receive the income (e.g. an agreement); and 

			•	have discretion to determine the ‘economic destiny’ of the received income, i.e. its further use. 

			In particular, legal grounds for receiving income are deemed not to exist where the recipient is an intermediary (such as an agent or nominee) between the payer of the income and its beneficial owner. However, the tax authorities have confirmed in their internal clarifications that, in such cases, it is possible to rely on the provisions of the double taxation treaty with the country where the beneficial owner is tax resident (if there is one). See also 1.1 in relation to the recent clarification on the use of SPVs in eurobond structures.

			The beneficial ownership test is not applied systematically each time treaty benefits are claimed: technically, a withholding tax exemption or reduction may be accorded by the Russian company paying the income on the grounds of the payee’s residence certificate alone. However, if an inquiry by the tax authorities shows that the recipient of the income is not its beneficial owner, the risk of an assessment to tax and penalties cannot be ruled out. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Even though the current Russian tax legislation does not follow the OECD principles by default, in its official clarifications, the Ministry of Finance increasingly makes reference to the OECD rules, including commentaries on the beneficial ownership concept. In particular, it states that the OECD MTC Commentaries on article 10 should be followed, whereby the term ‘beneficial owner’ should not be construed in a narrow, technical sense. Rather, it should be understood in light of the object and purposes of the treaty, including avoiding double taxation and preventing tax evasion and tax avoidance, and having regard to treaty anti-abuse and ‘substance-over-form’ principles.

			According to the Principal Directions of Tax Policy for 2012 and 2013-2014, as published by the Ministry of Finance, it is planned to amend the Tax Code with the aim of including a provision that treaty benefits should be denied if the final (ultimate) beneficiary is not tax resident in the other DTT State. In addition, it is further mentioned in the Principal Directions of Tax Policy that the planned change is based on the OECD approach. This is an indication that the Principal Directions of Tax Policy intend essentially to follow the OECD approach to interpreting the beneficial owner concept and it is assumed that ‘potentially final (ultimate) beneficiary’ should not be read literally and is intended to be construed as meaning beneficial owner under the OECD approach. 

			The first double taxation treaty containing an LoB clause aimed at avoiding treaty abuse was the one with the USA. However, this clause has not been applied by Russia in practice. Recently Russia has signed protocols amending the treaties with Cyprus, Luxembourg and Switzerland, including additional LoB articles. Though the wording of the LoB articles in these protocols is different from the US DTT, in general, their main purpose is to combat conduit companies and structures created solely for the purposes of obtaining tax treaty benefits. It has been announced by the authorities that similar clauses will be included in all new Russian treaties, and possibly in existing treaties as and when they are renegotiated.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There is no specific reference in Russia’s TP rules that provides for substance requirements from a Russian TP perspective. At the same time, tax authorities may make claims related to substance based on various aspects of tax law and court practice.

			The new Russian TP rules became effective on 1 January 2012. They are more technically elaborate and, to a certain extent, better aligned with the international transfer pricing principles developed by the OECD. However, in certain respects, the new rules differ substantially from the OECD TP principles.

			The main differences are:

			•	introduction of the arm’s length principle as the fundamental principle underlying Russia’s transfer pricing rules;

			•	repeal of the ‘safe harbour’ provision (a 20% divergence of controlled transaction prices from market prices was allowed till the end of 2011 under the old TP rules);

			•	introduction of a functional analysis as one of the comparability factors (although, according to the 2012 tax law, disclosing a functional analysis in transfer pricing documentation is optional);

			•	introduction of new methods for determining market prices, i.e. transactional net margin (comparable profits method) and profit split methods;

			•	introduction of reporting and transfer pricing documentation requirements;

			•	introduction of special transfer pricing audits to be performed by the Federal Tax Service;

			•	introduction of penalties for non-compliance with reporting and transfer pricing documentation requirements. However, for the transitional period 2012-2013, no penalties can be assessed in cases of transfer pricing adjustments;

			•	introduction of unilateral and multilateral advance pricing agreements (APAs) for Russian companies registered as ‘largest’ taxpayers.

			Once the tax authorities gain experience in TP issues, it is expected they will focus increasingly on the substance of each company in a supply chain. Furthermore, the Ministry of Finance is going to amend the tax law to allow the Federal Tax Service to do functional analysis interviews during TP audits. Once the amendments come in, it will be extremely important to have proper substance to support intra-group pricing arrangements.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Russia is not currently a member of the OECD, and the OECD publications are not formally recognised by her tax authorities and courts. However, Russia has observer status at the OECD and may join the organisation in the future. There is a recent trend for the tax authorities to start referring to OECD publications in their unofficial clarifications. Therefore, in practice, the OECD’s publications on allocation of risk may impact the tax authorities’ position.

			We would also note that the tax authorities have historically focused on analysing functions performed and assets used by corporate personnel. Accordingly, structures where companies bear commercial risks but do not perform value-added functions are associated with high tax risk from a Russian tax and transfer pricing perspective.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			In the past, the tax authorities paid far greater attention to the legal form of a transaction than to its substance. Tax-enforcement practice in Russia is still in the process of developing. However, there have now been a number of court cases where the tax authorities tried to challenge the substance of transactions or recharacterise them in light of their substance in order to levy additional taxes (in particular on the basis of section 252 of the Tax Code, Resolution 53 and section 170 of the Civil Code, the unjustified tax benefits concept). In several cases, claims of this sort by the tax authorities have been upheld by courts. Within the next couple of years, following adoption of the new TP rules, we expect disputes to arise in which the tax authorities try and challenge the substance of transactions and profit-margin allocations in relation to operations on the basis of the new TP rules that came in in 2012.

			This confirms that companies doing business in Russia should pay serious heed to the substance aspects of structuring their inbound, outbound and Russian domestic operations. Failure to do so may mean their operations incurring a high tax risk.

		

		
			

		

	
		
			Singapore

			Authors: David Sandison, Nicole Fung, Anna Tighe and Celestine Thong

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Singapore has been renegotiating treaties to incorporate the internationally agreed Standard for Exchange of Information since mid-2009. In late 2009, the Income Tax Act was amended to augment the ability of the Comptroller of Income Tax to comply with requests for information under those standards.

			Also in late 2009, the tax authorities published conditions that a Singapore resident company has to meet before the tax authorities will issue a certificate of residence allowing it to access the benefits of Singapore’s treaties.

			Lastly, in 2011, Singapore finally saw its first reported case dealing with the general anti-avoidance section, AQQ v. Comptroller of Income Tax. It is commented on below.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Whereas Singapore companies could at one time get a certificate of residence almost as a matter of form, taxpayers are finding that this is now no longer the case. The tax authorities are increasingly scrutinising requests, particularly from investment holding companies. This trend accelerated after Singapore was placed on the OECD’s ‘grey list’ of financial centres that had committed to the internationally agreed tax standard but had not yet substantially implemented it. Although Singapore was taken off that list in November 2009, the tax authorities are mindful of the duty of care owed to treaty partners and has taken it upon itself to police treaty abuse. This was observed when Indonesia imposed stricter rules for treaty relief, and the Singaporean tax authorities started to ensure that Singapore companies complied with these requirements (even though this is arguably outside the scope of their obligations to Indonesia) before they were willing to provide the required endorsement. The tax authorities thus attempt to prevent treaty abuse by screening requests for certificates of residence. 

			In late 2009, the tax authorities published details of what they considered to be indicators of treaty abuse (these include substantial foreign ownership and back-to-back arrangements), plus indicators that businesses are not set up solely to take advantage of treaty benefits.

			They often state in their guidance notes outlining new concessions or reliefs that these will not be extended to round-tripping of income or to schemes that are put in place solely for the purpose of obtaining a tax advantage. In spite of this, the tax authorities have rarely sought to invoke the general anti-avoidance provisions. In fact, Singapore only saw its first reported case on these in 2011, even though they have been in force since 1988.

			>	AQQ v. Comptroller of Income Tax

			The case of AQQ v. Comptroller of Income Tax concerned a corporate restructuring where external funds were borrowed by a new Singapore holding company to acquire existing Singapore subsidiaries and another Singapore holding company. Prior to the reorganisation, 50% of the shares in the subsidiaries were held by a Malaysian company and the remainder by the existing Singaporean holding company. Both were wholly owned by a Malaysian parent.

			After the reorganisation, the new Singapore company received dividends from all its Singapore subsidiaries, against which it deducted interest expenses incurred on the external borrowings taken out to acquire them. As a result, it had a tax repayable of SGD 13.6 million for years of assessment 2004 to 2007.

			At the Board of Review, the taxpayer contended that the financing arrangement did not alter the incidence of tax or reduce or avoid tax or any other liability under the Income Tax Act. The refund of tax through utilisation of the franking credits was brought about by proper tax planning, and taxpayers are entitled to take advantage of the effect of specific provisions in the Income Tax Act.

			The tax authorities countered that the arrangement was artificial and contrived, and that the interest was incurred not to produce income but to create a structure in which a tax refund could be created on dividends; and it was that interest deduction which altered the incidence of tax payable or avoided the tax payable in addition to obtaining cash refunds of franking credits. 

			The Board of Review stated that, in considering the purpose or effect of the arrangement objectively, one had to look at its features and elements as well as the overt acts taken to effect the scheme. The Board found ample evidence to conclude that the whole financing arrangement was a tax avoidance scheme. There was no evidence that it was carried out for bona fide commercial reasons, and the objective inference from the events was that it had tax avoidance as one of its main purposes. The Board therefore ruled that the tax authorities were right in denying a deduction for interest expenses against the dividends received from the subsidiaries.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Corporate residence is defined under section 2 of the Income Tax Act as meaning ‘a company or body of persons the control and management of whose business is exercised in Singapore’. 

			What constitutes ‘control and management’ of a company’s business is essentially a question of fact. The tax authorities often refer to case law, particularly UK cases, in deciding where the control and management of a company lies. Principles or factors laid down by the courts have established that it should not solely depend on where the company is incorporated, even though this may be one of the factors taken into account. In most cases, the residence of the shareholders, even the major shareholders or holding company, does not determine the control and management of the company. The most-established principle is that a company is managed and controlled where its directors effectively meet to exercise their control over the high-level direction of the company’s business. 

			A majority of court decisions have established that the control and management of a company is located where the directors meet to decide the company’s overall business strategy and its fundamental policies, to raise funds, and to declare or recommend dividends. That is, it is the place where the board of directors meet to discharge their duties as directors. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			It is always necessary to examine the facts of the case carefully to ensure that de facto control of the company does indeed rest with the directors and not the dominant shareholder. In practice, the tax authorities tend to attribute some importance to where the business or trade is carried on, even though the majority of past court decisions have established the test for central control and management to be where the board of directors meet to discharge their duties as directors. 

			In addition to the place where board meetings are held, the authorities may request the following details as evidence that ‘central management and control’ of the company is indeed in Singapore: 

			•	the residence of individual directors; 

			•	whether all decisions are made at board meetings; 

			•	whether certain directors have greater decision-making authority than others; 

			•	whether any other person besides the directors has de facto powers; 

			•	the place where the business of the company is located; 

			•	the place where the accounts and books are kept; 

			•	what the articles of association of the company actually prescribe; 

			•	whether there is some discernible corporate management policy; and 

			•	whether any appointed specialist or consultant wields policy-making powers. 

			The authorities will consider the gamut of details to verify whether, in substance, the company is indeed a Singapore tax resident. The facts of each case are scrutinised to ensure that ostensible formal arrangements are not sanctioned. In addition, the authorities feel they have a duty towards Singapore’s double taxation treaty partners to ensure that any certification of tax residence is not used improperly. 

			In late 2009, the tax authorities announced that certificates of residence would not be issued to the following companies unless they could furnish reasons for setting up an office in Singapore and provide evidence to substantiate that their control and management was in Singapore:

			•	A nominee company, as it is not the beneficial owner of the income derived from the treaty country. A nominee company is a company that is formed for the purpose of holding shares on behalf of the beneficial owners of the shares.

			•	A company 50% or more of whose shares are held by foreign shareholders and which is an investment-holding company with purely passive sources of income or receiving only foreign-sourced income.

			For these companies, the tax authorities list the following factors which will be considered in determining whether their control and management is in Singapore:

			•	the board of directors’ meetings are held in Singapore even if decisions made pertain only to routine matters since the company is an investment holding company; and

			•	the company:

			−	has other related companies (tax resident or with business activities) in Singapore;

			−	receives support or administrative services from a related company in Singapore;

			−	has at least one director based in Singapore who holds an executive position and is not a nominee director; or

			−	has at least one key employee (e.g. CEO, CFO, COO) based in Singapore.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Even though Singapore is not a member of the OECD, the authorities will normally turn to interpretation of the OECD MTC for guidance. 

			As is the case in OECD member countries and other countries, the Singapore tax authorities in practice adopt a ‘substance-over-form’ approach to tax residence. The approach to assessing the substance of a given case is detailed above. 

			Facts surrounding the case are often evaluated to ensure the residence of a company. Thus, companies intending to claim residence in Singapore must ensure that they have sufficient documentary evidence to support their claim, particularly when a treaty partner is involved.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Even though the influence of EU law is somewhat limited, court decisions like Cadbury Schweppes may be persuasive in Singapore; but they are not binding.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The tax authorities’ interpretation of ‘place of management’ is consistent with that adopted in the OECD MTC.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			There is currently no specific beneficial ownership test for withholding tax exemptions under domestic rules. Where withholding tax exemptions are claimed under treaty rules, the receiving State is under an obligation to the source State to ensure sufficient documentary evidence is available to support applications for treaty benefits, ensuring applicants are the beneficial owners of the income that is the subject of the benefit. The duty to enforce the beneficial ownership test thus lies with the income-receiving country. 

			Singapore’s tax authorities have pledged themselves to this duty and, as discussed above, have stated that they will not issue a certificate to a nominee company or a foreign-held investment company unless it is able to substantiate that it has commercial reasons for being constituted in Singapore. Applicants for certificates of residence also require to confirm that they are the beneficial owner of the income, and that the income has been or will be received in Singapore.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			The tax authorities refer to the OECD rules for guidance, particularly in the area of transfer pricing. 

			In some of Singapore’s treaties, there are provisions on ‘limitation of relief’, either stated in a separate article, in a protocol accompanying the treaty or as part of other provisions, which further prevent unwarranted claims for treaty benefits. The limitation of relief provision imposes a condition on Singapore residents that treaty benefits are allowed only to the extent of the amount of income remitted to or received in Singapore where the income is only taxable on remittance under Singaporean tax law. 

			In such cases, applicants must state whether the amount of the income concerned has been received in Singapore. If it has not been received at the time when they request certification, they must state the expected date of receipt, and undertake to remit the income to Singapore on that date and to declare the amount to be received in the tax return for the relevant year.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are provisions in the Income Tax Act that cover transfer pricing and anti-avoidance concerns. For example, section 33 contains general anti-avoidance rules that allow the tax authorities to disregard or revise any arrangement in order to counteract any tax advantage obtainable under an existing arrangement. The anti-avoidance rules do not apply if the arrangement was conducted for bona fide commercial reasons and the reduction or avoidance of tax was not one of its main purposes. There are also specific transfer pricing provisions in section 34D, which define the arm’s length principle and entitle the tax authorities to make transfer pricing adjustments in cases where taxpayers do not comply with it.

			The tax authorities have also issued transfer pricing guidelines to supplement the legislative provisions and the various treaties signed by Singapore. The guidelines cover application of the arm’s length principle and documentation requirements for all related-party transactions, including local related-party transactions. The intention of the guidelines is to help taxpayers substantiate their transfer prices with their related entities by maintaining adequate documentation to mitigate the risk of tax adjustments and safeguard them from potential economic double taxation. The tax authorities have also provided guidance on matters relating to mutual agreement procedures and advance pricing arrangements, and on the application of the arm’s length principle to related-party loans and services.

			Although Singapore is not a member of the OECD, the Singapore transfer pricing guidelines are modelled on the OECD Guidelines. The tax authorities will recognise the actual transactions undertaken by associated enterprises as structured by them and using the methods applied by the taxpayer where these are consistent with the methods described in the OECD Guidelines. At the same time, they are conscious of the importance of aligning an entity’s business model with their tax model and this is an area that they will focus on. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Singapore has not introduced or amended tax legislation to effect the OECD position in relation to the allocation of risk following the publication of chapter 9 of the OECD Guidelines and article 7 of the OECD MTC. Nor has Singapore published guidance on the OECD position. 

			The tax authorities nevertheless apply the OECD principles on the allocation of risk as detailed in chapter 9 when reviewing taxpayers’ structures in both advance pricing arrangement and audit situations. Structures involving commissionaires and toll manufacturers are less common in Singapore but would be scrutinised closely for PE issues as well as on transfer pricing.

			Singapore has always acknowledged the substance requirements that are essential to business restructuring. For example, the government offers several tax and financial incentives to companies that base their operations in Singapore. Companies must meet various substantive conditions in order to qualify for the incentives.

			Singapore has indicated that it will follow the OECD approach to profit attribution as described in the OECD ‘Attribution of Profits to Permanent Establishments’ report where practical.

			Specifically, the OECD approach hypothesises a PE as a distinct and separate enterprise before using a comparability analysis to determine its profits. The first step involves identification of significant people functions relevant to the attribution of assets and risks, identification of other functions of the PE, and attribution of capital based on the assets and risks of the PE. The tax authorities have indicated that they will apportion profits based on the relevant significant people functions of the PE and on a comparability analysis, but will assess the need for a hypothesis of a separate balance sheet for the PE as necessary. 

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One of these arises where the economic substance of a transaction differs from its form; in such a case the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. The other arises where, while the form and substance of the transaction are the same, viewed in their entirety, they differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner and the actual structure in practice impedes the tax administration in determining an appropriate transfer price.1

			Section 34D of the Income Tax Act gives the tax authorities the right to make transfer pricing adjustments in cases where taxpayers do not comply with the arm’s length principle, and section 33 of the act contains general anti-avoidance rules that allow the tax authorities to disregard or revise any arrangement structured in a manner contrary to commercial judgment. The tax authorities may also invoke section 53(2A) of the act where related parties conduct business in such a way that produces profits to the Singapore resident that are less than would normally be expected.

			The overall consequence of not complying with these requirements is that the tax authorities simply refuse to accept a tax return as filed and make a determination of chargeable income to the best of their judgment. 

			1 OECD, Transfer Pricing Guidelines for Multinationals and Tax Administrators, OECD: Paris, 22 July 2010, Paragraphs 1.36-1.37. (‘OECD Guidelines’)

		

	
		
			Slovakia 

			Authors: Margareta Boskova, Tomas Kuzar and Miroslava Hrda

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			There were no developments in Slovak legislation with regard to substance or anti-abuse measures in recent years.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			We are not aware of any increased attention to substance or anti-abuse measures by the courts or tax authorities in recent times.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to Slovak tax law, a company is considered a Slovak tax resident if:1 

			•	it has its registered office in Slovakia; or 

			•	it has its place of actual management in Slovakia. 

			Under the Commercial Code, the registered office is the company’s address as stated in the Commercial Register, Trade Register or any other register.2 

			Under Slovak tax law, the place of actual management is where management and business decisions are taken by the statutory and supervisory bodies of the legal entity. It is not crucial for the address of the place of actual management to be entered in the Commercial Register. 

			A company is considered a Slovak tax non-resident if it does not have its registered office or place of actual management in Slovakia. However, a permanent establishment in Slovakia of a company with its registered office outside Slovakia is generally subject to Slovak tax on its Slovak-source income. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			According to Slovak tax law, the key criteria for assessing residence and level of substance are registered office and place of actual management. Registered office is a strictly legal notion, in contrast to the notion of the place of actual management, which requires a substance analysis. 

			The place of actual management is where key management and commercial decisions necessary for the conduct of the entity’s business are taken by the statutory and supervisory bodies of the company.3 The key statutory body is the board of directors.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Slovak tax law does not explicitly refer to the OECD rules. However, as a member of the OECD, Slovakia is generally subject to these rules, according to the terms of applicable international treaties and conventions. 

			The ‘substance-over-form’ principle advocated in the OECD Guidelines governs the definition of place of actual management. As mentioned, a company can be considered a Slovak tax resident if it has its place of actual management in Slovakia, which requires a substance test. However, Slovak law does not provide further guidance on this and there is little practical experience of the tax authorities’ challenging tax residence. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Slovak tax resident companies are subject to Slovak tax on their worldwide income.4 However, dividends paid or received by a Slovak company out of profits arising in 2004 and later years are not subject to Slovak tax, regardless of whether the recipient or payer is an EU tax resident and regardless of the share of the parent in the subsidiary.5 

			There were no specific changes or adjustments to Slovak tax law after Cadbury Schweppes. It should be noted that Slovakia has a flat corporate tax rate of 19%, which is lower than that of many other EU Member States, and it currently has no CFC legislation. However, her tax law does contain a general anti-avoidance provision that allows the tax authorities to adjust the tax base of a Slovak tax resident if a particular transaction is carried out wholly or mainly to avoid tax.6 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Under Slovak tax law, a permanent establishment is defined as:

			•	a permanent place or facility used either constantly or repeatedly by a foreign company carrying on business activities in Slovakia for more than six months in any period of 12 consecutive months (such as an office, a branch or a workplace);

			•	a building site, or place for building and assembly projects, if the activities on them are provided for more than six months; and

			•	a person acting on behalf of the foreign company and repeatedly contracting or negotiating details of contracts on its behalf.

			If the above definition is not met, purely performing management tasks in Slovakia should not give rise to a PE.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The notions of ‘beneficial ownership’ and ‘beneficial owner’ can be found in Slovak tax law and many of Slovakia’s double tax treaties. However, the tax law does not specifically define these terms. 

			Dividends paid out of profits arising in 2004 and later years are not subject to withholding tax. Therefore, beneficial ownership is not generally considered for the purpose of withholding tax exemptions.7 

			Royalty and interest payments that Slovak companies pay out to foreign parties are subject to Slovak tax. However, a double taxation treaty may reduce the rate. Royalties and interest paid to EU-resident related companies (as defined in section 13(2f) and (2h) of the Income Tax Act) are also not subject to withholding tax under Slovakia’s implementation of the EU Interest & Royalties Directive, and are therefore exempt provided that the following conditions are met:8 

			•	the payments are made by Slovak companies – the source is in Slovakia; 

			•	the recipient of the income is an EU tax resident company and, at the same time, is the ultimate beneficiary of the income; 

			•	both companies are related (within the tax-law definition) on the date of payment and for at least 24 consecutive months beforehand. 

			Other than in relation to Slovakia’s implementation of the EU Interest & Royalties Directive, her tax law does not use the term ‘beneficial owner’. However, under many of her double taxation treaties, in order to apply a reduced withholding tax rate under the treaty, the beneficial owner should be a tax resident of the other Contracting State. 

			In order to apply for an exemption from withholding tax, if asked, the Slovak company needs to be able to prove to the local tax authority that the foreign recipient is a tax resident of the country for which a withholding tax exemption or reduction has been applied for, and it may also need to evidence that that company is the beneficial owner of the relevant income. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned (see 3.1), Slovak tax law does not define the term ‘beneficial owner’ nor does it refer explicitly to the OECD rules. However, as a member of the OECD, Slovakia is generally subject to the rules adopted at OECD level, according to the terms of the applicable international treaty or convention. 

			Specific LoB clauses are contained in the double taxation treaties with the USA and Israel.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Under Slovakia’s implementation of the Parent-Subsidiary Directive, dividends paid out of profits arising in 2003 and previous years are not subject to Slovak tax if the recipient:

			•	resides in an EU Member State; or 

			•	is a Slovak tax resident; and 

			•	has at least a 25% direct share in the paying company at the time of payment.

			Dividends paid out of profits arising in 2004 and later years are not subject to Slovak tax.

			Based on Slovakia’s law implementing the EU Interest and Royalties Directive, certain conditions require to be met to qualify for an exemption, i.e. if, for at least two years before payment of the interest or royalty:

			•	the taxpayer paying the income has direct share of 25% or more in the registered capital of the end recipient of the income that is resident in an EU Member State; or

			•	the recipient of the income residing in an EU Member State has no less than a 25% direct share in the registered capital of a taxpayer that pays the income; or

			•	another legal entity with a seat in an EU Member State has a direct share of 25% or more in the registered capital of the taxpayer that pays the income and at the same time has a direct share of 25% or more in the registered capital of the recipient of that income.

			This exemption applies only if the recipient of the interest or royalty is its beneficial owner. This means that the tax authorities may challenge structures in which the foreign recipient of the interest or royalty is not the beneficial owner of the income and acts as a mere paying agent.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Slovak tax law does not contain specific substance requirements for transfer pricing purposes. However, a Slovak company can be required to evidence that a particular service was: 

			•	required for its business; 

			•	actually received; and 

			•	priced at arm’s length rates. 

			Slovak income tax law defines the arm’s length requirement in accordance with the OECD Guidelines, stating that the conditions agreed in business or financial transactions between foreign related parties should correspond to the conditions that would be agreed by unrelated parties in comparable business or financial transactions in comparable circumstances.9 

			Furthermore, Slovak income tax law generally accepts TP calculation methods based on a comparison of prices (fair market price method, subsequent sale method, cost plus method) and a comparison of profits (profit split method, net trading margin method). To substantiate that prices applied between foreign related parties are at arm’s length, taxpayers are obliged to keep TP documentation setting out the applicable calculation method, the amount and why the chosen method is appropriate.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			As a member of the OECD, Slovakia is generally subject to the rules adopted by it according to the terms of the applicable international treaty or convention, which are also generally accepted by her tax authorities. However, there is no specific legislation, rule or guidance in this respect.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			If transactions between foreign related parties are not based on the arm’s length principle, and this results in a reduction in the Slovak entity’s corporate income tax base, the tax authorities can adjust the tax base to what it would have been had arm’s length prices been used, and can impose penalties. 

			Additionally, failure to provide obligatory TP documentation in the required form and to the required extent during a tax inspection may lead to a penalty of up to EUR 3,000, which may be imposed repeatedly. 

			If tax base adjustments are made resulting in additional tax being payable, the tax authorities may impose a penalty equal to the greater of three times the European Central Bank’s basic interest rate and 10% on the difference between the tax liability declared in the tax return and the amount adjusted by the tax inspector.10 

			1 Section 2(d)(2), Income Tax Act 595/2003.

			2 Section 2(3), Commercial Code 513/1991.

			3 Section 2(d)(2), Income Tax Act 595/2003.

			4 Section 2(f), Income Tax Act 595/2003.

			5 Section 12(7c), Income Tax Act 595/2003.

			6 Section 2(p), Income Tax Act 595/2003.

			7 Section 12(7c), Income Tax Act 595/2003.

			8 Section 13(2f), (2h) and (2i), Income Tax Act 595/2003.

			9 Section 18(1), Income Tax Act 595/2003.

			10 Section 155(4), Tax Administration Act 563/2009.

		

	
		
			Slovenia

			Authors: Ákos Burján, Nana Šumrada Slavnićand Aleksander Ferk

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Slovenia has a general anti-abuse clause in its Tax Procedure Act. It provides that, where an act, activity or transaction that has had or continues to have economic consequences is illegal or void, that does not influence the parties’ tax liability. Similarly, tax liability is unaltered by sham transactions. This may be interpreted in the sense of the ‘substance-over-form’ doctrine: two transactions producing the same economic result should entail the same fiscal consequences. This general anti-abuse premise has not undergone any particular developments since its enactment. 

			Moreover, the general transfer pricing and CFC anti-abuse measures should also be complied with. Plus, the deductibility of interest payments on loans granted by a related party can potentially be restricted as a result of thin-cap rules. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			We are not aware of any case law or tax authority interpretations of the above anti-abuse provisions.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to Corporate Income Tax Act 2, a legal entity under either domestic or foreign law is considered a Slovene tax resident where:1 

			•	it has its statutory (registered) seat in Slovenia; or 

			•	it has its ‘place of effective management’ in Slovenia. This does not rule out a society or association of persons, including one under civil or foreign law without legal personality, from being considered a Slovene tax resident. 

			The key factor in determining the effective ‘place of management’ is the place where key administrative and operational decisions necessary for the management of the business are taken. Typically, the ‘place of management’ is the place where important decisions are taken by management or a place where acts to be taken by the entity as a whole are set out. More-detailed principles as to when a company that is established abroad can be considered a Slovene tax resident due to its effective ‘place of management’ are laid down in the rules on the implementation of Corporate Income Tax Act 2, as detailed below. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Generally, in order to assess the residence and level of substance of a company, the tax authorities take the following criteria into consideration: 

			•	Whether its statutory (registered) seat is in Slovenia. This is the most transparent criterion in determining the tax residence of a single entity. A company established in accordance with Slovene law is obliged to specify its statutory seat in its articles of association or other deed of constitution as filed with a court or other register as defined by law; moreover, when a company is incorporated, a general manager has to be appointed, an office address notified, a bank account opened, etc. 

			•	Whether the ‘place of effective management’ is in Slovenia. In determining the ‘place of effective management’, the criteria set out in the rules on implementation of Corporate Income Tax Act 2 should be considered on a case-by-case basis. The following list is neither cumulative nor exhaustive: 

			−	whether management and strategic decisions are taken in Slovenia; 

			−	the frequency of directors’ and senior managers’ meetings and the location where the meetings are called and held; 

			−	the actual activities and physical presence of senior management in Slovenia; 

			−	whether crucial decisions that substantially affect the company from an economic and functional perspective are taken in Slovenia; 

			−	the location of important accounting records and evidence. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			No direct reference is made to the OECD rules. However, the concept of ‘substance-over-form’ as a general anti-avoidance principle is incorporated into the Slovene tax legislation and should be used when determining tax residence. A company having its registered seat and formal ‘place of management’ outside Slovenia can therefore be treated as resident in Slovenia if its ‘place of effective management’ is situated there. In other words, if a company does not qualify as a Slovene tax resident by virtue of the Slovene incorporation criterion, it should be considered whether its effective ‘place of management’ is situated in Slovenia according to the above criteria. The general anti-avoidance clause set out in the Tax Procedure Act would apply in the case of a purely tax-driven structure. 

			The definition of effective ‘place of management’ in Slovenia’s tax legislation in fact follows the OECD MTC, although, again, no specific reference is made to the OECD rules. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			No specific recent examples are available of situations where EU law has had an influence on the country’s position on residence. 

			 

			In the case of a company that is taxed in Slovenia due to its being incorporated there, the test is purely a legal one and, failing any double tax treaty, it seems likely that it will continue to be taxed in Slovenia and be governed by Slovene law even if the company’s ‘place of management’ is moved to another country. Therefore, the Slovene legislation may be read in line with cases such as Cartesio and National Grid Indus. 

			As regards companies that are taxed in Slovenia due to their ‘place of management’ being situated there, the test is already one of ‘substance-over-form’ and, consequently, EU tax cases such as Cadbury Schweppes have not had any particular impact. Slovenia does not have any CFC rules analogous to those discussed in Cadbury Schweppes. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The Slovene domestic tax-law PE concept is in line with the OECD principle. A non-resident entity is deemed to have a PE in Slovenia if it has a place of business there that is permanent and through which its business is wholly or partially carried out. Hence, Slovene tax law basically requires that, for there to be a PE, the general condition in article 5(1) of the OECD MTC has to be fulfilled. 

			Moreover, section 6 of Corporate Income Tax Act 2, which contains a list of examples which can each be regarded as constituting a permanent establishment, defines a PE as, ‘a branch, office, factory [or] a workshop’. However, following amendment of Corporate Income Tax Act 2 as of 1 January 2007, this list longer contains ‘place of management’ as an example that can prima facie be regarded as constituting a PE. 

			Hence, a PE in Slovenia cannot originate from mere management tasks. In other words, a PE needs a physical structure, such an office, or office supplies (further to article 5(1) of the OECD MTC). 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The term ‘beneficial owner’ can be found in many of Slovenia’s double taxation treaties and in its implementation of the Interest & Royalties Directive; it is also used in relation to personal savings income of residents of EU Member States in the form of interest. The term ‘beneficial ownership’ is not, however, defined precisely in Slovenia’s domestic law, in its case law or in any of the relevant double taxation treaties. It is therefore difficult to ascertain exactly what criteria need to be met for a company to be considered a beneficial owner. 

			The generally accepted practice is therefore to follow the OECD MTC interpretation, i.e. there should be sufficient substance to the transaction to justify the recipient of the income being regarded as its beneficial owner. 

			As no view has been formally expressed by the tax or judicial authorities, it is not certain whether they favour a legal or an economic approach. The tax authorities’ general approach might suggest that they incline more to a legal interpretation, but this is by no means certain. They are nonetheless likely to err to the view that, before a person can be considered as the beneficial owner of income, he has to have a legal right to it. 

			Slovenia has adopted the Parent-Subsidiary Directive and the Interest & Royalties Directive.2 Under them, the consideration as to whether or not the recipient of income is its beneficial owner only applies to interest and royalties – not to dividends. As regards the distribution of dividends and similar income, the rules laid down in the Companies Act and other tax legislation should be considered and, thus, tax should not be withheld where dividends are distributed to the legal owner of the shares. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned, no direct reference is made to the OECD rules in either national law or Slovenia’s double taxation treaties. Given the absence of specific definitions and guidance, the OECD principles are generally followed, but there is no statutory requirement that they should prevail in all cases. 

			Specific LoB clauses are not included as standard in Slovenia’s double taxation treaties. Each treaty should be considered individually and on its own merits.

			LoB clauses are only contained in the Slovene DTTs with the USA, Israel, Spain and Malta. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Slovenia has adopted the Parent-Subsidiary and Interest & Royalties Directives.3 However, in line with sections 71 and 72 of Corporate Income Tax Act 2, the consideration as to whether or not the recipient of income is its ‘beneficial owner’ applies only to interest and royalties and not dividends. The term ‘beneficial ownership’ is not defined precisely in Slovenia’s domestic law, case law or any of the relevant double taxation treaties. It is therefore difficult to ascertain exactly what criteria need to be met for a company to be considered a beneficial owner. 

			In the absence of specific definitions, the generally accepted practice is to follow the OECD MTC interpretation, i.e. there should be sufficient substance to the transaction to justify the recipient of the income being regarded as its beneficial owner. 

			As regards the distribution of dividends, reference is made to the ‘recipient’, which should be interpreted as the legal claimant.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are no specific, defined substance requirements in the TP legislation. In general, an intercompany transaction has to be tested by taking into account the relevant conditions that govern it and which are to be identified on the basis of the parties’ actual conduct, contracts and other supporting documentation.4 This means that economic substance should also be taken into account when considering whether a transaction is at arm’s length, but it is not stated clearly whether it is an overriding consideration. In support of the substance of a transaction prevailing over its legal form, further factors should be considered such as the characteristics of the assets transferred or the services rendered, the functions performed (considering the assets employed and risks assumed), the economic circumstances and business strategies.5 However, in a tax audit, the tax authorities are expected first to inspect the actual TP documentation and only investigate the substance of intercompany transactions if questions are raised as to their consistency with the TP rules. 

			At present, there does not appear to be any case law on the subject of the substance versus the legal form of transactions. In cases not covered by the TP legislation, reference is in practice often made to the OECD Guidelines, despite their not having been incorporated into Slovene law. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no change in the legislation implementing the recent amendments to the OECD Guidelines. However, it is our experience that, as Slovenia only became an active OECD member in July 2011, its tax authorities are tending to follow the OECD approach and are increasingly focusing on substance requirements, though the OECD MTC interpretations and OECD Guidelines were also used and referred to previously.

			For example, though business restructurings involving commissionaires, toll manufacturing and similar types of arrangements have been very common practice in the past, we are seeing a clear tendency on the part of the tax authorities to increase their focus on the issue of substance in this regard following the OECD proceedings on business restructurings. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			If the tax authorities establish that a company’s TP documentation is not in line with the Transfer Pricing Rules, or if no such documentation is available, the character of a transaction as determined by the taxpayer could be disregarded. The tax authorities may recharacterise it according to its economic substance as established in a tax audit. 

			Even though Slovenia is a member of the OECD, it has no specific guidelines for challenging business restructurings. Thus, Chapter 9 of the OECD Guidelines is expected to have a relatively low impact on Slovenia’s law for the present. 

			1 Section 5 Corporate Income Tax Act 2.

			2 Sections 71 and 72, Corporate Income Tax Act 2.

			3 Sections 71 and 72, Corporate Income Tax Act 2.

			4 Article 14, Transfer Pricing Rules.

			5 Article 9, Transfer Pricing Rules.

			

		

		
			

		

	
		
			South Africa 

			Authors: David Lermer and Kyle Mandy

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			In a potentially ground-breaking and controversial development, the concept of simulation and sham transactions was revisited in the Supreme Court of Appeal’s judgment in NWK Ltd v Commissioner for South African Revenue Services. The facts involved a finance structure entered into between the appellant, a maize trader, and its bank. NWK wanted to borrow an initial capital sum of ZAR 50 million from the bank, repayable over five years. Under normal circumstances, NWK would only have been able to deduct the interest portion of the repayment for tax purposes. However, the parties agreed a structure that would enable NWK to effectively claim a tax deduction for the full repayment – including the capital portion. In the overall structure, the total cash repayments would have amounted to around ZAR 75 million – in essence, non-deductible capital repayments of ZAR 50 million and deductible interest of ZAR 25 million – but the object of the scheme was to treat the full ZAR 75 million as tax-deductible interest. Its basic elements were:

			•	an inflated initial principal loan amount of ZAR 96 million instead of ZAR 50 million;

			•	the settlement of the principal loan amount in the form of the future delivery of maize and, specifically, a relatively clear indication that there was never any intention to deliver any actual physical maize – just an exchange of ‘silo certificates’, which cancelled each other out;

			•	a simultaneous forward purchase contract for the same quantity and quality of maize in the sum of ZAR 46 million;

			•	the initial involvement of several entities on the side of the bank, followed by a series of cessions and so forth, which resulted in the end in the bank in any event being the only other party remaining in the deal (with NWK), and effectively only ZAR 50 million in cash ending up with the borrower (which it repaid over time). 

			The Supreme Court of Appeal focused on the purpose of the scheme. It was of the view that it was insufficient to look solely at the intention of the parties in relation to the individual contracts, but that they also needed to consider the overall purpose of the deal. The test, according to the court, required an examination of the commercial sense of the transaction: of its real substance and purpose. If the purpose of the transaction is only to achieve an object that allows the evasion of tax, or of a peremptory law, then it will be regarded as simulated. In this case, the court concluded that the purpose of the agreements was to disguise a single straight-forward cash loan, making it look like several other transactions. The judgment’s impact goes further than the tests previously laid down for simulated transactions, which solely concerned the intentions of the parties in relation to the agreements. Unfortunately, it has resulted in significant uncertainty in this field. Most notable in this regard is to what extent lower courts will apply the comments made by the Supreme Court of Appeal. The effect of the judgment is that the tax authorities may be able to challenge certain structures without having to jump through the hurdles of the anti-avoidance provisions contained in sections 80A-80L of the Income Tax Act No. 58 of 1962 (the ‘Income Tax Act’).

			South Africa’s controlled foreign company legislation has been overhauled with effect from 1 April 2012. This overhaul includes the following significant developments:

			•	It has been clarified that, for the foreign business establishment (FBE) exemption to apply, attribution of income to an FBE must be determined in accordance with arm’s length transfer pricing principles.

			•	The FBE anti-diversionary rules for imported goods have been simplified. These rules will now not apply where the income is subject to tax in a high-tax country or where the income is attributable to a permanent establishment of the CFC.

			•	The FBE anti-diversionary rules for exported goods have been removed.

			•	Anti-avoidance rules are introduced for cell captive and captive insurance.

			Several new anti-avoidance provisions have also been introduced to address:

			•	the funding of tax neutral group reorganisations;

			•	dividends on independently secured shares;

			•	the treatment of ceded dividends and dividends in respect of borrowed shares; and

			•	dividend stripping.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			As a result of the NWK judgment, the tax authority has indicated by way of press release that it intends challenging certain structures it is aware of that use similar schemes.

			Transfer pricing has become an area of increased focus by the tax authority over the past few years and it has been identified as one of the priority areas in the tax authority’s compliance programme. 

			South Africa’s transfer pricing legislation has been amended with effect from years of assessments commencing on or after 1 April 2012. The stated objective of the amendments is to modernise the transfer pricing and thin-capitalisation rules in line with OECD and international tax principles. 

			The implicit effect of the changes can be summarised as follows:

			•	Direct and indirect transactions may be scrutinised by the tax authority.

			•	Not only transactions, but also any ‘operation, scheme, agreement or understanding’ may be scrutinised by the tax authority.

			•	The legislation has been amended to determine compliance with the arm’s length principle with reference to profit rather than price.

			•	The onus to make adjustments has been shifted from the tax authority to the taxpayer.

			A new, secondary adjustment mechanism is also introduced, which will deem any transfer pricing adjustment to be an interest-free loan. This may lead to notional interest imputations on an annual basis.

			Excessive financial assistance/thin-capitalisation

			The thin-capitalisation rules will no longer be addressed separately in the legislation. A taxpayer is therefore required to apply the arm’s length principles to any transaction between a resident and a non-resident connected person, including inbound financial assistance into South Africa. 

			The tax authority is expected to issue an interpretation note that explains and illustrates the practical application of the revised transfer pricing legislation. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			The term ‘resident’ is defined in section 1 of the Income Tax Act. In terms of this definition, a person other than a natural person is a South African resident if it is incorporated, established or formed there or has its ‘place of effective management’ there. This definition excludes any person deemed to be exclusively a resident of a country other than South Africa when applying double taxation treaties. ‘Place of effective management’ is not defined in the Income Tax Act and there is not yet any South African case law on the matter. However, the tax authority has issued Interpretation Note 6 (26 March 2002), which is not binding in law but does indicate how it would interpret the term. A discussion paper has recently been issued ahead of the tax authority’s drafting a revised interpretation note in this regard. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			See 2.1.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			No specific reservation on the OECD rules on corporate residence has been made in the Income Tax Act or by the tax authorities and, even though South Africa is not a member of the OECD, the courts have accepted (when concluding on matters other than corporate residence) that the OECD MTC Commentaries are of persuasive value. 

			The tax authorities interpret the ‘place of effective management’ of a company as being ‘the place where the company is managed on a regular or day-to-day basis by the directors or senior managers of the company, irrespective of where the overriding control is exercised, or where the board of directors meets’. 

			For the purposes of Interpretation Note 6, the word ‘managed’ refers to the ‘execution and implementation of policy and strategy decisions made by the board of directors. It can also be referred to as the place of implementation of the entity’s overall group vision and objectives’. 

			Therefore, the tax authority seems to interpret ‘effective management’ as being at a lower level of management (implementation of strategic decisions) than the OECD Guidelines (making of strategic decisions). International precedent and interpretation should be taken into account and all the relevant facts and circumstances examined, including:

			 

			•	where the centre of top-level management is located; 

			•	the location of the headquarters and functions performed there; 

			•	where the business operations are actually conducted; 

			•	the frequency of the meetings of the entity’s directors or senior managers and where they take place; 

			•	where the directors or senior managers or the designated manager responsible for the day-to-day management reside.

			These differences in interpretation are reconsidered in the discussion paper referred to above and are expected to be rectified in the new interpretation note. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU law should not influence the tax authority’s position on corporate residence; however, as stated in its Interpretation Note 6, a South African court should take international precedent into account when interpreting the term ‘effective management’.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			South Africa does not have any precedent on how the concept of ‘place of management’ should be interpreted. It is therefore envisaged that South Africa would follow the OECD principles in this regard. Notwithstanding this, it is possible that the tax authority would distinguish between effective management (higher level) and management (lower/operational level) with the latter potentially giving rise to a PE where management is conducted at a distinct place with the necessary degree of permanence.

			3	 Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Currently, withholding tax is only levied on royalties and similar payments made to non-residents, payments made to non-residents in respect of the disposal of immovable property in South Africa and payments made to foreign entertainers and sportspersons. However, with effect from 1 April 2012, a dividend tax has been levied on the beneficial owner of dividends.

			Although not a member of the OECD, South Africa generally follows the OECD MTC when negotiating bilateral tax treaties. Hence, the notion of ‘beneficial ownership’ is contained in the majority of South Africa’s tax treaties. 

			At present, the concept of ‘beneficial owner’ does not have a domestic tax law meaning, other than for dividends tax, where it is defined as the person entitled to the benefit of the dividend. The term has not been considered by the courts in a tax-treaty context. 

			However, leading tax authors agree that, in a treaty context, South Africa generally intends the internationally accepted tax meaning of the concept to apply, determined primarily from a legal point of view. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Although no specific reference is made to the OECD MTC Commentaries in relation to the concept of ‘beneficial owner’, the courts have accepted that the OECD MTC Commentaries (and hence the concept of ‘beneficial ownership’) may be used in interpreting tax treaties. 

			South Africa’s tax treaties generally do not contain a LoB clause, although some exceptions exist.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The transfer pricing principles are set out in section 31 of Income Tax Act 58 of 1962 (read together with Practice Note 7) and the OECD Guidelines.

			For years of assessment commencing on or after 1 April 2012, section 31 has been substantially revised. The objective of Practice Note 7 is to provide taxpayers with guidelines in respect of the procedures to be followed in determining arm’s length prices, taking into account the South African business environment. It also sets out the Commissioner’s views on documentation and other practical issues that are relevant in setting and reviewing transfer pricing in international agreements. In the absence of specific guidelines in the practice note, it suggests that the OECD Guidelines be followed. Therefore, on the whole, South Africa follows the OECD Guidelines in consideration of the ‘substance-over-form’ requirements. Practice Note 7 is expected to be replaced shortly by an interpretation note.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There have been no legislative amendments in South African law with regard to business restructuring. It is uncertain whether the new interpretation note will deal with business restructuring. In line with the recommendations in the current Practice Note 7, South Africa would follow the principles and approach of the OECD Guidelines in this regard. 

			From a practical viewpoint, it is important to ensure that all the necessary documentation relating to a business restructuring is on file as this represents contemporaneous evidence of the operational changes and the commercial history referencing it. The documentation should highlight the important value drivers and the value chain savings resulting from the restructuring and vouch that the price being charged is in line with the functions, risks and assets assumed by the local entity, and therefore satisfies the arm’s length test. 

			Furthermore, South African tax law has general anti-avoidance provisions to tackle abuse and avoidance as well as reporting requirements for impermissible tax avoidance arrangements that result in a tax benefit for the taxpayer. The two main exclusions from the reporting requirement are (i) where the tax benefit does not exceed ZAR 1 million, or (ii) where the tax benefit is not the main or one of the main ‘benefits of the arrangement’.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			The OECD Guidelines state that there are particular circumstances in which it might be appropriate for a tax administration to disregard the structures adopted by associated enterprises. One of these is where the economic substance of a transaction differs from its form; in such case, the tax administration may disregard the parties’ characterisation of the transaction and recharacterise it in accordance with its substance. The other is where, while the form and substance of the transaction are the same, viewed in their entirety, they differ from those that would have been adopted by independent enterprises behaving in a commercially rational manner and the actual structure in practice impedes the tax administration in determining an appropriate transfer price.1

			The tax authority will follow the OECD Guidelines to determine the true nature of a transaction. In addition, South Africa has specific anti-avoidance legislation allowing the tax authorities to consider a transaction’s true substance. The new section 31 of the Income Tax Act is no longer dependent upon the discretion or satisfaction of the Commissioner; rather, the adjustment ‘must’ be made, so the taxpayer is expected to undertake this adjustment of its own accord, subject to the normal non-disclosure rules and penalties that are applicable should the adjustments not be undertaken.

			Failure to meet the compliance requirements relating to TP has numerous consequences. If a company is assessed due to the tax authority being of the opinion that it is not dealing at arm’s length as defined in Practice Note 7 or the OECD Guidelines, there is a risk that the consideration in international agreements may be adjusted to an arm’s length consideration. The adjusted amount will be subject to 28% corporate income tax and, up to 31 March 2012, may have been subject to a 10% secondary tax on companies. Furthermore, taxpayers may have to pay interest on the underpayment of taxes plus penalties of up to 200% of the tax on the adjusted amount. The assessment may have a major impact on a company’s cash flow as the ‘pay now – argue later’ principle applies. 

			1 OECD, Transfer Pricing Guidelines for Multinationals and Tax Administrators, OECD: Paris, 22 July 2010, Paragraphs 1.36-1.37. (‘OECD Guidelines’)

		

	
		
			South Korea

			Authors: Dong-Keon Lee, Henry An and Won-Yeob Chon

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Reporting requirements for foreign bank and financial accounts (section 34, International Tax Affairs Coordination Act)

			Effective from 2011, residents and domestic companies require to file a report of foreign bank and financial accounts whose aggregate value exceeds KRW 1 billion at any time during the previous calendar year. The reporting requirement applies to cash and securities accounts with financial institutions as defined in the Real Name Financial Transactions Act and the Financial Investment Services and Capital Markets Act, including those engaged in the banking, insurance and pensions industry as well as banking and insurance-related services and other similar industries. 

			However, if the beneficial owner or joint holder of the foreign account or other related party files a report of the account, the foreign account-holder is relieved of this duty. Exceptions are also granted to financial institutions established under the Real Name Financial Transactions Act and financial holding companies.

			Foreign account-holders must file their account information with the relevant tax office between 1 and 30 June of the following year. Failure to comply with the filing requirements or incorrect filing carries fines amounting to 10% of the non-compliance amount or the difference between the amount reported and what should have been reported. The new requirement will be applicable to foreign bank accounts owned since January 2010.

			Filing requirements for changes in substantial shareholders’ list (section 76 Corporate Income Tax Act)

			Effective from 2012, companies require to file changes to their register of shareholders, including changes in the list of substantial shareholders. In addition, private equity funds are no longer exempt from filing requirements for changes to their shareholders’ list. This change is consistent with the recommendations of the OECD Global Forum on Transparency and Exchange of Information for Tax Purposes. Companies that do not comply with these requirements are subject to penalties. 

			Application for foreign corporations to claim tax treaty rates on South Korean-source income (section 98-6 Corporate Income Tax Act)

			Effective from 1 July 2012, foreign corporations are subject to application procedures to enjoy reduced tax treaty rates on South Korean-source income. The new rules require a foreign company (the beneficial owner of the income) to submit an application to the party under the withholding obligation in the prescribed manner and in advance of payment of the income. The rules also require overseas investment vehicles to submit to the party subject to the withholding obligation a statement of details of beneficial owners: if they are not identified, domestic withholding tax rates (rather than treaty rates) apply to South Korean-source income as prescribed in the relevant income tax laws. Beneficial owners may file a reassessment request with the tax authorities within three years. Filed applications are effective for three years. 

			The application requirement will be waived for investors in South Korean depositary receipts issued overseas. Pension funds will be treated as a single beneficial owner for the purposes of applying reduced rates.

			In filing the application form, offshore investment vehicles such as private equity funds require to attach a list of beneficial owners in a manner which discloses the entire investment structure. The application form is only required with respect to South Korean-source income derived by (public) offshore collective investment vehicles unless they are excluded from treaty benefits (e.g. holding companies under article 28 of the Korean-Luxembourg income tax treaty).

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The tax authorities’ annual plan for 2012 includes measures to curb potential tax treaty abuse by foreign funds. The tax laws were amended at the end of December 2011 to pave the way for the tax authorities to implement these measures. 

			 

			The tax authorities have been expending a significant amount of effort in preventing tax evasion through offshore transactions and have dispatched tax officers to foreign countries to gather information. In addition, the amended protocol to the Korean-Swiss tax treaty was signed on 28 December 2010 and will likely become effective in 2012, with the exchange of information taking effect retroactively from 1 January 2011. Under the amended protocol, the tax authorities could obtain significant financial information on offshore accounts from Swiss banks. The amended protocol was ratified by the Korean National Assembly in February 2012 and is expected to be ratified by the Swiss government in July 2012.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to article 1.1 Corporate Income Tax Act, the term ‘domestic corporation’ means a corporation with its headquarters, main office or ‘place of effective management’ located in the Republic of Korea. The term ‘foreign corporation’ means a corporation with its headquarters or main office located in a foreign country but with the place of its effective management not located in the Republic of Korea.

			Interpretation of the concept of ‘place of effective management’ is of great importance in defining a ‘domestic corporation’, and so this clarification has been added to a recent tax ruling.1 It is the place where actual business activities effectively take place and the company’s substantial business decisions are made.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Currently, there are no detailed guidelines on what is required to demonstrate ‘residence’ or ‘level of substance’ in South Korean tax law. However, according to a recent tax ruling,2 the tax authorities will generally take account of the following factors (which are not exhaustive) to determine the ‘place of effective management’: 

			•	the place where board meetings are held; or 

			•	the place where strategic or important business decisions are made; or 

			•	the purpose of investments in the country.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Under the tax law, the tax authorities have, by reference to the OECD MTC, applied the ‘substance-over-form’ principle to transactions whose economic substance differs from their legal form. A legal entity’s taxable income is to be determined based on the substance and attribution of the income, not its name or form. Hence, the residence of a company is where its ‘place of effective management’ is situated. Therefore, it will be considered a domestic corporation if material evidence shows the existence of its ‘place of effective management’ in South Korea even if its headquarters and main office are not located there.

			Many court cases and tax interpretations have denied the application of tax treaty benefits to foreign investors by referring to a pass-through or conduit entity that does not have a place of substantial and effective management in the jurisdiction that has a tax treaty with South Korea.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Under the Corporate Income Tax Act,3 if a foreign corporation has a fixed place through which all or part of its business is carried on, it is deemed to have a PE in South Korea. There is no clear statement regarding ‘place of management’ in the act; however, most of South Korea’s tax treaties provide that a PE includes a ‘place of management’. Under the Corporate Income Tax Act, a PE does not include a place providing preparatory or auxiliary services. Accordingly, the assertion of a PE depends on the extent of the relevant management activities. For example, if they are limited to advertising, publicity, gathering information or market research for the purposes of the headquarters’ business, the ‘place of management’ may not be deemed to be a PE.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Even though there is no clear definition of ‘beneficial owner’ in the tax law, the tax authorities have tended to use the term in enforcing the law and in their rulings. 

			If a company is located in a jurisdiction designated by the Ministry of Strategy and Finance, its South Korean-source income (i.e. dividends, interest, royalties and capital gains) will be subject to the domestic withholding rate in spite of any tax treaty with the jurisdiction where the foreign company is located. In this respect, the Ministry has designated Labuan in Malaysia as the first foreign jurisdiction subject to the domestic withholding tax rate. A foreign investor in Labuan should submit a variety of supporting documents to the Ministry to demonstrate that it is the beneficial owner of the income and obtain pre-approval to receive treaty protection. Examples of such supporting documents include, but are not limited to: 

			•	a residence certificate issued by the competent government authority; 

			•	a copy of the articles of association; 

			•	the names and addresses of the members of the board of directors; 

			•	the number of employees and their job descriptions; 

			•	a statement of economic or operational reasons for investing in Korea; 

			•	a tax return, audit report, etc.; 

			•	a disposition plan for South Korean-source income. 

			Upon submission of the supporting documents, the tax authorities will determine whether or not the recipient of the income is its beneficial owner. The following conditions should be met in order to qualify:

			 

			•	the recipient of the income should have substantive authority to economically dispose of the income received (i.e. authority to acquire, change and terminate rights over the income); and 

			•	the recipient of the income should bear substantial business risk in relation to the transaction concerned. 

			Additionally, in some tax rulings, ‘beneficial owner’ generally refers to a person who has a substantive, economic right of disposal in relation to South Korean-source income, such as the ability to determine the use to which it is put, exercise of which is not restricted by a third party. 

			However, since there are no detailed practical guidelines on the definition of the term, it remains a controversial issue in Korea. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			In the enforcement of tax laws and in issuing tax rulings, the tax authorities have tended to interpret the term ‘beneficial ownership’ by adopting an economic approach, which is similar to the OECD interpretation. Therefore, they generally follow the wider economic interpretation of the term in the 2008 OECD MTC Commentaries on article 10 and the recent Indofood judgments. 

			The tax authorities have also cited the ‘substance-over-form’ principle to challenge and disregard transaction forms, irrespective of the fact that the beneficial ownership concept is not explicitly stated in any of South Korea’s tax treaties. Essentially, whether or not the substance of a foreign company can be proved is a key factor in resolving the beneficial ownership issue. 

			There is no LoB clause in any of the tax treaties concluded by South Korea. However, in order to be entitled to a treaty-reduced rate or exemption, the recipient of Korean-source income should be its beneficial owner.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			South Korea’s anti-tax haven rules4 state that, with respect to a resident company that has direct or indirect interest of 20% or more in a subsidiary located in a low-tax jurisdiction, the distributable retained earnings of the subsidiary will be taxed as a deemed dividend paid to the resident company. A low-tax jurisdiction is defined as a tax haven if the average effective tax rate on taxable income for the past three years has been 15% or less. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Historically, the ‘substance-over-form’ rule was contained in both the National Basic Tax Act and the Corporate Income Tax Act. Its applicability to all tax matters has long been accepted. On 24 May 2006, the rule was codified into the International Tax Affairs Coordination Act, which clarified that the ‘substance-over-form’ rule also applies to all international transactions as well as to the interpretation of tax treaties. Codification of the rule into the International Tax Affairs Coordination Act increased the tax authorities’ propensity to recharacterise international transactions based on actual facts and increased the risk of challenge on grounds of ‘stripped-out’ business models and ‘sham transactions’ (i.e. transactions involving a third party that are effectively between related parties). It should also discourage the practice of treaty shopping, which has received a significant amount of attention in recent years. Relevant provisions of the International Tax Affairs Coordination Act are cited below. 

			Section 2-2 (application of the ‘substance-over-form’ rule to international transactions): 

			•	Where the owner-in-form differs from the owner-in-substance to which taxable income, revenue, profits, property, acts or transactions are attributable, the owner-in-substance will be deemed to be the taxpayer that is subject to the tax treaty. 

			•	Provisions for calculating the tax base in international transactions are subject to tax treaties based on their substance regardless of the name or form of the income, revenue, acts or transactions.

			•	In the event that an international trade that has taken place indirectly via a third party or pass-through transactions is found to have been established to wrongfully attain benefits from tax treaties or the International Tax Affairs Coordination Act, then, based on the ‘substance-over-form’ rule, the owner-in-substance is deemed to be directly involved or such trade is viewed as a single continuous transaction; and accordingly is subject to tax treaties and the International Tax Affairs Coordination Act. 

			Aside from the ‘substance-over-form’ rule, there are no specific substance requirements from a TP perspective.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			While there have not been any specific developments in the legislation or case law in relation to the publication of chapter 9 of the OECD Guidelines, they have begun to influence the tax authorities in how they approach business restructurings in practice. Historically, tax auditors focused attention on the nature of the functional activities performed in South Korea for the purposes of gauging their importance relative to the overall value chain. Recently, they have begun to give consideration to how risks are allocated between transaction participants. It is anticipated that the transfer pricing regulations will be amended in the near future to include guidance on business restructurings based on chapter 9 of the OECD Guidelines. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			While there are no specific substance requirements from a TP perspective, pursuant to the ‘substance-over-form’ rule, if the form of a transaction is not consistent with its substance, it will be disregarded and its substance will prevail. Given the lack of domestic legislation on substance, the tax authorities would likely look to other sources of guidance, including the OECD Guidelines and legislation in other OECD member countries. 

			Recently, there has been an increase in the number of cases involving ‘substance-over-form’ issues, and more challenges are expected from the tax authorities in future. 

			1 Seomyeon 2 Team-1989, 2 October 2006.

			2 Seomyeon 2 Team-2316, 20 December 2007.

			3 Section 94.

			4 Section 17, International Tax Affairs Coordination Act.

			

		

	
		
			Spain

			Authors: Ramón Mullerat and Miguel Ángel Navas

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The government is clearly paying increased attention to substance and the prevention of abusive structures. This is reflected in the new tax measures brought in by Royal Decree-Law No. 12.1 Two of these measures introduce limitations on the deductibility of interest expenses incurred by Spanish taxpayers. The two new rules are a response to what the government considers abusive structures undertaken by Spanish and foreign multinationals in Spain involving the use of inter-company and third-party debt with little or no substance or valid economic motives behind the relevant structure. This is an area that has been the subject of substantial assessments and litigation, even including prosecutions against a number of taxpayers.

			The interest-capping rule follows the trend set by other European governments. It replaces the thin-capitalisation provisions with a tax-deduction limitation for the taxpayer’s net interest expense equal to 30% of its EBITDA, as adjusted for tax purposes. For the purposes of determining the taxpayer’s net interest expense, it must take into account both related and unrelated interest income and expenditure. If it is part of a tax-consolidation group, the 30% limitation applies at the tax group’s level. Interest expenses that are disallowed as a deduction under the interest-capping rule can be carried forward for 18 years, which is the same period as applies to fiscal net operating losses. If the taxpayer’s interest expense in a given year is below the 30% limit, it is allowed to carry the unused capacity forward for a period of five years. 

			The interest-capping rule does not apply if either (i) the net interest expense does not exceed EUR 1 million, (ii) the taxpayer is not part of a group of companies, as defined by company law, or (iii) the taxpayer is a financial institution.

			The second rule introduced by Royal Decree-Law No. 12 is a direct consequence of inter-company debt push- down transactions. As stated, until enactment of the new anti- avoidance measure, the tax authorities challenged these transactions on the basis that they either lacked necessary economic or business motives or involved simulation. The new rule specifically denies the deductibility of interest if the indebtedness is due to group companies – whether resident in Spain or not – and the loan capital has been used to acquire shares in other group companies. The taxpayer is nevertheless entitled to deduct the inter-company interest expense if it is able to prove that the transaction is supported by valid economic reasons. In this regard, the Explanatory Memorandum to the legislation states that group restructurings directly connected to an acquisition from a third party and cases involving acquisitions of group companies where there is true management of the acquired entities in Spain are transactions that the taxpayer may have undertaken with valid economic reasons. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Over the past decade, the tax authorities have significantly increased the attention paid to the concept of substance, especially in international structures in which Spanish taxable income has been eroded, mainly using debt push-down structures in which a Spanish company acquires foreign CFCs. On the other hand, Spain’s courts have also handed down a number of judgments in favour of taxpayers in such situations. For instance, in 2010 the Administrative Court accepted the deductibility of financial expenses arising from an intra-group acquisition based on the business rationale of the final structure. 

			In the case of dividend distributions made by a Spanish company to its EU shareholders, the tax authorities are also paying more attention to the concept of ‘substance’ by giving a very restrictive interpretation to the anti-abuse clause set down in the legislation. 

			When these cases have been litigated, the courts have reached differing conclusions and, thus, failed to establish a clear pattern. For instance, in 2009, in interpreting the Spain’s anti-abuse provision contained in the withholding tax exemption for dividends under its domestic legislation adopting the Parent-Subsidiary Directive, the Court of Appeal sided with the tax authorities.2 In this particular case, the Spanish subsidiary distributed dividends to its Dutch parent company, which was indirectly owned by a US company. The tax authorities argued that the withholding tax exemption was not applicable on the basis that the entrepreneurial activity carried on by the Dutch shareholder was not identical to that carried on by the Spanish subsidiary. It also argued that there was no clear evidence that the Dutch company carried out supervision and management of the Spanish subsidiary through an appropriate organisation of material and human resources since, for instance, (i) the Dutch company had no expenses related to administrative, technical or commercial services received, (ii) no service fee was ever invoiced to the Spanish subsidiary, and (iii) two of the three directors of the Dutch company were not resident in the Netherlands. The High Court confirmed the understanding gleaned from the tax audit and denied the withholding tax exemption on a dividend distribution; instead, the withholding tax rate under the Spanish-Dutch tax treaty was applied.

			On the other hand, in 2010, the same Court of Appeal also decided in favour of the tax authorities, but applied a different reasoning. In this case, the Spanish subsidiary was also owned by a Dutch shareholder, which was ultimately mostly (89.46%) owned by minority shareholders that were difficult to identify because the shares were publicly traded. The tax authorities argued that the withholding tax exemption was not applicable because the taxpayer failed to prove any of the anti-avoidance safe harbours.3 Specifically, they considered that they were not able to verify the identity and residence of the minority shareholders holding more than 50% of the ultimate Austrian parent company. Although the Administrative Court initially ruled in favour of the tax authorities, the Court of Appeal overruled it on the ground that the tax authorities had not proved the existence of abuse, artificial arrangements or interposed companies with no commercial reasons. In its reasoning, the court established a link between the Spanish anti-avoidance provisions and article 1(2) of the Parent-Subsidiary Directive in that the tax authorities cannot interpret the anti-avoidance provisions restrictively without taking into account the objective behind the directive and the rights conferred under the Constitution in terms of legality, and the prohibition against public authorities taking arbitrary action against citizens.4 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Under domestic law, an entity is considered a tax resident of Spain if either it is incorporated under Spanish law, its legal seat is located in Spain, or its ‘place of effective management’ is in Spain.5 The tax authorities may also presume that a foreign entity has its tax residence in Spain if it is located in a low-tax jurisdiction and either its principal assets consist, directly or indirectly, of property or rights that are exercisable or fulfilled in Spain or its principal activity is undertaken in Spain. The foreign company may rebut this presumption by proving that its effective management is located in the foreign jurisdiction and there are valid economic and substantive reasons for it being incorporated and administered in that foreign jurisdiction, not just holding shares or other assets.6 There are no specific rulings or court decisions on this provision, other than when dealing with tax residence of Spanish companies with holdings in foreign entities (foreign holding companies).7

			All tax treaties signed by Spain include a residence clause, which generally provides that the term ‘resident of a Contracting State’ means any person that, under the laws of that State, is liable to tax there by reason of its domicile, residence, ‘place of management’ or any other criterion of a similar nature. Except for the Spanish-US tax treaty, treaties also provide that, where, on the basis of that criterion, a company is resident in both Contracting States, then it is deemed to be resident only in the State in which its ‘place of effective management’ is situated. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			When listing the requirements that a holding company must meet in order to benefit from the relevant provisions, the Corporate Income Tax Act provides that it must have the necessary assets and personnel to manage its stock portfolio.8 Although the legislation does not define this concept, the tax authorities have issued a ruling laying out the criteria that a company must fulfil in order to meet the substance requirement contained in the act.9 It states that a foreign holding company cannot be an empty or shell company; instead, at least one member of the board of directors must manage the equity interest of the holding company. The ruling makes it clear that, because it is a holding company, its board members need not also be members of the boards of directors of the foreign subsidiaries; the task of the Spanish board members is limited to managing the equity interests owned by the Spanish foreign holding company, i.e. exercising the rights and fulfilling the obligations of the foreign holding company as shareholder; in that regard, they are not required to manage the foreign subsidiaries. The ruling goes on to provide that outsourcing the company’s management to, a corporate management company does not satisfy the material and human resources requirement because these services should be rendered by the holding company itself. 

			From a practical point of view, the following factors should also be taken into account in order to provide substance to a foreign holding company: (i) at least one member of the board of directors (or the sole director) should be tax resident in Spain and non-resident board members should not have wider management powers than the Spanish director, (ii) its director(s) must be active, i.e. they should take part in most or all the relevant decisions adopted at meetings, (iii) at least one board meeting a year, or, if there is more than one, the majority of the board meetings, should be held in Spain, and (iv) the secretary to the board of directors should also be a Spanish resident, even if he is not a member of the board. Other factors that constitute valid evidence of substance are the use of an office and hiring one employee on at least a part-time basis. 

			Although there is no specific substance-versus-form provision in the tax legislation regarding residence, a number of administrative court decisions have emphasised the ‘substance-over-form’ approach as a general principle of the tax system in matters involving residence. In addition, there are a number of provisions in the Corporate Income Tax Act that require valid economic motives in order for taxpayers to claim specific tax treatment of certain transactions (e.g. tax-free reorganisations). Similarly, the Accounting and Audit Board has also ruled that the economic content of a transaction should prevail over its legal form when determining its accounting treatment.10 This rule is important since, notwithstanding certain adjustments to accounting results, the corporate income tax liability of a company is determined on the basis of its accounting results. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Although the tax legislation does not make an express reference to the OECD rules on matters dealing with tax residence, there are a number of tax rulings that do make reference to those rules. However, the OECD rules do not prevail over Spanish law; they can only be used as guidance and as arguments to support tax positions. Spain has made no reservations on the OECD definition of residence.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU legislation has a direct impact on Spanish tax law. In fact, Spain has been required to amend some of its tax provisions as a result of certain judgments by the European Court of Justice or requests made by the EU Commission. For instance, since January 2009, a shift of tax residence of an EU company to Spain has no longer triggered the 1% capital duty. On the other hand, some European decisions, such as the case in 2006, have had no direct impact on Spanish tax law. In that particular context, the Spanish CFC rules have not been applicable to EU-resident companies since 2004. There are no EU laws or court decisions that have led Spain to amend its legislation on the concept of residence.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Under the Non-Residents Income Tax Act, Spain does not require the general conditions of article 5(1) of the OECD MTC to be met in order to find there to be a permanent establishment. Therefore, a permanent establishment may be created in Spain by mere management tasks. Unless there is evidence to the contrary, a ‘place of management’ is fundamentally a permanent establishment. According to the OECD MTC Commentaries, the list in article 5(2) is subordinate to article 5(1). The Discussion Draft published by the OECD on 12 October 2011 regarding the interpretation and application of article 5 of the OECD MTC makes it clear that the list of examples in paragraph 2 have to be interpreted in the light of paragraph 1.

			Whether or not in conformity with international tax law, this does have important practical implications. The broader Spanish interpretation of ‘place of management’ means that a permanent establishment is formed even where no physical structure is available (such as an office or office supplies). Hence, if a board of directors of a foreign company takes decisions in Spain, it constitutes a permanent establishment, regardless of whether it has an actual physical establishment here. Both day-to-day management and strategic management can qualify as a ‘place of management’.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			In addition to the anti-abuse provisions contained in both the Parent-Subsidiary Directive and the Interest & Royalties Directive, the Spanish tax legislation contains certain minimum substance requirements to exempt dividend distributions to EU shareholders from withholding tax. As a general rule, the withholding tax exemption on dividends does not apply if the majority of the voting rights of the EU shareholder are held, directly or indirectly, by individuals or entities that do not reside in EU Member States. As an exception to the general rule, the exemption nevertheless applies if either (i) the EU shareholder effectively carries on business that is directly related to the business of the Spanish company, (ii) its corporate purpose includes the supervision and management of the Spanish company through the appropriate organisation of material and human resources, or (iii) it proves that it was incorporated for valid economic reasons and not to unduly enjoy the withholding tax exemption.11 The tax authorities have not defined the concepts of ‘appropriate organisation of material and human resources’ or ‘valid economic reasons’, nor have they issued rulings on these terms when addressing potential application of the withholding tax exemption on dividends. In spite of the lack of an official definition or guidance, tax audits have a tendency to focus on this area when the ultimate shareholder of an EU shareholder of a Spanish subsidiary is not an EU resident, and require documentary evidence that the EU shareholder meets one of the three exceptions to the general rule. 

			The Spanish tax legislation does not contain anti-abuse measures to secure a withholding tax exemption on interest payments to EU-resident entities. This is probably because the tax exemption was in effect for many years before adoption of the Interest & Royalties Directive into Spanish law. That said, the tax authorities have ruled that interest paid to non-EU branches of EU-resident entities is not within the scope of the withholding tax exemption regime. 

			In the case of royalties paid to EU licensors, there are no specific anti-abuse measures in the tax legislation, although the tax authorities have indicated in a number of tax rulings that they require the recipient of the royalty payment to be the beneficial owner. These rulings have been issued because most tax treaties signed by Spain require the recipient of the royalty to be the beneficial owner of the payment in order to be able to claim a reduced or no withholding tax on the payment. Nevertheless, the concept of beneficial owner is not defined in the Spanish legislation, judicial decisions or tax rulings. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			No specific reference is made to the OECD rules on beneficial ownership, but the tax authorities follow them in their reasoning when issuing tax rulings. 

			A number of Spain’s tax treaties contain general LoB clauses, such as those with the United Kingdom and the United States. There are also specific LoB clauses to limit the use of the Spanish holding company regime, such as in the treaties with South Africa and Venezuela. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Spanish law contains general anti-abuse clauses, such as a ‘substance-over-form’ rule and the doctrine (tax fraud). These rules potentially apply to any transaction, including interest and royalty payments, made by Spanish-resident companies falling under the implementing provisions of the directive.

			Moreover, the Spanish legislation denies application of the exemption on royalty payments where most of the voting rights in the beneficial owner are held, directly or indirectly, by individuals or companies that do not reside within the EU, unless it is proved that the company was established for valid economic reasons and not to benefit unfairly from that rate.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			The OECD Guidelines state that, except in exceptional cases, the tax authorities should not disregard actual transactions or substitute other transactions for them. Paragraph 1.37 goes into the two particular circumstances in which, exceptionally, they could disregard structures adopted by a taxpayer.

			Spain’s transfer pricing legislation recognises the interpretive value of the OECD Guidelines but it does not make any reference to the possibility of entirely disregarding a transaction between related parties.12 The scope of these provisions is limited to reviewing the price applied to transactions and the methodologies that should be applied to justify values from a market perspective. However, the Corporate Income Tax Act introduces what is referred to as a ‘secondary adjustment’, which leads to recharacterisation of the difference between the price applied between two related entities and the arm’s length price.13 That difference should be treated for tax purposes according to ‘its nature’. Other than that, the only way to disregard a transaction is by applying the general domestic anti-fraud rules laid down in the General Tax Code.14 With this in mind, it is not clear what kind of practical application paragraphs 1.36-1.41 of the OECD Guidelines could have in Spain. 

			Substance requirements have not been expressly defined for transfer pricing purposes. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			See 4.3.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			In Spain, the overall ‘substance-over-form’ concept is stated in the General Tax Code and guarantees that tax obligations are enforced according to the real legal nature of the business, irrespective of the form or denomination the taxpayer may have given to the transaction. It therefore looks at the true legal nature of the transaction without admitting any economic interpretation of the law (which is not permissible in Spain). 

			In addition, the General Tax Code provides the tax authorities with two ways to challenge a particular transaction. On the one hand, they may challenge it on the ground that there is a conflict in the application of law whenever a taxable event is wholly or partially avoided or when taxable income is reduced by acts, provided that (i) the acts in question, considered individually or jointly, are markedly over-elaborate or unsuitable for the result attained, and (ii) as a result of the acts in question, there are no significant legal or economic consequences beyond the tax savings.15 Tax assessments made under this provision impose the tax that would have been incurred had the taxpayer undertaken the act it avoided. Late payment interest is also charged. However, assessments made under this provision carry no penalties. 

			The other provision the tax authorities may pursue when challenging a transaction is in the event of sham or simulation, where they can tax the event the taxpayers actually carried out.16 In tax assessments involving simulation events, they can charge not only late payment interest but also penalties. 

			Transfer pricing rules: secondary adjustment

			Secondary adjustments should always follow a primary transfer pricing adjustment.17 Any difference between the price actually charged by the taxpayer and that determined using the arm’s length principle should be recharacterised and treated for tax purposes according to its new nature. This amounts to disregard of at least part of the transaction as reported by the taxpayer. The difference in price is paid because some other transaction underlies that which is reported.18 

			Recharacterisation is subject to the judgment of the tax auditor. Nevertheless, when there is a shareholding relationship between related entities, the re-characterisation is defined in Spanish tax law. In both cases, where the difference is in favour of the shareholder, it will be deemed a dividend in the same proportion as its equity interest; the remaining part is treated as ‘other types of benefits arising from its status as a shareholder of the entity’; where the difference is in favour of the entity in which an equity interest is held, the excess is treated as a contribution to equity in proportion to the equity interest, while the rest is treated as a gift in favour of the shareholder, which constitutes taxable income for the entity in which an interest is held and is non-deductible for the shareholder. 

			1 Royal Decree-Law No. 12, 30 March 2012.

			2 High Court of Appeal January 22, 2009.

			3 Section 14(1), Non-Residents Income Tax Act. 

			4 Constitution, Art. 9(3).

			5 Section 8, Corporate Income Tax Act.

			6 Section 8, Corporate Income Tax Act.

			7 Entidad de tenencia de valores extranjeros in Spanish.

			8 Section 116, Corporate Income Tax Act.

			9 Ruling V0120, 29 October 2003.

			10 BOICAC 48, 2 December 2001.

			11 Section 13, Non-Residents Income Tax Act.

			12 Sections 16 and 17, Corporate Income Tax Act.

			13 Section 16(8), Corporate Income Tax Act.

			14 Law 58 of 2003 (the General Tax Code).

			15 Section 15, General Tax Code.

			16 Section 16, General Tax Code.

			17 In Spain, any primary TP adjustment in a domestic transaction has to be bilateral, meaning that the arm’s length value will be adjusted on both sides of the transaction.

			18 The rationale is that, because one party pays a price in excess of the arm’s length value of the transaction, part of the price is not paid in consideration for the actual transaction. Therefore, it has to be recharacterised for tax purposes and be taxed accordingly.

			

		

	
		
			Sweden 

			Authors: Jörgen Haglund, Mika Myllynen, Jérôme Monsenego and Stefan Andersson

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			The Swedish anti-abuse rules on the deductibility of interest relating to intra-group acquisitions of shares have been under debate since they were introduced on 1 January 2009. They were intended to combat perceived improper use of the more or less unlimited deductibility of interest expenses through debt push-downs. As part of a general review of Swedish corporate taxation, a government committee has been assigned to review the rules that limit interest deductions on intra-group transfers. 

			The committee is due to report by 1 November 2013, and will likely include suggestions for further restrictions on interest deductions. Measures may, however, be taken before then as political pressure has led the government to say that it already intends proposing further restrictions on interest deductions in 2012. This interim measure may temporarily alter the interest deduction limitations until the committee’s final proposal makes it into law. It is impossible to tell at present how any new or extended restrictions might be technically couched.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The tax authority has published three evaluation reports in relation to an assignment from the government to map interest deductions and follow up on the new provisions. It concludes that the present rules are not as effective as intended and suggests that interest deductions should be further restricted, either in a completely new set of rules or by extending the current ones.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			A legal entity is liable to tax without limit, and is consequently tax resident in Sweden,1 if: 

			•	it is registered in Sweden; or 

			•	where it is not registered: 

			−	it has its registered office in Sweden; or 

			−	it is considered a Swedish legal entity because of ‘another circumstance of a similar nature’. 

			‘Registered in Sweden’ means registered at the company’s registration office2 for limited liability companies3 under the Companies Act,4 and at the register of partnerships5 for general partnerships6 and limited partnerships7 under the Partnerships Act.8 Without such registration, the relevant entity does not acquire legal personality. 

			It should be noted that, in the case of a legal entity registered in Sweden, it is irrelevant where it has its registered office or whether there are other circumstances that might constitute residence. Moreover, it is also irrelevant where the partners or shareholders of the entity are situated or whether all the entity’s income is earned abroad.9 Hence, form prevails over substance in cases where the entity is registered. Form also prevails in cases where the entity has a registered office in Sweden. Substance will thus only be of importance for entities that are not registered and have no registered office. 

			It should be mentioned that a public commission was appointed by the government in 1995 to analyse whether Sweden should adopt ‘effective management’ as the decisive criterion for determining residence, as under the OECD approach. The proposal was subject to great debate and the conclusion was that Sweden should not adopt such rules.10

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Since most legal entities are considered tax resident in Sweden by dint of their being registered there, there are few situations where residence can be constituted on other grounds. However, if the entity has not been registered or does not have a registered office in Sweden, the legislation provides that ‘another circumstance of a similar nature’ may be of relevance in determining residence. According to the bill that was to become the Income Tax Act, such another circumstance could take the form of an institution similar to the registered office or, if no such institution exists, the place from where the principal business is carried on.11 In this sense, substance requirements are used to assess the existence of residence. However, there is no definition of the term ‘carrying on the principal business’ in Swedish domestic law; nor is the concept further commented on in any legislative history or in the case law.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Unlike under the OECD MTC, the main criterion for determining the residence of a legal entity in Sweden is its place of registration and not its ‘place of effective management’. 

			However, the concept of ‘effective management’ is used in most of Sweden’s tax treaties and, since they are almost exclusively negotiated on the basis of the OECD MTC, it can be argued that guidance on how to interpret the concept should be sought in the OECD MTC and the Commentaries. In this respect, the Supreme Administrative Court has stated that the OECD MTC and the Commentaries are important sources when applying and interpreting tax treaties.12 Moreover, since Sweden has not made any reservations with respect to article 4 on residence, or any observations with respect to the Commentaries on article 4, it could be argued that Sweden’s stance on the concept of effective management is no different to that set out by the OECD. 

			It is therefore reasonable to seek guidance in the OECD Guidelines in interpreting the concept for Swedish tax purposes. The concept of effective management has furthermore been commented on in a case dealt with by the Supreme Administrative Court, which stated that the decisive factor for determining the ‘place of effective management’ should be where the important decisions of a company are made.13

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			The Cadbury Schweppes case has not resulted in any amendments to the Swedish law on tax residence. In fact, the tax residence rules for legal entities have been unchanged since they were introduced into the Income Tax Act in their present form in 1999. 

			Even in a double residence situation, i.e. if a company were considered resident both in Sweden and in another State, and the tie-breaker rule in a tax treaty were applied, the Cadbury Schweppes case would still not have any impact on the domestic definition of residence.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			The domestic definition of a PE is based on the definition in article 5 OECD MTC. Hence, guidance on interpreting the domestic definition can be found in the OECD MTC Commentaries. As noted above, the OECD MTC and the Commentaries are also important sources when applying and interpreting tax treaties.14 The OECD MTC Commentaries provide that the list in article 5(2) is subordinate to article 5(1). Further, the Discussion Draft published by the OECD on 12 October 2011 regarding the interpretation and application of article 5 of the OECD MTC clarifies that the list of examples in paragraph 2 has to be interpreted in the light of paragraph 1.

			Thus, the mere performance of management tasks should not in itself create PE exposure in Sweden in cases where the conditions laid out in article 5(1) are not present.

			 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			Dividends

			Sweden has implemented the Parent-Subsidiary Directive by means of specific provisions in its Withholding Tax Act. The rules also apply in relation to third countries. They refer to the concept of a party ‘entitled to a dividend’, which is defined as ‘the person who is entitled to receive a dividend on his own behalf at the time of the dividend distribution’.15 According to the bill that became the Withholding Tax Act, this definition was included in relation to the registration of nominees since parties other than the rightful owner could claim the right to the dividend.16 In addition to this, the Withholding Tax Act contains a specific anti-avoidance rule, according to which persons entitled to dividends are liable to withholding tax if they hold the share under such circumstances that they unwarrantedly confer an income-tax assessment benefit or gains relief from withholding tax on another person.17 

			The ‘beneficial owner’ concept is to be found in most of Sweden’s tax treaties. According to the tax authorities, the beneficial owner is the person that has the right to a dividend and the person that is the true owner of the dividend, meaning that the recipient of the dividend may not be an intermediary or agent resident in the relevant other State.18 Reference is made to the Commentaries on article 10(2) OECD MTC, where it is stated with respect to the beneficial ownership of dividends that limited source-tax rates only apply if the beneficial owner is the real recipient of the dividend. 

			Interest

			Sweden does not impose any withholding tax on interest. The concept of beneficial owner is nevertheless of importance when it comes to the Swedish rules regarding limitation of interest deductions relating to intra-group acquisitions of shares etc. The rules state that, although within the scope of the rules as such, interest may nevertheless be deducted provided the income corresponding to the interest expense is taxed at a rate of at least 10% in the State where the group company that is actually entitled to the income is resident. According to the statute, the concept of ‘the company within the group that has the actual right to the interest’ is equivalent to the ‘beneficial owner’, who is ‘the true and rightful owner’ that receives the relevant financial benefits.19 

			Royalties

			Sweden does not impose any withholding tax on royalties. Instead, it deems a royalty payment to a foreign recipient to constitute a Swedish permanent establishment. Hence, the royalty is liable to income tax, and deductions are granted for costs allocated to the income. However, under most of its double taxation treaties, Sweden waives its right to tax this income. Further, the Swedish implementation of the Interest & Royalties Directive generally eliminates Swedish taxation of royalty payments to related companies within the EU.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned, the beneficial owner concept is not further defined in domestic law. Nor does it make any direct reference to the OECD MTC as far as this concept is concerned. However, the Supreme Administrative Court has stated that the OECD MTC and the Commentaries should be complied with when applying and interpreting tax treaties. 

			In some tax treaties, Sweden includes special sections that in some way exclude certain persons from application of the treaty or from some of its benefits. These sections are often referred to as limitation on benefits clauses. An LoB-like clause is to be found in the treaty with the USA. It defines a number of conditions that must be met in order to qualify under the treaty. Similar LoB-like clauses are to be found in the treaties with Luxembourg, Barbados and Malta. Apart from this kind of clause, some treaties with States that apply the principle of territoriality for tax purposes, like South Africa, include a type of LoB clause that gives Sweden the right to tax income if the other State cannot not tax it according to its domestic law.20 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Dividends

			As mentioned, Sweden has implemented the Parent-Subsidiary Directive by means of its Withholding Tax Act. The anti-avoidance clause was already in place when the Act was amended to meet Sweden’s obligations under the directive. No additional anti-abuse rules were introduced in connection with implementation of the directive. 

			Interest

			Although Sweden does not impose any withholding tax on interest, deductibility for the debtor may be limited in accordance with the rules on limitation of interest deductions relating to intra-group acquisitions of shares etc. Some legal writers argue that the restrictions in some cases are not compliant with the Interest & Royalties Directive.21 However, on 30 November 2011, the Supreme Administrative Court handed down six judgments on whether the rules comply with the directive.22 Without asking the ECJ for guidance, it held that the Interest & Royalties Directive was of no relevance in the cases.

			Royalties

			In relation to royalties, the Interest & Royalties Directive has been implemented by means of chapter 6a of the Income Tax Act. It says that the recipient has to receive the royalty for its own benefit and not as an intermediary, i.e. the same requirement as laid down in article 1(4) of the directive. This means that ‘legal owners’ do not benefit from the reliefs on the taxation of royalties as provided by the Swedish domestic rules.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Sweden’s tax rules do not set out any specific substance requirements. However, transactions may be questioned in court based on the OECD Guidelines.

			The OECD Guidelines suggest that tax authorities should, in principle, pay attention to the legal terms of controlled transactions (paragraph 1.64): ‘In other than exceptional cases, the tax administration should not disregard the actual transactions or substitute other transactions for them’. However, in some situations, they suggest that tax authorities should disregard legal terms and look to the economic substance of an intercompany transaction (paragraph 1.65). Swedish law and administrative practice mostly take a legalistic approach. The tax authorities may reassess the actual price of an intercompany transaction on the basis of the arm’s length principle despite not disregarding its legal form. However, in our experience, there are issues where there is a greater focus on economic substance than on legal form, such as the ownership of intangibles. In such situations, the tax authorities may disregard legal ownership. 

			The general anti-abuse provision may be relied on to disregard a transaction if it has been driven by tax benefits. However, this general anti-abuse provision is not widely applied in the field of transfer pricing. The Supreme Administrative Court has rejected arguments by the tax authorities to challenge a ‘debt push-down’ structure based on the general anti-abuse provision (6 November 2007, cases 6699-04, 6701-04 and 6703-04). Following these rulings, a new law came into force on 1 January 2009 allowing the tax authorities to deny deductions for interest on loans from affiliated companies.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Most of the recent publications by the OECD in the field of transfer pricing have not officially impacted the tax authorities’ approach as no regulations have been published with regard to business restructurings or the attribution of profits to permanent establishments. No legislation has been enacted, either, and no court case has yet been impacted by these documents.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Even though no particular requirements have yet been enacted with regard to the concepts of ‘control over risk’ and ‘significant people functions’, the tax authorities are adopting a more sophisticated approach to business restructurings and the attribution of profits to permanent establishments. In particular, when it comes to business restructurings, a drop in profits especially likely to trigger their attention. Concerning permanent establishment issues, a working group has been set up within the tax authorities to focus particularly on the existence of permanent establishments and the attribution of profits (including how the OECD reports are to be interpreted). While this area of transfer pricing has not been subject to much attention in the past, it is expected to gain in importance in the future. 

			1 Chapter 6, section 3, Swedish Income Tax Act.

			2 Bolagsverket in Swedish.

			3 Aktiebolag in Swedish.

			4 Chapter 2, section 13, Companies Act.

			5 Handelsregistret in Swedish.

			6 Handelsbolag in Swedish.

			7 Kommanditbolag in Swedish.

			8 Chapter 1, section 1, Partnerships Act.

			9 M. Andersson, A. Saldén Enérus and U. Tivéus, ‘Inkomstskattelagen. En kommentar’. part I, 148.

			10 Official Government Reports: SOU 1995:134 ‘Verklig ledning – obegränsad skattskyldighet för juridiska personer?’.

			11 Government bill: Prop. 1999/2000:2, part 2, 71.

			12 See, for instance: RÅ 1987 ref. 158; RÅ 1995 not. 68; RÅ 1995 ref. 69; and RÅ 1996 ref. 84.

			13 RÅ 1996 not. 207.

			14 See, for instance: RÅ 1987 ref. 158; RÅ 1995 not. 68; RÅ 1995 ref. 69; and RÅ 1996 ref. 84.

			15 Section 2(1), Withholding Tax Act.

			16 Government bill; Prop. 1970:134, 53.

			17 Section 4(3), Withholding Tax Act.

			18 Tax authority instructions: Handledning för internationell beskattning 2008, 523-524.

			19 Government bill: Prop. 2008/09:65, 61.

			20 For the treatment of LoB clauses and the existence of exclusion provisions in Swedish tax treaties, see M. Dahlberg, Svensk skatteavtalspolitik och utländska basbolag, 2000, 236 et seq., 393.

			21 K. Ståhl, ‘EU Skatterätt’, 2011, 254.

			22 Cases 7648-09, 7649-09, 4348-10, 4797-10, 4798-10 and 4800-10.

		

	
		
			Switzerland

			Authors: Armin Marti, Remo Küttel, Norbert Raschle and Benjamin Koch

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years) 

			Generally speaking, there have been no significant changes in Swiss domestic tax legislation as regards substance or anti-abuse measures in the last two to three years. From an international viewpoint, however, Switzerland has amended its double taxation treaty policy in terms of exchanges of information and administrative assistance (in accordance with section 26 of the OECD MTC) in response to increased international pressure. Additionally, there is a tendency for Switzerland to try and include specific anti-abuse clauses in new or revised double taxation treaties.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities? 

			Swiss tax authorities (in particular at federal level) have generally been paying increased attention to substance and anti-abuse requirements in practice. In particular, they increasingly scrutinise and challenge ‘offshore structures’.

			In terms of judicial practice, a recent judgement1 by the Federal Supreme Administrative Court merits special attention: the court had to determine whether contracting a total return swap would result in beneficial ownership being transferred from the long party (here, a Danish bank that intended to benefit from the Swiss-Danish double tax treaty) to the counterparty, thereby denying treaty access to the long party (who, in that case, hedged its transaction by acquiring the underlying shares which gave rise to Swiss withholding tax on the distributed dividend payment). In sum, the court found in favour of the long party and argued that beneficial ownership did not pass to the counterparty under the total return swap. It first analysed the contractual relationship between the long party and the counterparty in detail, considering in particular whether or not the long party had either a legal or de facto obligation to transfer the amount of the dividend to the counterparty (only) after having received it from the companies whose shares formed the basis of the underlying (i.e. the court found that the long party’s obligation under the total return swap was not conditional on its receipt of the dividend).

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence? 

			Under domestic law,2 a commercial corporate entity (corporation) is subject to income and annual capital taxes3 in Switzerland on the basis of its personal affiliation, i.e. it is considered tax resident in Switzerland if it has either: 

			•	its registered office in Switzerland (i.e. is either incorporated in Switzerland or has re-domiciled to Switzerland); or 

			•	its ‘place of effective management’ in Switzerland. 

			A company can choose where to have its registered office. However, it must register in the commercial register at its chosen location. Alternatively, tax residence is also established, for both Swiss and foreign corporate entities, by the ‘place of effective management’. This term has to be interpreted, whereas actual facts and circumstances are decisive, i.e. a ‘substance-over-form’ approach is applied.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In the first instance, tax residence is established by the place of a company’s registered office, i.e. its entry in the commercial register. If a company has its registered office in Switzerland, it is basically – independent of the level of substance – subject to Swiss income tax on its worldwide income with the exception of income from a foreign permanent establishment or immovable property located abroad. Alternatively, and of particular importance for foreign companies, the ‘place of effective management’ (see 2.1) also constitutes tax residence in Switzerland. The ‘place of effective management’ is deemed to be where ‘the strings are pulled’ and where important business decisions are made.4 

			The term ‘place of effective management’ has largely been defined in practice by the Federal Supreme Court, in the domestic context of proscribed inter-cantonal double taxation,5 as being where a commercial corporate entity has its economic and actual centre of existence, where the activity takes place that would normally be carried out at its statutory seat and where the activity in pursuit of the company’s statutory purpose as a whole takes place.6 In sum, the ‘place of effective management’ is basically where the management of the daily business of the company – which consists of the important decision-making in this regard – is carried on. The content and extent of the company’s daily business depends on its purpose and needs to be analysed on a case-by-case basis. 

			The management of the daily business needs to be distinguished from:

			•	those activities that are purely administrative in nature (e.g clerical and bookkeeping tasks); and 

			•	the purely strategic decisions and control functions made and carried out by the top management body of a commercial corporate entity. None of both elements are not sufficient to establish the ‘place of effective management’. The place where board meetings and (annual/extraordinary) general meetings are held is not a decisive factor, either. However, in cases where there is limited business activity, these factors can give an indication of the ‘place of effective management’. The place of residence and domicile of the shareholders are not relevant. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Until 2009, Switzerland applied the OECD MTC with certain restrictions, specifically in relation to the exchange of information and administrative assistance. Due to increased international pressure, Switzerland withdrew its provision in this regard.7 In the meantime, the existing double taxation treaties have constantly been revised in order to include the OECD standard on administrative assistance in tax matters (this also holds true for newly concluded double taxation treaties). Double taxation treaties prevail over Swiss law in principle. The OECD MTC Commentaries and the principles included in them are regularly referred to by the courts and authorities and are important for interpreting the law (the version valid at the time each double taxation treaty was concluded being authoritative).8 However, the OECD MTC Commentaries only serve as an aid to interpretation and cannot be seen as decisive since Switzerland basically takes a unilateral interpretation approach (it is clear that the courts and tax authorities thereby generally follow the interpretation rules of the Vienna Convention of 23 May 1969 on the Law of Treaties).9 

			Should a foreign double taxation treaty partner assess a particular situation contrary to Switzerland and should actual double taxation occur, the taxpayer may initiate a mutual agreement procedure. However, these procedures do not necessarily end up favourably for the taxpayer since the jurisdictions involved are under no legal obligation to settle. Given that the actual elimination of double taxation is crucial for companies (in particular as regards internal transfer prices), Switzerland has negotiated with some of its double taxation treaty partners to supplement the existing mutual agreement procedure with an arbitration clause.10 That basically means that, should the States not come to a mutual understanding (within three years of the case being presented),11 an arbitration court finally settles the disagreement.12 By complementing the mutual agreement procedure with an arbitration provision, Switzerland mitigates its competitive disadvantage relative to the EU since taxpayers suffering double taxation caused by EU Member States can rely on Convention 90/436/EEC on the elimination of double taxation in connection with the adjustment of transfers of profits between associated undertakings.

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable) 

			Even though Switzerland is not a Member State of the EU (and is thus in principle not obliged to adopt EU law), EU law is increasingly influencing both Swiss law and its interpretation by the courts.13 This holds true not only for Switzerland’s law in general but for its tax law in particular. In the present context, it is notable that, when interpreting provisions of certain double tax treaties (and other international treaties with the EU), the courts tend to pay special attention to the legal situation prevalent in the EU and also take account of cases decided by the Court of Justice of the European Union (and not only the Commentaries on the OECD MTC).14

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Generally speaking, activities qualify as a PE in Switzerland if a fixed place of business exists through which the business of an enterprise is wholly or partly carried on. Further, a certain extent of business is required: the business which is carried on needs to be considerable from both a quantity and a quality viewpoint.15 Against this background, mere management tasks may give rise to a PE. However, PE questions greatly depend on the relevant circumstances and therefore need to be approached on a case-by-case basis. 

			3	Beneficial ownership

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments? 

			Switzerland basically applies withholding tax on (open and hidden) dividend distributions as well as interest payments on corporate bonds and in connection with customer credit balances. No withholding tax is levied on interest paid in connection with loan payables or royalty payments. Refunds of withholding tax depend on the recipient being the beneficial owner of the asset yielding the taxable income at the time the taxable payment is due. Additionally, the entitlement to reclaim withholding tax is subject to there being no tax avoidance.

			For inbound dividends, interest payments and royalties (i.e. income streams from foreign sources which are subject to foreign source taxes being collected by a Swiss-resident company), Switzerland has explicitly laid down a general condition in the anti-abuse decree (‘BRB 62’) that the Swiss recipient must be the beneficial owner, i.e. BRB 62 denies treaty relief to a Swiss recipient who (in principle) collects treaty-benefited income where another person who is not entitled to treaty benefits subsequently substantially (either directly or indirectly) benefits from the income.16 BRB 62 has been complemented and partly amended by three circulars issued by the federal tax authorities.17 As a result, the requirements for a Swiss recipient to qualify for treaty relief have been facilitated and the scope for application of BRB 62 reduced.18

			In contrast, domestic law in principle has no explicit (written) anti-abuse provisions for outbound dividends or interest payments on corporate bonds or in connection with customer credit balances (i.e. income streams from Swiss sources that are subject to withholding tax being collected by a foreign-resident company). However, the majority of the double taxation treaties concluded by Switzerland also include the term ‘beneficial owner’, without there being a legal definition in the treaty. It has to be noted that, even in cases where a treaty contains no beneficial ownership requirement, both the federal tax authorities and prevailing academic opinion take the view that there is implicitly such a requirement in each treaty.19 This stance is seen as necessary to preventing the abusive use of double taxation treaties.20 Additionally, the federal tax authorities, the prevailing academic writers and the Federal Supreme Court understand there to be a general, implicit ‘anti-abuse’ provision in each double taxation treaty. These elements must be adhered to and are general conditions for claiming tax relief on the basis of international tax treaties.21

			In applying the term ‘beneficial ownership’ and to determine potential treaty abuse in cases of outbound dividends, in practice, the federal tax authorities have relatively strict requirements for the substance, business functions and financing of foreign parent companies.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties? 

			Generally, the tax authorities interpret ‘beneficial ownership’ in accordance with the Commentaries on the OECD MTC and take into account interpretation of the withholding tax refund rules under domestic law. 

			With regard to anti-abuse measures, Switzerland’s double tax treaties can be categorised as including either:

			•	a proviso for unilateral anti-abuse provisions; or

			•	a reference to BRB 62 (the unilateral Swiss anti-abuse decree);

			•	integrated provisions of BRB 62;

			•	specific anti-abuse provisions.

			Various countries have specific anti-abuse provisions in their double taxation treaties with Switzerland: primarily, flow-through constructions (conduit arrangements) are deemed abusive and will result in a claim for the treaty to be applied being denied.22 If a double tax treaty contains specific anti-abuse provisions, BRB 62 will no longer apply. Given the increased prevalence of specific anti-abuse provisions in Switzerland’s double tax treaties, the incidence with which BRB 62 is applied is on the wane.

			Despite the variation in the different Swiss DTT anti-abuse categories described above, there is a trend that Switzerland will in future try to implement specific anti-abuse provisions similar to those in the Swiss-UK treaty.23 This treaty denies relief on payments made under or as part of a conduit arrangement in which three conditions are decisive:24 (i) a Swiss/UK resident transfers all or substantially all treaty-benefited income to another person who is not a Swiss/UK resident and would not therefore be entitled to claim the benefit of the treaty, (ii) non-fulfilment of the derivative benefits test, (iii) the main purpose of how the transaction is structured is to obtain benefits under the treaty; this criterion is subjective and will presumably be met if there is no personal or infrastructural substance or business reason for the structure.25 

			In addition, the double taxation treaty with the USA merits special attention since this is the only one containing complex limitation on benefits clauses.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable) 

			In 2004, Switzerland and the European Community signed the Switzerland-EC Savings Tax Agreement,26 which basically provides for similar measures as laid down in the EU Parent-Subsidiary and Interest & Royalties Directives.27 In particular, article 15 avoids the double taxation of dividends, interest and royalties paid between group companies that are domiciled in Switzerland and the European Union. Article 15 contains a provision in favour of both bilateral and unilateral anti-abuse rules, i.e. any double taxation treaty between Switzerland and the EU Member State involved needs to be analysed together with the Swiss domestic rules (i.e. BRB 62 in an inbound case) when the Agreement is applied.28

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)? 

			Switzerland does not have any specific, defined substance requirements from a transfer pricing point of view in its domestic legislation. However, as a member state of the OECD, Switzerland endorses the OECD Guidelines as published by the OECD and the ‘substance-over-form’ approach as also outlined in those OECD Guidelines. 

			When filing for certain unilateral tax rulings with the tax authorities, practice has shown that substance with respect to the number of significant people functions is considered favourably by them. However, this is largely dependent on case-specific facts and circumstances. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			As mentioned, Switzerland does not have specific transfer pricing guidelines in its domestic legislation. Accordingly, it has no explicit tax regulations on business restructurings (in the sense of enlarging or reducing the functional and/or risk profile of an entity’s business operations without reorganising the legal entities itself). Therefore, the specific Swiss tax consequences in relation to chapter 9 of the OECD Guidelines (e.g. whether or not the allocation of risk within a group involving a Swiss company has to be compensated) have to be analysed on a case-by-case basis. The tax authorities mainly analyse such business restructurings under two propositions:

			•	whether or not there was a justifiable commercial/economic rationale for the business restructuring;

			•	whether or not the business restructuring would have been undertaken and compensated in the same amount and manner by independent parties and if the transfer of functions, risks and assets has been compensated at arm’s length.

			Should the Swiss tax authorities come to the conclusion that a business restructuring gives rise to a pecuniary benefit (e.g. from a Swiss company to a foreign affiliate), withholding tax will be levied on the deemed dividend, and the deemed distribution will be added back for corporate income tax purposes. Such cases could result in double taxation, which can only be mitigated or eliminated – in a double tax treaty context – if a mutual agreement procedure is initiated.29

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions? 

			There is an important federal court case in this regard (which was heavily debated in the tax literature):30 in Panama,31 the court assigned a considerable amount of income to a Swiss parent company, finding that the foreign subsidiaries’ business was solely based on its means and conducted in its interest. Furthermore, all the group’s decisions were made, and most of the risks assumed, by the parent company. Hence, the relationship between it and the Panamanian subsidiary was characterised by the court as the subsidiary acting as an agent on behalf and for the account of the Swiss parent company.
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			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			In the past three years, the ‘substance-over-form’ taxation principle (or ‘substance taxation’) has been developed and increasingly applied in tax audits. According to section 12-1 of the Tax Collection Act, the tax authorities should assess tax based on the tax laws and also take into consideration the ‘actual economic relationship’ and the attribution of ‘economic substance interests’. This section empowers them to disregard any legal arrangement or to recharacterise the form given to any legal transaction when the facts and evidence are found to be aimed at tax avoidance. Due to there being no comprehensive, practical guidelines for tax authorities and taxpayers to apply the provision, many tax cases with respect to substance taxation have been appealed to the Supreme Administrative Court. Almost all were decided in favour of the tax authorities and imposed huge penalties on the taxpayers. They have caused great controversy among the general public, and some cases have even been appealed to the Constitutional Court for violation of taxpayers’ human rights.

			Tax academics and practitioners have frequently met at conferences to discuss substance taxation issues. Tax authorities and judges have been invited to these conferences, but no common ground could be achieved. Human rights associations, CPAs and lawyers jointly proposed a legislative amendment to establish tax advocate and tax arbitration systems in 2011. Every effort is being made to improve the protection of taxpayers’ human rights and prevent tax authorities from abusing their substance taxation powers.

			Another example of an anti-abusive measure was the official introduction of new thin-capitalisation rules in 2011, under which a general 3:1 debt-equity ratio is applied. This means that interest relating to debt in excess of the ratio is a non-deductible expense. In addition, the thin-capitalisation rules only apply to intra-group financing but include back-to-back or guarantee arrangements with third-party banking assistance.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Observing many recent tax audits by the tax authorities, it is obvious that they are paying sharp attention to the ‘substance taxation’ principle taken from section 12-1 of the Tax Collection Act. Taxpayers and tax practitioners are worried that no clear line is being drawn between legal tax planning and assessments of anti-avoidance, thus they are potentially being penalised for making any kinds of legal tax-saving arrangements or giving advice in that regard. This trend can be seen in a number of recent court cases and administrative decisions, a sample of which are given below.

			Case law

			>	Supreme Administrative Court, 14 October 2010, No. 99/PA/1061

			In this case, a Taiwanese couple transferred their shares in a profit-making hotel to a personal holding company wholly controlled by the couple that had no operation or business activities except holding the shares. If dividends are distributed to individuals, they are subject to personal income tax at the top rate of 40%; if they are distributed to companies, they are tax-exempt and can entitle the individual shareholders to a tax deferral benefit. The capital gains on a share transfer are also tax-exempted under section 4-1 Income Tax Act.

			The court agreed with tax authorities that the arrangement involving the personal holding company was purely artificial, for the sole purpose of tax avoidance aimed at achieving the following two tax benefits: an exemption from capital gains tax and dividends paid with an income tax deferral. The personal holding company was disregarded and the dividends deemed attributed in favour of the individuals, and therefore personal income tax was still due. 

			>	Supreme Administrative Court, 16 June 2011, No. 100/A/1003

			In this case, a Taiwanese individual purchased a special life assurance policy for the purpose of transferring his major assets to the insurance company in the form of an insurance premium and designating his children as the beneficiaries. After the insured died, only a small amount of inherited property was reported to the tax authorities for inheritance tax purposes. The major portion of the deceased’s property passed to the children in the form of life assurance proceeds. According to section 16(9) of the Gift and Estate Tax Act, life assurance proceeds are excluded from the total estate for the purposes of establishing the inheritance tax base. According to sections 4(7) and (17) of the Income Tax Act, the insurance proceeds and inheritance assets are exempt from income tax in the hands of the beneficiaries.

			The court agreed with tax authorities that the arrangement involving the special life assurance policy was purely artificial, and its sole purpose was tax avoidance. The policy was disregarded and the major assets were reclassified as forming part of the total estate, on which inheritance tax was due. 

			Administrative decisions

			>	Trust structure to transfer assets from settlors to beneficiaries

			Similar to the life assurance case, it is common for settlors of Taiwanese trusts to contribute assets into the trust and assign certain parties as the beneficiaries. The tax authorities have charged tax in many cases that utilised a trust structure to avoid gift and estate tax on trust assets. As a result, they have issued an administrative decision that any trust structure whose sole purpose is to transfer assets and proceeds from settlors to beneficiaries in order to avoid gift and estate taxes will be disregarded. 

			>	Amortisation of goodwill from M&A projects

			According to Taiwanese M&A law, many types of reorganisation are free from capital gains tax for the sellers, and the buyers can amortise the goodwill for tax deduction purposes using a 15-year straight-line method. The tax authorities have challenged many intra-group restructuring cases as abusing the M&A provisions in order to qualify for a capital gains tax exemption and the deduction of goodwill amortisation charges against future taxable profits. As a result, they have issued an administrative decision that goodwill amortisation is only tax-deductible if the reasonable value of each intangible and the future economic benefits can be ascertained; otherwise, it is deemed non-tax deductible.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			An enterprise whose ‘head office’ is within the territory of Taiwan is subject to corporate income tax on its worldwide income.1 However, there is no clear definition of ‘head office’ in any tax law. Reference is generally made to section 3 of the Companies Act, under which a company’s ‘head office is treated as being the location where it is registered’. In practice, corporate tax residence draws on the ‘incorporation principle’ as Taiwan’s tax laws contain no concept of ‘tax substance’ for legal persons: the only way to acquire ‘residence’ is to incorporate a legal entity in Taiwan. 

			That said, the Ministry of Finance is gradually introducing the concept of ‘place of effective management’ into income tax. In the Income Tax Exemption Rules for Foreign Enterprises Undertaking Goods Storage and Simple Processes within the Free Trade Zone, enacted in 2009, the definition of foreign enterprise depends on either its place of incorporation or its ‘place of effective management’2 not being within the territory of Taiwan. The purpose of this tax exemption is to encourage more (genuine non-resident) foreign enterprises from either treaty countries or non-treaty countries that wish to carry on certain levels of business by utilising the Free Trade Zone facility without constituting Taiwanese-source income, i.e. permanent establishments under domestic tax laws. This definition of foreign enterprise tends to avoid any Taiwanese tax resident setting up a foreign company with no or limited substance (sham non-resident) in order to abuse this tax exemption benefit.

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Article 6(5) of the Assessment Guidelines for the Application of Double Tax Treaties (the DTT Guidelines)3 further stipulates that the term ‘place of effective management’ is determined by means of an overall consideration of factors such as the location of key managerial personnel and the place where they exercise ‘management and control’ of a company or any other body of persons.

			In addition, a number of the criteria contained on the application form for Taiwanese residence certificates provide useful information for applying tax residence under double taxation treaties. Applicants require to provide the following information when applying for a certificate of tax residence: 

			•	the registered address of the applicant’s head office; 

			•	the name and home address of its executive managers;

			•	where and how business/management decisions are made; 

			•	the domicile of the individual directors or executive shareholders; 

			•	the place where the financial statements and accounting books are prepared and stored; 

			•	the place where purchases and sales of inventory are processed; 

			•	the number of employees hired in Taiwan; and 

			•	other documents/information to support the applicant’s residence status. 

			In terms of the above and only where there exists an effective double tax treaty (‘DTT’), both the incorporation principle and the ‘place of effective management’ principle are applied by the tax authorities. In situations where there is no effective DTT, although the incorporation principle is of great importance, the tax authorities are beginning to adopt some of the following substance tests to assess residence or the existence of a permanent establishment.

			According to explanatory notes on article 3 of the Foreign Enterprise Exemption Rules, the term ‘place of effective management’ should be taken into consideration in assessing the residence of foreign enterprises in terms of:

			•	the place where the majority of the key managerial personnel reside;

			•	the place where meetings of the board of directors are held;

			•	the place where the shareholders’ meetings are held;

			•	the place where the substantial ‘management and control’ activities of production, operation, employment, financial accounting and property are executed.

			It is expected that the above criteria will gradually have an effect on tax authority assessments of corporate residence.

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Before 2000, most DTTs concluded by Taiwan and other Asian States applied the UN MTC, under which the place of corporate registration is frequently adopted in article 4 for determining the residence of legal persons, e.g. the DTTs with Indonesia and Vietnam. Some DTTs use the term ‘control and management of the business’, e.g. Malaysia and Singapore. Since 2000, all of DTTs between Taiwan and EU Member States have generally followed the OECD MTC and adopted the ‘place of effective management’ principle, e.g. those with Belgium, Denmark, France, Hungary, the Netherlands, Sweden and the UK. With reference to the information required in residence certificate application forms, it can reasonably be concluded that the tax authorities in general refer to the OECD rules on tax residence in situations in which a double taxation treaty applies, i.e. the ‘substance-over-form’ approach. 

			In relation to the criteria for issuing tax-residence certificates, if an enterprise is registered under the Companies Act and its annual tax returns are filed in time, a certificate will be issued without any consideration of substance in Taiwan. However, in the case of a foreign enterprise registered under foreign company law but whose ‘place of effective management’ is in fact in Taiwan, the tax authorities will hesitate before issuing a tax-residence certificate. By contrast, they are now accepting that foreign companies with a ‘place of management’ permanent establishment in Taiwan can go through a branch-registration procedure to get a tax code and file tax returns. 

			Currently, Taiwan has made no specific reservation on the OECD MTC and its Commentaries. However, the tax authorities take them as an important point of reference when dealing with international aspects of taxation, and sometimes even when dealing with domestic aspects of taxation for the purposes of anti-avoidance assessments. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			To date, there have been quite a few cases relating to international aspects or tax treaty interpretation in Taiwan. However, some EU case law dealing with ‘substance-over-form’ has influenced the Supreme Administrative Court in several domestic anti-avoidance cases (see 1.2.1). In terms of legislation, section 12-1 of the Tax Collection Act (see 1.1) has brought up the controversial issue of ‘substance taxation’ and marked the start of a new era of tax audits and attendant disputes between tax authorities and taxpayers.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			According to section 10(1) of the Income Tax Act, the first category of fixed places of business is ‘place of management’; the second is ‘branch’. This is exactly the same order as under article 5(2)(2) of the OECD MTC. As a result, a foreign enterprise will incur income tax liability in Taiwan merely by performing management tasks there. In practice, when tax authorities find that a ‘place of management’ is maintained in Taiwan by a foreign enterprise, it is common to assess the PE tax liability by making a TP adjustment and charging a cost-plus management service fee. However, the tax authorities are honing their TP-audit skills and may make larger TP adjustments where they find there to be more functions and risks at the ‘place of management’, e.g. procurement, sales or R&D functions.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			In Taiwan, other than in the discussions regarding the ‘beneficiary-trustee relationship’ under the Trust Enterprise Act, the terms ‘beneficial owner’ and ‘legal owner’ have not been specifically clarified in the relevant tax laws/regulations, although the concept of ‘beneficial ownership’ does exist in Taiwan. 

			According to the DTT Guidelines, a non-resident taxpayer needs to produce documentary evidence in order to claim a reduced withholding tax rate, e.g. a certificate of tax residence, a declaration of beneficial ownership, and other, applicable documents such as dividend-distribution statements. The DTT Guidelines are silent on the definition of ‘beneficial owner/ownership’ for tax-treaty purposes. The documents referred to should be considered as the ‘minimum’ requirements to enable a non-resident to apply for treaty benefits; however, the tax authorities still have power to challenge or disqualify taxpayers from such benefits if there are reasonable grounds for concluding that they are not the beneficial owners of Taiwanese-source income. 

			Additionally, it is worth referring to article 15(6) of the DTT Guidelines, regarding fund-type foreign institutional investors (‘FINIs’) and other conduit-type FINIs (e.g. funds organised in partnership or trust form), which provides that fund and conduit-type FINIs alike may apply for a reduced withholding tax rate under the relevant DTT on dividends/interest distributed to underlying investors that are tax residents domiciled in the relevant DTT country. Simply providing the residence certificate of a FINI is not enough. The tax authorities may still disallow the tax treaty benefits.

			The foregoing suggests that the tax authorities have taken an economic approach to applying the ‘conduit company test’ when considering beneficial ownership, as is evidenced by the fact that only those ‘ultimate’ beneficial owners of income that are also tax residents of DTT countries may enjoy tax-treaty benefits (even though the legal owner of Taiwanese-source income may or may not be a tax resident of a country that has an effective DTT with Taiwan). The tax authorities have increasingly requested those claiming tax treaty benefits to produce evidence that they are not mere conduits of the Taiwanese-source income received (i.e. they may request evidence documenting the degree of profits retained at the level of the claimant entity). 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			Status of the OECD interpretation for Taiwanese tax purposes

			Section 124 of the Income Tax Act states that any special provisions in a tax treaty will prevail. However, given the fact that Taiwan’s DTTs are based on either the UN MTC or the OECD MTC, or a mixture of both, and the current tax regulations do not provide all-embracing guidance on the concept of beneficial ownership, there is a reasonable expectation that the OECD MTC Commentaries or other rules may be referenced by both taxpayers and tax administrations, but will not prevail over the domestic rules or administrative decisions. 

			On this basis, the Ministry of Finance may interpret beneficial ownership (or, potentially, the concepts of ‘conduit entity’ and ‘treaty shopping’, etc.) in accordance with those DTTs drafted along the lines of the OECD and UN MTCs, given that local definitions are limited. Nevertheless, with a view to protecting Taiwan’s revenue base, challenges to treaty entitlement could be raised by the tax authorities from time to time based on their discretionary judgment. 

			LoB clause

			Most new DTTs concluded in the past few years include an LoB clause, e.g. those with Belgium, Denmark, France, India, Switzerland and the UK. The general wording of the LoB clause is: ‘Notwithstanding the provisions of any other Article of this Agreement, a resident of a territory shall not receive the benefit of any reduction in or exemption from tax provided for in the Agreement by the other territory if the main purpose or one of the main purposes of such resident or a person connected with such resident was to obtain the benefits of this Agreement’.

			The clause provides that tax-treaty benefits do not apply if the main purpose or one of the main purposes of the creation or assignment of any rights or shares is to take advantage of the treaty benefit. It should be noted, however, that LoB clauses have not yet been broadly taken into consideration by tax authorities when DTTs are applied. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			According to section 2 of Taiwan’s Transfer Pricing Assessment Rules, the tax authorities may investigate and appropriately adjust transactions undertaken by associated enterprises that intend to avoid or reduce tax liability by means of non-arm’s length transaction arrangements. The Transfer Pricing Assessment Rules are the first anti-abuse measures to apply the ‘substance-over-form’ approach, and give the tax authorities the right to adopt this approach in recognising the economic conditions of transactions and applying transfer pricing adjustments to legal constructs. 

			There are no specific substance requirements from a TP point of view that differ from those from international tax perspective. The Assessment Rules play a very important role as an anti-avoidance measure, followed by ‘substance taxation’ under section 12-1 of the Tax Collection Act and the thin-capitalisation rules. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no new legislation or case law following the publication in Taiwan of chapter 9 of the OECD Guidelines and the report on the attribution of profits to PEs. However, how ‘cost-sharing agreements’ are being applied is becoming a very controversial issue that has been discussed and debated amongst the Ministry of Finance, the tax authorities, tax practitioners and taxpayers. In Taiwan, a CSA can only be applied in relation to R&D costs when all the participants jointly own certain intangibles. The tax authorities have found some CSAs to be lacking evidence of jointly-owned intangibles or substantial documentation attesting to cost generation and allocation schemes, or that there were no future economic benefits to absorb the cost sharing under the CSA. Such cost allocations have been disallowed for tax deduction purposes. The Ministry of Finance is considering laying down more comprehensive rules for CSAs in order to reduce the incidence of tax disputes.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Recently, the tax authorities have become more aggressive in conducting TP audits on non-compliance with the domestic TP Assessment Rules. Four kinds of transfer pricing adjustments have frequently been made by the tax authorities if undertakings have failed to comply with the arm’s length principle: 

			•	Royalty income or technical service income has been adjusted if an enterprise has provided its intellectual property or free technical support for its associated enterprise’s use without charging appropriate consideration. 

			•	Bank guarantee service income has been adjusted if an enterprise has provided a guarantee/mortgage for a bank to grant a loan to its associated enterprise without charging appropriate fees. 

			•	Expatriate costs recognised by Taiwanese companies as the home-base without their being allocating to the relevant affiliated companies as the host-bases have been disallowed for tax deduction purposes.

			•	Any costs, expenses or losses not matching reasonable revenue or not incurred for business purposes have been disallowed. For example, service fees charged by related parties are non-tax deductible if no commercial reason can be stated for incurring them or no future economic benefit can be identified.

			1 Section 3, Income Tax Act.

			2 Article 3 of the Income Tax Exemption Rules for Foreign Enterprises Undertaking Goods Storage and Simple Processes within the Free Trade Zone introduces the term ‘place of effective management’ into Taiwanese tax law for the first time.

			3 The DTT Guidelines were issued by the Ministry of Finance on 7 January 2010 under tax ruling number 09904504820.

		

		
			

		

	
		
			Turkey

			Authors: Zeki Gunduz, Burcu Canpolat, Ulas Ceylanli, Canan Aladag and Cem Erkus

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			There has been no significant development regarding the substance concept in national legislation over the last couple of years. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			The attention paid by the tax authorities to the substance of transactions has been increasing. Recent tax inspections show that related-party transactions are being put under the spotlight by the tax authority, with them especially challenging service charges (management fees, cost allocation charges from headquarters) from a substance perspective. Inspections have ended up with assessments based on the reclassification of such charges as ‘disguised distributions of profits’ or ‘hidden royalties’.

			 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			According to domestic tax law,1 a company is considered a Turkish tax resident where it has: 

			•	its registered office in Turkey; or 

			•	its principal place of business in Turkey. 

			Companies established as a ‘joint stock company’ (AS) or a ‘limited liability company’ (ltd.) are considered to be tax resident in Turkey if either of the above applies; in that case, they are taxable on their worldwide profits in Turkey. Branches tend to have non-resident status, and they are taxable on the profits attributable to their activities in Turkey. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			According to the legislative commentaries, the following indicators can help in assessing the residence and level of substance of a company. A company (established abroad) may be considered as tax resident in Turkey if: 

			•	its board of directors meets in Turkey; 

			•	it has directors that are Turkish residents/nationals; 

			•	it has its management facilities in Turkey; 

			•	it undertakes its relations with third parties in Turkey; 

			•	it engages in commercial activities and is authorised to negotiate contracts for the sale of products in Turkey. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The Turkish tax authorities tend to use the ‘substance-over-form’ approach to tax residence, in line with the OECD Guidelines. In principle, pro forma office space (i.e. a shelf company) is insufficient. It can be concluded that a company will be deemed resident in Turkey if the core activities relating to revenue generation are undertaken there, i.e. if the company has a permanent establishment (PE) in Turkey. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Not applicable, because Turkey is not an EU Member State.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Although the presence of active management tasks technically gives rise to a permanent establishment in Turkey, we have not seen tax inspections or court cases that turned on this point. 

			Where a company does have mere Turkish-based management tasks, an appropriate attribution of profits is required, as they are technically deemed a permanent establishment. Unfortunately there is lack of crystal-clear guidance in domestic law on how management tasks should be remunerated. The remuneration of a PE should, of course, be based on the functional profile of the management tasks undertaken in Turkey. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			There is no explicit definition of ‘beneficial ownership’ in local law. The beneficial ownership test is not currently applied strictly by the tax authorities, the requirements for applying treaty provisions being: 

			•	a certificate of residence; and 

			•	a certificate of trading issued by the Chamber of Commerce. 

			Collusion is forbidden and the ‘substance-over-form’ principle is laid down as a general rule in the tax legislation. Thus, there is nothing preventing the tax authorities from requesting additional documents and applying the beneficial ownership test if they deem it necessary. 

			In short, although the tax authorities seem to look to this concept in taking a legal approach, it is possible that they have to be satisfied that transactions comply with the economic approach. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			There are no specific anti-avoidance rules in Turkey. In some of its double taxation treaties, there is a beneficial ownership test in order for certain items of income to benefit from treaty advantages. Moreover, the Ministry of Finance may question transactions and, in the event there is no substance, tax inspectors may assess tax penalties in this respect. 

			Some of Turkey’s double taxation treaties contain an LoB article (e.g. with the USA). Even if the beneficial ownership test is not expressly included in a double taxation treaty, the tax authorities may request that it be applied in order to obtain the relevant exemption or reduction. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			On 21 June 2006, the tax authorities introduced transfer pricing rules as part of the new Corporate Income Tax Act, No. 5520. Following promulgation of the Act, two further cabinet decisions and two general communiqués have been announced which set out transfer pricing principles. The Act adopts the OECD Guidelines in the form of TP principles dealing with disguised profit distributions. The TP rules aim to improve the tax system by defining the standards governing transactions between related parties. 

			There are no different substance requirements from a TP viewpoint. However, in practice, economic substance is usually sought in relation to intercompany transactions in general. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Not applicable.

			As the TP legislation has only been in force since January 2007, the tax authority has been busy dealing with the fundamental principles of TP rather than sophisticated issues as discussed in the draft document on business restructurings. It has not yet commented on the discussion draft. 

			We observe that tax authority has increased its attention on the remuneration of activities based on an assessment of risk profiles and considering functions of significant people. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Generally, the tax authorities challenge situations where the structure adopted by the group differs from that which would have been adopted by independent enterprises behaving in a commercially rational manner and where the actual structure in practice impedes the tax authority in determining an appropriate transfer price. 

			Tax liability arising from transfer pricing challenges takes the form of an adjustment in the relevant corporation tax returns for domestic transactions, whereas an additional dividend tax liability would apply to international transactions. 

			1 Section 3(1) Corporation Tax Act, No. 5520.

			

		

	
		
			Ukraine

			Authors: Ron Barden, Svetlana Bilyk and Valeriy Ilchenko

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Recent changes in the Ukraine’s tax legislation clearly indicate an increased focus by her lawmakers and regulators on substance and anti-abuse measures.

			The most illustrative examples in this regard are the measures introduced by the new Tax Code, which took effect on 1 January 2011. Along with other radical changes, the Tax Code introduced a ‘beneficial ownership’ test into Ukrainian domestic tax law, and has placed strict limitations on the tax-deductibility of service fees (i.e. royalties and fees for engineering, consulting, marketing and advertising services) paid to non-residents. Overall, these measures are aimed at combating perceived tax abuses involving the use of cross-border structures.

			Another example of the increasing attention paid to abusive structures relates to transfer pricing. At the moment, Ukraine’s transfer pricing rules are underdeveloped, which gives scope for groups of companies to reduce their taxable profits by manipulating their internal pricing mechanisms. The newly adopted Tax Code contains new transfer pricing rules that are based on the OECD Guidelines. However, their enactment has been put off until 1 January 2013 to give taxpayers time to prepare. It is expected that the new rules will make it more difficult for groups of companies to siphon profits out of Ukraine to low-tax foreign jurisdictions. 

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Historically, the tax authorities and courts have applied the ‘form-over-substance’ approach when determining the treatment of transactions for taxation purposes. In general, this approach still prevails. 

			At the same time, we are aware of a limited number of cases where the authorities and courts have attempted to look through transactions or structures to determine their substance and economic reality. At this stage, it is too early to say that these cases represent a tectonic shift in their approach; rather, they constitute a warning to taxpayers that structures with a high degree of artificiality run the risk of being disregarded under the ‘substance-over-form’ doctrine. 

			It is also worth mentioning that the Tax Code has introduced the concept of ‘business purpose’. In short, a business purpose is considered to exist only where a taxpayer intends to derive an economic effect from its transaction. Although the Tax Code introduces the notion, it does not provide any explicit guidelines for its use. Nevertheless, it is not a new invention by Ukraine’s lawmakers – historically, the concept had been developed and applied by Ukrainian courts to counter tax fraud (see 4.1). 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Ukrainian tax law defines Ukrainian tax residents as legal entities established under the laws of Ukraine. At this stage, place of establishment is the only criterion that is used for determining the residence of a company for Ukrainian tax purposes. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			Under Ukrainian tax law, tax residence is determined by reference to a purely formal criterion – place of incorporation. Factual criteria, such as ‘place of effective management’, are not taken into account when determining whether a company resides in Ukraine for taxation purposes. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			Most of Ukraine’s double taxation treaties are based on the OECD MTC. However, it is not an OECD member and, therefore, the Commentaries to the OECD MTC are not legally binding in Ukraine. 

			Despite this, the tax authorities have issued a letter in which they explicitly confirm that taxpayers can use the OECD MTC Commentaries as an aid in interpreting double taxation treaties.1 At this stage, they and the courts make very little use of the Commentaries.

			Ukraine has expressed its position on the OECD MTC and its Commentaries officially. With regard to article 4 (residence), it reserves the right to include the place of incorporation in paragraph 1. Ukraine has also made a specific reservation on the Commentaries to article 4(3) OECD MTC, and interprets the term ‘place of effective management’ as entailing practical day-to-day management, irrespective of where overriding control is exercised. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			Ukraine is not an EU Member State, and its tax system is not harmonised with the EU’s. In view of this, the case has had no impact on Ukrainian tax law so far.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			‘Place of management’ is included in the list of indications for permanent establishments under domestic law. In addition, it is included in the majority of Ukraine’s double tax treaties. 

			At present, there does not appear to be any administrative or judicial guidance on its interpretation. We nonetheless believe a PE can originate from management functions. As a consequence, the profits of a non-resident company being managed from Ukraine may be brought within the Ukrainian tax net. 

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			In 2011, the new Tax Code introduced a number of anti-abuse measures, one of the most important of which is the concept of ‘beneficial ownership’.

			The definition of a beneficial owner under the Tax Code consists of two parts. The first approaches beneficial ownership from a purely legalistic perspective: it looks at the legal right of the recipient to receive income. However, the second part approaches it from a wider economic perspective: it provides that, even if the recipient has the right to receive the income, it will not be regarded as the beneficial owner if it acts in the capacity of an agent, nominee or mere intermediary with respect to it.2

			The test of beneficial ownership is relevant for the purpose of applying reduced withholding tax rates under applicable double tax treaties. According to the Tax Code, the test applies not only to passive income (dividends, royalties and interest) but also to ‘other income’ that arises from sources in Ukraine and is subject to Ukrainian withholding tax under domestic law. This means that gains on the sale of Ukrainian securities, leasing fees, agency fees and certain other types of Ukrainian-sourced income may be caught by the beneficial ownership test under domestic law – something not envisaged by the OECD MTC. 

			With only a few exceptions, the test of beneficial ownership is included in the dividends, royalties and interest articles of Ukraine’s double tax treaties. The exceptions include those with Cyprus, Mongolia and Spain. However, the tax authorities seem to be of the view that, even if the relevant treaty does not contain a beneficial ownership test, it is nevertheless a requirement for reducing Ukrainian withholding tax liability.3 

			The common law concept of beneficial ownership is alien to the Ukrainian civil law system. The tax authorities face significant difficulty in interpreting the concept. The guidance that has so far been issued by them on its meaning is very limited and sometimes controversial. For instance, one recent letter says that only the legal owner of intellectual property can be regarded as the beneficial owner of the royalty income from licensing it. But, another letter confirms that the beneficial owner status of the recipient of royalty income can be supported by a licence agreement, which implies that even an intermediate recipient of royalty income can satisfy the test of beneficial ownership, as long as it has the legal right to receive the income under a licence. 

			Apart from royalties, the tax authorities have issued guidance on application of the concept of beneficial ownership to interest payments on syndicated loans: the lead manager should not be seen as the beneficial owner of interest paid on the loan for tax treaty purposes. Further, they have stated that, when paying interest on a syndicated loan, the Ukrainian borrower should withhold tax depending on the tax residence of the actual lenders of the loan.4 This position seems to be in conformity with the Commentaries on the OECD MTC. 

			At this stage, no guidance is available on interpretation of the concept of beneficial ownership in the context of multi-tier holding structures and back-to-back financing structures. It remains to be seen how the tax authorities will seek to apply this concept to such arrangements. 

			Importantly, the concept of beneficial ownership is not only relevant for withholding tax purposes, but also when determining the tax deductibility of payments to non-residents, and in particular royalties and engineering fees.5 The Tax Code states that such payments are disallowed for tax-deduction purposes if the recipient is not the beneficial owner. 

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As mentioned, the OECD MTC Commentaries are not binding in Ukraine. Notwithstanding, the tax authorities have explicitly confirmed that the OECD Commentaries may be used in interpreting the beneficial ownership concept.6 

			Some of Ukraine’s double taxation treaties contain an LoB clause (e.g. the US treaty). The tax authorities have confirmed that the special conditions set down in the LoB clause must be satisfied in order to claim the benefits under that treaty.7 

			In addition, some double taxation treaties (e.g. with Estonia, Latvia and Lithuania) contain LoB clauses stating that a company does not qualify for treaty relief if the main purpose, or one of the main purposes, of the creation or existence of that resident or any person connected with that resident was to obtain treaty benefits that would not otherwise have been available. So far, the tax authorities do not appear to have applied this provision in practice. 

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			Currently, Ukraine’s TP rules do not include any specific substance requirements.

			Under the freedom of contract, taxpayers are at liberty to arrange their affairs as they see fit. However, transactions made ‘on paper’ without real, commercial substance are vulnerable to challenge by the tax authorities. Some of the likely lines of challenge are set out below.

			TP rules 

			In accordance with the Ukrainian TP rules, transactions with related parties (as well as all non-residents and some other categories of taxpayers) must be recognised for tax purposes on arm’s length terms. The tax authorities can use the TP rules to challenge structures involving the allocation of profits to companies without adequate substance in terms of people, assets and functions. 

			However, at present, the TP rules are not properly enforced because the tax authorities do not have transfer pricing databases or methodologies to determine arm’s length prices. In practice, transfer pricing adjustments are quite rare, and generally happen only when there is a drastic deviation between the prices charged by a taxpayer to a related party and to a non-related party.

			The tax authorities clearly see transfer pricing as a key priority for future development of the tax system. As noted, newly tightened TP rules will be enacted with effect from 1 January 2013. The new TP rules will be more closely aligned with the OECD Guidelines and will introduce, amongst other things, more emphasis on the actual functions undertaken by taxpayers. Once the new TP rules are enacted, it may be expected that the authorities will increase their focus on the economic and commercial substance of legal entities used in a supply chain to determine whether they are genuinely undertaking the functions allocated to them. 

			Business purpose

			In the absence of a general anti-avoidance provision in Ukrainian tax law, the courts have developed the ‘business purpose’ doctrine. It allows the tax administration to disregard transactions that have no commercial purpose other than the avoidance of tax liability. In determining whether or not a transaction is driven by a legitimate business purpose, the tax authorities and courts take a number of substance indicators into account, including the existence of qualified personnel, availability of an adequate asset base, sufficiency of financial resources, etc. The business purpose doctrine is being used actively by the tax authorities and courts to combat tax-fraud schemes, particularly in the context of VAT. 

			Recharacterisation of transactions

			The tax authorities may recharacterise a transaction if its economic substance differs from its legal form. Under the civil law, there are two classes of transactions that can be recharacterised:

			•	Sham transactions: transactions that serve no business purpose and are entered into with the sole purpose of deceiving third parties and regulators. 

			•	Simulated transactions: transactions that are entered into with the intent to conceal the true nature of the transactions actually undertaken. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			There has been no impact so far. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			Failure to comply with the TP rules may result in a transfer pricing adjustment, plus penalties (up to 50%) and late payment interest. 

			The tax implications of recharacterisation of a transaction will depend on the class of transaction being recharacterised. Sham transactions are disregarded for tax purposes. Simulated transactions are recharacterised for tax purposes in accordance with the substance of the transaction. 

			In exceptional circumstances, the disregarded transaction may be considered as ‘violating the interests of the state’. This may lead to confiscation of the assets transferred in the course of the transaction. 

			1 The tax authorities concluded this with reference to article 31 of the Vienna Convention on the Law of Treaties of 1969.

			2 Article 103.3, Tax Code.

			3 Letter of the State Tax Administration of Ukraine to the American Chamber of Commerce, No. 3917/5/12-0216 of 30 March 2011.

			4 Letter of the State Tax Administration of Ukraine, No. 23790/7/15-0517 dated 29 October 2009.

			5 Articles 139.1.15 and 140.1.2, Tax Code.

			6 Letter of the State Tax Administration of Ukraine addressed to the American Chamber of Commerce, No. 3917/5/12-0216 of 30 March 2011.

			7 Letter of the State Tax Administration of Ukraine, No. 11927/7/23-1017 of 23 June 2006.

		

	
		
			United Kingdom

			Authors: Ian Dykes, Matt Ryan, Andrew P. Taylor, David Roberts, Raphael Berkson and Rob Ottewell

			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Interesting developments found in the new UK controlled foreign companies (‘CFC’) regime

			The Finance Bill, which has not yet been enacted at the time of writing but is expected to obtain the royal assent sometime in July 2012, incorporates a new CFC regime that is a step towards a territorial system that focuses primarily on profits that are artificially diverted from the UK. It introduces an interesting measure for the degree of overseas substance needed to demonstrate that a foreign subsidiary’s trading activities do not constitute a ‘wholly artificial arrangement’. On a broad overview, the new rules suggest that an artificial diversion of business profits from the UK occurs when, on the hypothesis that the foreign subsidiary has a UK permanent establishment, a majority of the profits associated with the assets held and risks borne by the CFC relate to ‘significant people functions’ located in the UK group.

			This approach requires a taxpayer to apply the authorised OECD approach to the attribution of profits to a permanent established and reaffirms the position taken previously by the UK tax authorities that ‘people functions’ alone (i.e. not capital invested) determine whether ‘wholly artificial arrangements’ are present. Further comments are made in respect of ‘significant people functions’ in point 4.

			It will be interesting to see how this develops in the UK and whether other fiscal authorities apply similar tests when assessing substance within the CFC, or any other, context.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Over the last few years, a number of tax avoidance cases have been heard in the courts, in which there has been a perceived lack of substance, an element of artificiality and/or the absence of commercial motives behind transactions undertaken. In some of these cases, it is arguable that, in order to find in favour of the finance ministry and therefore counteract tax avoidance, courts have stretched the interpretation of the law to deliver what they see as a ‘fair’ or ‘sensible’ outcome given the lack of substance. In that context, it is noteworthy that the government intends to introduce a general anti-avoidance rule in 2013 to target ‘tax evasion and aggressive tax avoidance’ and provide a more natural route to prohibiting tax avoidance in the future. There will be consultation on the scope and form of this rule during the summer of 2012, in particular focusing on how to achieve the stated objective while limiting the level of uncertainty for normal commercial transactions and reasonable tax planning.

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Domestic law, based on case law, considers a company to be tax resident in the UK if its ‘central control and management’ is exercised within the UK. This means corporate decision-making at the highest level, and is broadly similar to the treaty concepts of ‘effective management’ and ‘seat of management’. 

			Section 14 of the Corporation Tax Act 2009 extended this test so that any company incorporated in the UK is also to be treated as tax resident in the UK. 

			However, section 18 of the act provides for a major exclusion from both these tests. Any company that is to be treated for the purposes of any double tax treaty as resident in another territory and not resident in the UK will be treated as not being tax resident in the UK. The wording of the double taxation treaty (‘DTT’) is important in this regard: one that allows a company to be dual-resident will have no effect on its tax residence in the UK under the two normal tests set out above. Only if the DTT has a ‘tie-breaker’ clause that allocates residence to the other country (as is usually the case) will it also render the company non-UK-tax resident under domestic law. 

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			In applying the test of where central control and management is located, the case law merely states that all factors should be taken into account, but judgments tend to emphasise the place where board meetings are held, and this is the most important single criterion applied by the tax authorities. 

			They do, however, look at other factors that might lead to the conclusion that the high-level, strategic decisions concerning the company are not in reality taken at board meetings, and these include:

			•	the qualifications and experience of the directors attending board meetings;

			•	the nationalities of the directors;

			•	whether the board minutes suggest major issues were properly considered;

			•	whether the documentation otherwise suggests important decisions might have been agreed in advance. 

			These factors are looked at only in relation to the high-level, strategic matters decided by the board; the location of day-to-day management is not relevant. Guidance has been published by the tax authorities setting out how they typically review residence, including some of the factors they may consider.1

			When applying section 18, residence will be determined by the test set out in the DTT in question. The majority of these look to the place of ‘effective management’; however it is worth noting that the recent UK-Dutch treaty follows the new mutual agreement procedure referenced in the commentary to article 4 of the update to the 2010 OECD MTC (as approved on 22 July 2010). However, in practice, the exact tests applied will to some extent depend on those used by the other treaty partner relative to ‘central management and control’. 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			The question of where central control and management is located is a question of fact and the tax authorities look to find where true control is actually located. Substance can therefore prevail over form, as with the OECD approach, and, in one decided case (Bullock v. The Unit Construction Company Ltd, 1959, 38 TC 712), the courts decided that an east African company’s board of directors in Africa was simply ‘rubber-stamping’ decisions taken in the UK, so that the company was tax resident in the UK. This decision is supported by the most recent case on corporate residence (Laerstate BV v. Revenue & Customs Commissioners [2009] UKFTT 209 (TC)), where it was held that ‘central management and control’ was being exercised outside of board meetings. However, Wood v. Holden, 2006, 78 TC 1, shows that the courts place very great weight on the place where the board meetings are held, so that a lot of evidence is likely to be needed to displace the assumption that substance follows form. 

			In general, when section 18 is being applied, the OECD rules will be directly relevant in deciding whether, for treaty purposes, the company is tax resident in the UK or the other country, since most treaties explicitly or implicitly use the OECD rules; this will, however, depend on the wording of the exact treaty in question. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU law has no direct influence on the UK’s view of tax residence. The tests outlined above appear to be considered by the UK to be EU-compliant. 

			Company residence is only one factor involved in application of the UK’s controlled foreign company regime, but it has been recognised that, as a result of the Cadbury Schweppes decision (which related to UK law), the regime was too extensive and needed to be limited so as to have less (or no) effect on companies not involved in ‘wholly artificial arrangements’ aimed at keeping profits out of the UK tax net. Short-term measures were introduced to achieve this in 2007 (section 751A, Income and Corporation Taxes Act 1988) and a fundamentally different, new CFC regime will apply from 1 January 2013. 

			No distinction has been made between application of the new CFC regime to EU Member States and third countries, and the government has stated (see Annex I to the ‘Consultation on Controlled Foreign Companies (CFC) Reform’ paper, released in June 2011) that the new CFC regime is intended to be consistent with relevant EU case law (including Cadbury Schweppes) on the basis that it targets only artificial transfers of profits. It is, however, debatable whether the new regime is fully compliant with EU law and this issue will be closely monitored by many interested parties. See point 1, for further details of the new CFC regime.

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			A non-UK-tax resident company will be subject to corporation tax if it trades in the UK through a PE. If there is a double tax treaty in place with the territory of residence of the company, then the issue of whether there is a PE in the UK will be determined by that treaty.

			If there is none, UK domestic law defines a PE2 similarly to how it is defined in the OECD MTC, and states that a ‘place of management’ can constitute a fixed place of business. The interpretation of a fixed place of business in the UK is consistent with OECD guidance.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest or royalty payments?

			The UK imposes no withholding tax on dividends, so the question does not arise there. The same is true of payments of ‘short’ interest (broadly, on loans of less than a year, or akin to an overdraft) and many forms of royalty. The UK is currently undergoing a period of consultation with regard to the domestic law exemptions from levying withholding tax on interest, which may result in the withdrawal of a number of these exemptions.

			Where the UK does impose withholding tax (on some annual interest, patent royalties, etc.), domestic law exemptions generally depend on the status of the payer and not that of the recipient. A few exceptions do depend on beneficial entitlement to the income by a specified type of person (primarily section 933 of the Income Tax Act 2007 – beneficial entitlement by a UK-resident company). In this regard, there is no definition of the term ‘beneficial entitlement’. 

			The Interest & Royalties Directive was implemented into UK law as sections 757 to 767 of the Income Tax (Trading and Other Income) Act 2005; ‘condition B’ in section 758 requires an EU company to be ‘beneficially entitled’ to the income, but that phrase is not defined further in statute law. A definition is included within the directive itself (which focuses on whether the recipient receives the payment for its own benefit or as an intermediary, such as an agent), but this was not enacted into UK law. 

			In accordance with section 6 of the Taxation (International and Other Provisions) Act 2010, double tax treaties effectively override domestic law. However, beneficial ownership is not explicitly defined in UK double tax treaties, or in the OECD MTC.

			In considering how to interpret the terms ‘beneficial entitlement’ and ‘beneficial ownership’ in a UK context, below sources should be considered:

			•	relevant case law from the UK and other common law jurisdictions;

			•	commentaries on the commentary to the OECD MTC; and

			•	the approach taken by the UK tax authorities.

			With the exception of Indofood,3 relevant case law suggests that the courts take a legalistic, rather than an economic, approach to beneficial ownership and, therefore, it is important to consider the legal effect of any arrangements. Hence, previous judgments4 may be interpreted such that, where the on-payment of interest is pre-determined, the legal form of that pre-determination will be important, e.g. whether the interest income is owned in equity by the intermediate recipient as compared to where the intermediate recipient is never the equitable owner of the interest income.

			The commentary to the OECD MTC states that the term ‘beneficial owner’ should not be interpreted in a narrow, technical sense and that it would be inconsistent with the object and purpose of the Convention for an agent or administrator to be considered the beneficial owner of an income flow. While there is no consensus on how ‘beneficial owner’ should be interpreted, some clarity is provided by the consistency between the OECD Commentary and the relevant UK case law in so far as an agent or administrator never legally entitled to benefit from income is unlikely to be considered its beneficial owner.

			The Indofood case was heard in the UK as the relevant agreements were governed by UK law but concerned whether an Indonesian court would view a company as the beneficial owner of interest income. Therefore, it is arguably of limited precedent value in defining the meaning of beneficial ownership in the context of UK treaties. However, it has almost certainly increased the risk of challenge from the UK tax authorities.

			Following Indofood, in December 2007, the tax authorities published guidance as to how they would interpret the decision. In it, they state that ‘beneficial ownership’ can be defined as ‘the sole and unfettered right to use or dispose of’ income and that, where a recipient is bound in legal, commercial or practical terms to pass it on, it will not be its beneficial owner. It may therefore be concluded that the tax authorities take an economic approach to interpreting the concept of ‘beneficial ownership’. 

			From a practical perspective it is noteworthy that their guidance makes it clear that, in cases where there is no abuse, treaty benefits will not be denied i.e. where the intermediate owner and the beneficial owner are resident in States with which the UK has equivalent double tax treaties, such that the level of UK withholding tax would have been the same with or without the intermediate owner. Nonetheless, to file a correct, valid treaty clearance, the beneficial owner of the interest income still needs to be determined.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			For the reasons set out above, the OECD rules will not be directly relevant to deciding the scope of the domestic rules on withholding taxes, though they will frequently be relevant when considering application of the UK’s treaties.

			Historically, the UK’s treaties have tended not to include generalised limitation of benefit clauses, and rely on the beneficial entitlement restriction alone. More recently, however, such clauses have begun to appear, most notably in the recent UK-US treaty of 2003/4 (article 23). Simpler LoB clauses also appear in, say, the UK-Australian treaty of 2004, where reduced rates are not available if the sole or main purpose of creating the relationship giving rise to them was to obtain the benefit of the treaty. It is likely that limits of this nature, echoing the OECD approach, will appear in all future UK treaties.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			The Interest & Royalties Directive was implemented into UK law as sections 757 to 767 of the Income Tax (Trading and Other Income) Act 2005. A limitation is included in section 765 denying the benefit of the Interest & Royalties Directive where one of the main purposes of creating the debt or intangible is to take advantage of the directive.

			The Parent-Subsidiary Directive has not been transposed as UK domestic law does not levy withholding tax on dividends.

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			UK tax legislation does not include any UK-specific transfer pricing substance requirements. However, it does align itself with the OECD MTC and OECD Guidelines and, in so doing, adopts the substance principles set out therein. 

			The UK transfer pricing legislation states that the rules as defined are to be construed in a manner consistent with the effect given to the arm’s length principle as expressed in the OECD MTC and as elaborated upon in the OECD Guidelines5 and, hence, the principles regarding substance as set out in the OECD Guidelines should apply to relevant UK transactions. To emphasise this alignment with the OECD principles, the UK tax authority’s internal guidance manual states that ‘where interpretations of the basic rule [the arm’s length principle] conflict [between UK tax legislation and the OECD Model Tax Convention as supplemented by the OECD Transfer Pricing Guidelines], the OECD material takes precedence’.6

			There is a requirement, therefore, for the rules to be construed such as best secures consistency between the domestic legislation and the rules contained in article 9 of the OECD’s MTC and OECD Guidelines. Hence, the tax authority will consider the OECD definitions and guidelines in respect of substance when evaluating relevant TP policies.

			In respect of substance, the OECD Guidelines state that: 

			‘A tax administration’s examination of a controlled transaction ordinarily should be based on the transaction actually undertaken by the associated enterprises as it has been structured by them, using the methods applied by the taxpayer insofar as these are consistent with [the methods set out in the OECD Guidance in] Chapter II. In other than exceptional cases, the tax administration should not disregard the actual transactions or substitute other transactions for them’.7

			The OECD Guidelines go on to state that there are two particular circumstances in which it may be appropriate for a tax authority to consider disregarding the structure adopted by a taxpayer in entering into a controlled transaction: where the substance and position of the parties are not consistent with the arm’s length principle. The first of these is where ‘the economic substance of a transaction differs from its form’ and the second (the ‘would test’) is where ‘while form and substance of the transaction are the same, the arrangements made in relation to the transaction, viewed in their totality, differ from those which would have been adopted by independent enterprises behaving in a commercially rational manner and the actual structure practically impedes the tax administration from determining an appropriate transfer price’.8

			The OECD Guidelines state in both of these circumstances that ‘the character of the transaction may derive from the relationship between the parties rather than be determined by normal commercial conditions and may have been structured by the taxpayer to avoid or minimise tax. In such cases, the totality of its terms would be the result of a condition which would not have been made if the parties had been engaged in arm’s length transactions’.9

			Based on these OECD Guidelines, and therefore for UK TP purposes, a question of substance would be relatively unlikely, in and of itself, to give rise to a wholesale recharacterisation issue (as distinct from issues associated with ascertaining an appropriate return). As noted by the OECD Guidelines, however, in exceptional circumstances, where the economic substance of a transaction differs from its form or where it may be argued that independent parties would not have entered into it and the structure adopted in this non-arm’s length scenario impedes the tax authority in determining the appropriate transfer price, then the authorities could theoretically recharacterise the entire transaction. In practice, a mismatch between form and substance is far more likely to be addressed by way of a pricing adjustment.

			As noted above, there are no further TP-specific substance tests contained within the British tax legislation; however, in a recent case (DSG Retail Ltd v. HMRC, Special Commissioners, Decision TC0001 (30 March 2009)), the tax authority challenged the risks and profits allocated to an entity in a low-tax jurisdiction mainly based on the bargaining power attributable to each entity in the transaction. Specifically, it argued that the high returns of the overseas entity could not be reconciled with its relatively weak bargaining position, a view that was upheld by the Special Commissioners.

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			The new CFC regime and branch-exemption rules have resulted in increased focus on the authorised OECD approach developed for article 7 of the OECD MTC and the concept of significant people functions. It is important to stress the difference between the authorised OECD approach and the ‘traditional’ transfer pricing approach for the purposes of article 9.

			The OECD articulates the difference that the authorised approach has from article 9 by stating: ‘[u]nlike in the [authorised approach] that was developed for Article 7, the examination of risks in an Article 9 context starts from an examination of the contractual terms between the parties, as those generally define how risks are to be divided between the parties. Contractual arrangements are the starting point for determining which party to a transaction bears the risk associated with it’.10

			Therefore, in a transaction that falls under article 9, it is important for taxpayers to have appropriate contractual arrangements in place for related entities and for the roles and responsibilities outlined in the arrangements to be reflected in practice. Conversely, when a taxpayer has a permanent establishment, the location of the significant people functions of the business will dictate the terms of the dealings between the branch and the head office, which in turn will inform the transfer pricing analysis.

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			If an enterprise does not comply with the requirements of the OECD’s arm’s length substance principles as referenced by the UK’s tax legislation, and hence it can be demonstrated that the relevant parties are not acting on an arm’s length basis, then the tax authority has statutory power to re-compute the taxable profits and losses of the potentially advantaged parties so as to replace the actual provision with that which would have been applied on an arm’s length basis.11 

			When challenging a taxpayer on the above basis, the tax authorities may try to construct alternative hypothetical transactions in an attempt to determine what, in their view, might have occurred on a comparable arm’s length basis. In order to evaluate the taxpayer’s adherence to the aforementioned substance requirements, they will likely consider the following questions:

			•	whether the activities, risks, functions and assets of the relevant parties to the transaction are consistent with the TP policies adopted (i.e. whether the economic substance of the transaction is consistent with its form); and

			•	whether the arrangements adopted are consistent with those that, in similar circumstances, independent parties would have entered into (the ‘would test’) and, if not, whether the structure adopted prevents or in practice impedes the tax authorities in determining the appropriate transfer price; and

			•	whether the character of the transaction, in its totality, is determined by normal commercial considerations rather than by the relationship between the two parties; and

			•	whether the transactions have been structured to avoid tax.

			In respect of the above ‘practical impediment’ test (see above), a typical argument put forward by the tax authorities is that the non-availability of certain financial data (say from a principal company or an IP owner) acts as a practical impediment to their determining an appropriate transfer price. 

			If they can prove that the substance of the underlying transaction has not been undertaken on an arm’s length basis, then they will look to adjust the transfer price, and in doing so ultimately adjust the underlying substance and nature of the transaction so as to reflect what they believe would have occurred between independent parties.

			1 HMRC International Manual 120180.

			2 Section 1141, Corporation Tax Act 2010.

			3 UK Court of Appeal, 2 March 2006, Indofood International Finance Ltd. v. JP Morgan Chase Bank NA, London Branch, ITCR (2006) 653.

			4 J. Sainsbury plc v. O’Connor [1991] STC 318, Garland (1930) 15 TC 693 and I Congreso del Partido [1978] QB 500 (QBD).

			5 Part 4, Taxation (International and Other Provisions) Act 2010.

			6 INTM432030, Basic rule and OECD construction, Transfer Pricing: legislation and principles, HMRC Revenue Manuals.

			7 OECD, Transfer Pricing Guidelines for Multinationals and Tax Administrators, OECD: Paris, 22 July 2010, Paragraphs 1.64. (‘OECD Guidelines’)

			8 OECD Guidelines, paragraph 1.65.

			9 OECD Guidelines, paragraph 1.66.

			10 OECD Guidelines, paragraph 9.11.

			11 Part 4, TIOPA 2010.
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			1	General

			1.1	Developments in national legislation with regard to substance or anti-abuse measures (last 2-3 years)

			Codification of the Economic Substance Doctrine 

			The Health Care and Education Reconciliation Act of 2010 added a section 7701(o) to the Internal Revenue Code,1 codifying the economic substance doctrine, a judicially created doctrine used to disallow tax benefits associated with a transaction that serves no economic or business purpose other than tax savings (‘economic substance’). The new legislation also revised the applicable rules governing penalties imposed for underpayments attributable to transactions lacking economic substance.2 Section 7701(o) and the revised penalty rules apply to transactions, and to underpayments, understatements, and refunds and credits attributable to transactions, entered into after 30 March 2010. 

			Background

			Prior to the enactment of section 7701(o), the judicially developed principle denying the tax benefits of a transaction where there was a lack of business purpose or economic substance independent of the tax results had been addressed differently in the US appellate courts. It was not clear whether economic substance and business purpose were two separate tests or two interrelated components of the same judicially created doctrine. There was also uncertainty as to whether only one portion of the test had to be met (a disjunctive approach) or whether both portions of the test had to be met (a conjunctive approach) in order for a taxpayer’s transaction to be respected for tax purposes. 

			Two-pronged test

			Section 7701(o) provides that, in the case of any transaction to which the economic substance doctrine is relevant, it is treated as having economic substance only if: (i) it changes the taxpayer’s economic position in a meaningful way (apart from federal income tax effects); and (ii) the taxpayer has a substantial purpose for entering into the transaction (other than to obtain federal income tax benefits). Thus, the US parliament has adopted a conjunctive approach, which requires determination of the transaction’s objective effect on the taxpayer’s economic position (i.e. an economic substance test) as well as a subjective determination of the taxpayer’s motives for engaging in the transaction (i.e. a business purpose test). 

			Common Law Remains Applicable

			As indicated, section 7701(o) states that only those transactions ‘to which the economic substance doctrine is relevant’ will be subject to such analysis. For the purpose of determining the transactions to which the economic substance doctrine is ‘relevant’, section 7701(o)(5)(A) provides that ‘[t]he determination of whether the economic substance doctrine is relevant to a transaction shall be made in the same manner as if this subsection has never been enacted’. This language suggests that, in evaluating the impact of section 7701(o), taxpayers should continue to look to the common law application of the economic substance doctrine for guidance on the initial question of whether the doctrine applies. Accordingly, one must continue to rely on cases such as Moline Properties v. Comm’r,3 National Carbide Corp. v. Comm’r4 and Coltec v. US5 to determine when common law doctrines related to the substance of an entity or a transaction may apply. 

			The need to analyse existing case law is underscored by Notice 2010-62, which provides that: ‘[T]he IRS will continue to analyze when the economic substance doctrine will apply as it did prior to the enactment of Section 7701(o). If authorities, prior to the enactment of Section 7701(o), provided that the economic substance doctrine was not relevant to whether certain tax benefits are allowable, the IRS [the US tax authority] will continue to take the position that the economic substance doctrine is not relevant to whether those tax benefits are allowable’.

			 

			For example, a transaction will not be subject to the economic substance doctrine where the transaction achieves a tax result clearly contemplated by parliament. One clear illustration of this principle is a taxpayer’s choice to fund a corporation with debt or with equity. The choice will not be subject to the economic substance doctrine but still may be subject to other challenges, such as thin capitalisation and ‘substance-over-form’.

			Notice 2010-62 clarifies that ‘the Treasury Department and [tax authorities] do not intend to issue general administrative guidance regarding the type of transactions to which the economic substance doctrine either does or does not apply’. However, the tax authority has provided informal, non-binding guidance in the form of two directives issued by the Large Business and International (‘LB&I’) division of the Commissioner’s office, which provide guidance on how examiners should analyse the economic substance doctrine.6 While the LB&I directives arenon-binding, they are useful in demonstrating the tax authorities’ current practice on audit examination, and directly address application of the economic substance doctrine.7 

			Proposed ‘Management and Control’ Legislation

			In July 2011, the Anti-Tax Haven Abuse Act of 2011, S. 1346, and the International Tax Competitiveness Act of 2011, S. 1373, which were introduced by Senators Carl Levin and John Rockefeller, respectively, were referred to the Senate Finance Committee. The latter is a companion bill to the International Tax Competitiveness Act of 2011, HR 62, which Representative Lloyd Doggett introduced in the House of Representatives in January 2011. Each of these bills contains a provision entitled ‘Treatment of Foreign Corporations Managed and Controlled in the United States as Domestic Corporations’, which would treat certain publicly traded foreign corporations or foreign corporations with more than USD 50 million of gross assets as US corporations if they were primarily managed and controlled directly or indirectly in the United States. 

			The proposed ‘management and control’ legislation, if enacted into law as currently drafted, will likely lead to significant adverse results as well as enormous compliance and administrative challenges for impacted companies and for the tax authorities.

			1.2	Has there been increased attention to substance or anti-abuse measures by the courts or tax authorities?

			Over the past few years, the tax authority has devoted significant additional efforts to examining, and in many cases aggressively challenging, taxpayers’ characterisations of intercompany debt and asserting that it is instead in substance and in fact equity, disallowing deductions for interest expenses and treating principal and interest payments as dividends or other equity distributions, subject to any appropriate US withholding taxes. 

			There are several objective and subjective factors that are considered in connection with a determination of the character of an instrument as debt or equity (e.g. debt/equity ratio, the names given to the certificates evidencing the indebtedness, and the presence or absence of a maturity date). Although no single criterion is necessarily determinative of characterisation, it should be noted that we have been seeing significant proposed adjustments as a result of tax authority examinations. Some of these cases are now in the administrative appeals process and some are being disputed in US courts. 

			2	Residence

			2.1	Does your country have domestic rules on tax residence?

			Generally, a corporation is treated as a US resident for federal income tax purposes if it is ‘created or organised’ under the laws of the United States or a political subdivision (i.e. most likely under the laws of a state).8 The test is an objective test of the place of organisation, although recognition of the entity as a corporation or as a participant in a transaction may be subject to ‘substance’ tests (see the discussion in 1.1 regarding legislative proposals to add a more subjective ‘management and control’ test for corporate residence). 

			For the purposes of determining the source of interest paid by a partnership, it will, wherever formed, be treated as a resident of the United States if it is engaged in trade or business in the United States.9

			2.2	What criteria can be used to assess residence and levels of substance in your country?

			As discussed, corporate residence for federal income tax purposes is based on the place of organisation. Therefore, if a corporation is organised in the United States, it is generally resident there. Nevertheless, certain common law doctrines – the sham corporation doctrine, the sham transaction doctrine, and the economic substance doctrine (recently codified as discussed) – may apply for purposes of ignoring the existence of a corporation or its role in a transaction. The following cases illustrate the courts’ application of these common law doctrines. 

			>	Moline Properties, Inc. v. Commision 

			Moline Properties, Inc. v. Comm’r10 establishes the general principle that US tax law will respect the separate existence of a corporate entity formed for a substantial business purpose or engaged in substantial business activity. In the case, the sole shareholder of a corporation attempted to characterise gain from the sale of real property, title to which was held by the corporation, as a gain to the shareholder on the ground that the existence of the corporation was ‘merely fictitious’ for federal income tax purposes. The Supreme Court refused to ignore the corporate form for tax purposes even though the corporation involved was wholly owned by its shareholder and appeared to lack beneficial ownership of its assets and income. The Supreme Court held that a corporation remains a separate taxable entity so long as its ‘purpose is the equivalent of business activity or is followed by the carrying on of business by the corporation’. 

			>	National Carbide Corp. v. Commision 

			In National Carbide Corp. v. Comm’r,11 three wholly owned subsidiaries of a corporation agreed under written contracts to operate their production plants as ‘agents’ for the parent, transferring to it all profits except for a nominal sum. The subsidiaries reported only this sum as gross income, but the tax authority asserted that they should be taxed on the entire profits because they were not true agents. The Supreme Court agreed with the tax authority, and thus all profits attributable to the operations of the subsidiaries were taxable in the hands of the subsidiaries rather than of the parent corporation. In determining whether an agency relationship existed for tax purposes, the Supreme Court utilised the following six-factor test: (i) whether the corporation operates in the name and for the account of the principal; (ii) whether the corporation binds the principal by its actions; (iii) whether the corporation transmits money received by it to the principal; (iv) whether the receipt of income is attributable to the services of employees of the principal and to assets belonging to the principal; (v) whether the corporation’s relations with the principal depend on the fact that it is owned by its principal, if such is the case; and (vi) whether the corporation’s business purpose is to carry on the normal duties of an agent. 

			>	Coltec Industries Inc. v. United States 

			In Coltec Industries Inc. v. United States,12 the Federal Circuit applied the economic substance doctrine to individual steps of a transaction giving rise to the purported tax benefit. Coltec involved a contingent liability transaction in which a taxpayer transferred contingent liabilities and assets to a dormant subsidiary in exchange for newly issued stock and then sold the subsidiary’s stock.13 The contingent liabilities reduced the value of the subsidiary stock, but the taxpayer’s basis in the subsidiary stock was not reduced. As a result, when the subsidiary stock was sold, the taxpayer recognised a capital loss.14 In considering the economic substance of various steps of the transaction, the court ultimately disallowed the capital loss, stating that the step giving rise to the tax benefit, i.e. the assumption of the liabilities by the taxpayer, lacked economic substance and that the same business benefits could have been obtained even without the transfer of the liabilities.15 

			2.3	Is reference made to the OECD rules, and do they prevail? 

			As stated, corporate residence for federal income tax purposes is based on the place of organisation. This is different from the approach of the OECD, which is more substance-driven in that it looks to the place of ‘management and control’ of the corporation, rather than where it is formed. However, as indicated, certain common law doctrines related to the substance of an entity or a transaction may apply.

			US income tax conventions typically have a tie-breaker rule where a corporation is resident in both Contracting States under their respective domestic tax laws. The US negotiating position, reflected in many of its treaties, is that the place of organisation will prevail in the case of dual residence. In some treaties, resolution of dual residence is left to a determination by the competent authorities. If there is no resolution of dual residence, US DTTs typically deny access to treaty benefits for the dual-resident corporation. 

			2.4	Does EU law (such as Cadbury Schweppes) influence your country’s position on residence? (if applicable)

			EU law, including the Cadbury Schweppes case, does not influence US tax law with respect to residence. 

			2.5	How is the concept of ‘place of management’ (article 5(2) OECD MTC) dealt with in your jurisdiction? Can a permanent establishment (‘PE’) originate from mere management tasks (without giving rise to taxable residence)? Examples? 

			Similar to the OECD MTC, the US Model Treaty16 and several US bilateral income tax conventions reference ‘place of management’ in the definition of PE. Certain US Treasury Department technical explanations expand on the concept of ‘place of management’. For example, the technical explanation on the US-Australian treaty17 provides that ‘[s]ince a ‘place of management’ would in most cases require an office, which is specifically noted [article 4(2)], the addition of that term will not generally cause a permanent establishment to exist where there would not be one’. Furthermore, an example provided by the technical memorandum on the 1962 US-Luxembourg treaty18 suggests that use of a hotel room for a limited period of time by a director or executive official of an enterprise would not constitute a ‘place of management’ even if certain important management decisions with regard to the conduct of the affairs of the enterprise were made there during the stay. Thus, while not stated explicitly, the concept of ‘place of management’ appears to require a degree of continuity and permanence and, in particular, to involve important decision-making with regard to the affairs of the enterprise. 

			Under domestic federal income tax law, a foreign corporation will be subject to net income taxation only if the income is effectively connected with the conduct of a trade or business in the United States (‘effectively connected income’).19 As a general rule, a ‘place of management’ will not give rise to such income unless it materially contributes to generating it.20 Section 894(b) provides that, for the purposes of applying any exemption from, or reduction of, any tax provided by any treaty with respect any income that is not effectively connected with the conduct of a trade or business in the United States, a foreign corporation is not deemed to have a permanent establishment in the United States. As a result, it will be exceptional for a ‘place of management’ in and of itself to result in a PE.

			3	Beneficial ownership 

			3.1	Do domestic rules lay down a beneficial ownership requirement for withholding tax exemptions on dividend, interest, or royalty payments?

			Section 881 of the Internal Revenue Code generally imposes a 30% tax on US-source dividend, interest or royalty payments made to foreign persons. When determining the beneficial owner of such US-source income, federal income tax law differentiates between beneficial ownership for the purposes of the 30% withholding liability and beneficial ownership for the purposes of claiming a reduced rate of withholding under US treaties. 

			Failing a claim for a reduced rate of tax under a US treaty, regulatory rules21 provide that beneficial ownership is determined under certain provisions of the Internal Revenue Code,22 the regulations issued under those provisions, and ‘any other applicable general tax principles, including principles governing the determination of whether a transaction is a conduit transaction’. Therefore, a person receiving income in the capacity of a nominee, agent or custodian for another person (i.e. a person who does not exercise custody and control over the income) is not the beneficial owner of the income.

			The term ‘beneficial owner’ is not defined in the US Model Treaty. Most US bilateral income tax treaties provide that terms not defined therein have the meaning given to them under the law of the treaty country whose right to tax is at issue, unless the context ‘otherwise requires’.23 Thus, in determining the right of the United States to tax US-source income, ‘beneficial ownership’ generally has the meaning it is given under US law. The Internal Revenue Code provides that it is to be applied with due regard to any treaty obligation of the United States that applies to such taxpayer.24 Moreover, regulatory rules provide that the 30% tax rate is to be reduced to the extent provided by a US treaty with any country, provided the required documentation from the recipient is in the hands of the payer at the time of payment.25 Nevertheless, the conduit financing regulations26 and the regulations addressing who is considered to derive income earned by fiscally transparent entities for the purposes of claiming the benefit of a treaty may apply to limit the taxpayer’s ability to reduce or eliminate its tax obligations pursuant thereto. Furthermore, there are several cases which apply common law conduit principles, in which, by ignoring the intermediate party in a three-party chain of transactions, the courts have held that a tax charge was appropriate, as if a single transaction had been carried out between the parties at the ends of the chain.27 

			As noted, US treasury regulations address the determination of who is considered to have derived income for treaty purposes where the income is received through a hybrid entity – that is, an entity treated as fiscally transparent for the purposes of the domestic law of one jurisdiction but as opaque under the domestic laws of another. In this case, interest, dividends, or royalties from US sources will be considered derived by a resident of a treaty partner only if the income is treated as the income of that resident under the fiscal transparency laws of that jurisdiction.28 This fiscal transparency concept is included in most US income tax conventions entered into or modified after 1996. For example, article 1(6) of the US Model provides: ‘An item of income, profit or gain derived through an entity that is fiscally transparent under the laws of either Contracting State shall be considered to be derived by a resident of a State to the extent that the item is treated for purposes of the taxation law of such Contracting State as the income, profit or gain of a resident’.

			3.2	Is reference made to the OECD rules, and do they prevail? Are any specific (Limitation on Benefits - ‘LoB’) clauses embedded in your treaties?

			As stated above, the term ‘beneficial owner’ is not defined in US bilateral income tax treaties and generally has the meaning it is given under US law. US treaties and the relevant tax law provisions do not refer to the OECD’s definition of beneficial ownership. However, several of the concepts in US tax law are similar to OECD concepts (e.g. an agent/nominee is not the beneficial owner of income).

			All recent US bilateral income tax treaties contain limitation on benefits articles. The LoB article becomes relevant only if all other requirements of the treaty have been satisfied, for instance residence, beneficial ownership and qualification of the income for an exemption or a reduced rate of taxation. Generally, the purpose of the LoB article is to determine whether a resident of a treaty country has a sufficient connection with that country to justify an entitlement to treaty benefits. Thus, even if the residence and beneficial ownership requirements are satisfied, the LoB article may impede a taxpayer’s ability to benefit from the treaty.

			3.3	Were anti-abuse rules introduced when the Parent-Subsidiary and Interest & Royalty Directives were transposed? (if applicable)

			Not applicable. 

			4	Transfer pricing

			4.1	Are any specific, defined substance requirements from a transfer pricing (TP) point of view included in your domestic legislation and/or official guidelines (in so far as they might differ from those mentioned from an international tax perspective)?

			There are several requirements related to economic substance from a US transfer pricing perspective. The tax authorities will respect a transaction for transfer pricing purposes as actually structured by a taxpayer if its structure has economic substance.29 In evaluating whether a transaction has economic substance, the tax authorities will give ‘greatest weight… to the actual conduct of the parties, and the respective legal rights of the parties’.30 Only ‘[i]f the contractual terms are inconsistent with the economic substance of the underlying transaction, [will] the [tax authorities]... disregard such terms and impute terms that are consistent with the economic substance of the transaction’.31 Thus, the tax authorities will respect the parties’ ‘contractual terms, including the consequent allocation of risks, which are agreed to in writing before the transactions are entered into... if such terms are consistent with the economic substance of the underlying transactions’.32 

			The US Tax Court has described the economic substance doctrine as follows: 

			‘The tax law... requires that the intended transactions have economic substance separate and distinct from economic benefit achieved solely by tax reduction. The doctrine of economic substance becomes applicable, and a judicial remedy is warranted, where a taxpayer seeks to claim tax benefits, unintended by Congress, by means of transactions that serve no economic purpose other than tax savings’.33 

			Originally, the economic substance doctrine was a judicially created doctrine that could deny the tax benefits associated with a transaction challenged by the tax authorities if a court determined that the claimed tax benefits were unintended by parliament and the transaction served no economic purpose other than tax savings. Courts were not bound by the form of a transaction chosen by a taxpayer if it did not match the objective economic reality of the transaction.34 For example, the US Court of Appeals for the Fourth Circuit found that a lease-in/lease-out transaction was a financing agreement in substance, not a genuine lease and sublease, and thus held that the financing company was not entitled to a deduction.35 As noted above, over the years, nearly every circuit court of appeals has adopted a slightly different variation of an economic substance test, and the economic substance doctrine has been applied by them with increasing frequency.36 As discussed, parliament recently enacted section 7701(o) to ‘clarify and enhance’ application of the USA’s economic substance common law doctrine. 

			4.2	Has the OECD’s position in its recent publications in relation to the allocation of risk (more specifically the ‘control over risk’ and ‘significant people functions’ concepts) impacted your local tax authorities’ approach (including any new legislation or case law following these publications)? 

			Although the OECD’s publications have influenced both member and non-member countries’ transfer pricing policies, these documents are not legally binding on any nation.37 Because the authority of the tax authorities and of the Treasury is extremely broad, there is no need for the tax authorities or US courts to rely on these OECD publications. A body of law is already in place to enforce the transfer pricing rules of the United States. Therefore, the recent OECD publications are unlikely to cause any changes or add to the substance requirements already in place and enforced in the United States. 

			4.3	What are the consequences if undertakings do not comply with these requirements (i.e. domestic and/or OECD), and on what basis do your tax authorities challenge transactions?

			As noted above, a lack of economic substance allows the tax authorities to disregard and recharacterise transactions and impute terms consistent with the substance of a transaction. Taxpayers could thus be subject to allocations of gross income, deductions, credits or allowances for any transaction that does not comply with the economic substance doctrine. A finding that a transaction lacks economic substance may also result in the disallowance of any tax benefits from the transaction.

			That said, the tax authority has generally been unsuccessful in its attempts to disregard or restructure transactions for transfer pricing purposes based on an asserted lack of economic substance.38 It should also be noted, however, that, where other provisions of the Internal Revenue Code affect the characterisation of a transaction, the rules under the section 482 regulations are then applied to the transactions as recharacterised.39

			Another consequence of non-compliance with the economic substance requirements is the imposition of penalties. Transfer pricing adjustments are subject to a substantial valuation misstatement penalty under § 6662(e) of the Internal Revenue Code or a gross valuation misstatement penalty under § 6662(h). The substantial valuation misstatement penalty is equal to 20% of the underpayment of taxes when the price claimed on the tax return is 200% or more than an arm’s length price, 50% or less than an arm’s length price, or the net adjustment exceeds the lesser of USD 5 million or 10% of the taxpayer’s gross receipts.40 The penalties increase to 40% of the underpayment of tax (i.e. a gross valuation misstatement penalty) when the price claimed on the tax return is 400% or more than an arm’s length price, 250% or less than an arm’s length price, or the net adjustment exceeds the lesser of USD 20 million or 20% of the taxpayer’s gross receipts.41 These penalties can be avoided if a taxpayer produces reasonable, contemporaneous transfer pricing documentation within 30 days of a request for such documentation from the tax authority.42 As a result, for transactions entered into prior to 30 March 2010, taxpayers facing significant adjustments due to a lack of economic substance can rely on their contemporaneous transfer pricing documentation to avoid the 20% and 40% valuation misstatement penalties.

			As discussed above, however, parliament recently enacted section 7701(o) and imposed a new 20% strict liability penalty for transactions that fail to satisfy the economic substance doctrine as codified or ‘any similar rule of law’. The penalty is increased to 40% if the transaction is not ‘adequately disclosed’ in a tax return. These 20% and 40% penalties are codified in sections 6662(b)(6) and 6662(i), respectively, and are effective for transactions entered into after 30 March 2010. Because these are strict liability penalties, they cannot be mitigated or avoided with transfer pricing documentation. If a taxpayer is subject to a substantial or gross misstatement penalty as well as an economic substance penalty, only one will apply.43 

			The imposition of an economic substance penalty is especially severe considering that the Treasury and the tax authorities have indicated that they do not intend to provide significant guidance to taxpayers with respect to the codification of economic substance. Specifically, as noted above, Notice 2010-62, states that the Treasury Department and the tax authorities ‘do not intend to issue general administrative guidance regarding the types of transactions to which the economic substance doctrine either applies or does not apply’ and that the tax authorities will not issue a private letter ruling or determination letter regarding whether the economic substance doctrine is relevant to any transaction or whether any transaction complies with the requirements of section 7701(o). 

			As noted above, the 2011 LB&I Directive provides guidance to tax examiners on when to raise the economic substance doctrine. Although taxpayers may not rely on the directive, it provides some insight into how the tax authorities will analyse transactions with regard to economic substance and how they will apply penalties. Most notably, the directive indicates that the strict liability penalties will not be applied for violations of the ‘any similar rule of law’ provision. This guidance is significant for taxpayers because it removes the possibility of strict liability penalties for related doctrines, such as those involving ‘substance-over-form’, step transactions and sham transactions. In addition, the directive also lists four situations in which examiners are directed not to raise the economic substance doctrine. Of relevance to transfer pricing, one of these situations is where the choice exists to utilise a related-party entity in a transaction, provided that the arm’s length standard of section 482 and other applicable concepts are satisfied. See footnote 7 for all four of the situations listed in the 2011 LB&I Directive. 

			1 Pub. L. No. 111-152, section 1409, 124 Stat. 1029 (30 March 2010). 

			 Unless otherwise indicated, all ‘section’ or ‘§’ references are to the US Internal Revenue Code of 1986, as amended and all ‘Reg. §’, ‘Temp. Reg. §’ and ‘Prop. Reg. §’ references are to the final, temporary and proposed regulations, respectively, promulgated under the Code (the ‘Regulations’). All references to the tax authorities are to the Internal Revenue Service.

			2 The new section 6662(b)(6), in conjunction with the new section 6664(c) (2), imposes a 40% strict liability penalty for an underpayment attributable to any disallowance of claimed tax benefits by reason of a transaction lacking economic substance under section 7701(o), ‘or failing to meet the requirements of any similar rule of law’. No exceptions to the penalty are available (including the reasonable-cause and good-faith exception under section 6664(c)(1) of the present law). The penalty is reduced to 20% only if there is adequate disclosure of the relevant facts by the taxpayer. The section 6664(c) reasonable-cause exception is unavailable. A similar strict liability penalty regime applies to excessive erroneous refund claims that are denied on the ground that the underlying transaction lacked economic substance. 

			3 319 US 436 (1943), establishing the general principle that US tax law will respect to separate existence of a corporate entity formed for a substantial business purpose or engaged in substantial business activity.

			4 336 US 422 (1949), outlining six factors that determine whether a corporation should be treated as an agent for its shareholders: (1) whether the corporation operates in the name and for the account of the principal; (2) whether the corporation binds the principal by its actions; (3) whether the corporation transmits money received to the principal; (4) whether the receipt of income is attributable to the services of employees of the principal and to assets belonging to the principal; (5) whether the corporation’s relations with the principal depend on the fact that it is owned by its principal, if such is the case; and (6) whether the corporation’s business purpose is to carry on the normal duties of an agent.

			5 454 F.3d 1340 (Fed. Cir. 2006), vacating and remanding 62 Fed. Cl. 716 (2004), writ of certiorari denied, 549 US 1206 (2007) (applying the economic substance doctrine to a specific step in a taxpayer’s overall plan). 

			6 See IRS LB&I Directive for Industry Directors entitled Codification of Economic Substance Doctrine and Related Penalties (14 September 2010 – the ‘2010 LB&I Directive’) and Guidance for Examiners and Managers on the Codified Economic Substance Doctrine and Related Penalties (15 July 2011 – the ‘2011 LB&I Directive’). LB&I directives cannot be relied upon as a precedent by taxpayers. § 6110(k)(3), Internal Revenue Code.

			7 The 2010 LB&I Directive provides that approval by a Director of Field Operations is required before any examiner can impose an accuracy-related penalty under § 6662(b)(6) for any transaction lacking economic substance (within the meaning of § 7701(o)). The 2011 LB&I Directive provides insight into the tax authority’s position with respect to how it would treat the economic substance doctrine in an audit. The 2011 LB&I Directive contains a list of facts and circumstances that tend to show when it is appropriate (or when it is not appropriate) to apply the economic substance doctrine to a transaction. Furthermore, the 2011 LB&I Directive lists the following four circumstances in which it is likely not appropriate to raise the economic substance doctrine: (i) the choice between capitalising a business with debt or equity; (ii) the choice between utilising a foreign or domestic corporation to make a foreign investment; (iii) the choice to enter into a transaction or series of transactions that constitute a corporate organisation or reorganisation under subchapter C; or (iv) the choice to utilise a related-party entity in a transaction, provided that the arm’s length standard of § 482 Internal Revenue Code and other applicable concepts are satisfied. 

			8 Section 7701(a)(4). 

			9 Treas. Reg. § 1.861-2(a)(2).

			10 319 US 436 (1943). 

			11 336 US 422 (1949). 

			12 454 F.3d 1340 (Fed. Cir. 2006), vacating and remanding 62 Fed. Cl. 716 (2004), writ of certiorari denied, 549 US 1206 2007).

			13 Idem at 1345-46. 

			14 Idem.

			15 Idem at 1358. 

			16 References to the US Model Treaty are to the United States Model Tax Convention on Income, adopted on 15 November 2006.

			17 The United States Treasury Department Technical Explanation of the Convention Between the Government of the United States of America and the Government of Australia for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, 6 August 1982.

			18 The Technical Memorandum to Accompany Text of Proposed Tax Convention Between The United States and the Grand Duchy of Luxembourg With Respect to Taxes on Income and Property, 18 December 1962. 

			19 Section 882(a).

			20 See, e.g., Treas. Reg. § 1.864-7(c), which sets forth standards for when a foreign corporation will be considered to have an office or fixed place of business in the United States (a requirement before foreign-source income can qualify as effectively connected income). It provides: ‘[a] foreign corporation will not be considered to have an office or other fixed place of business in the United States merely because a person controlling the corporation has an office or other fixed place of business from which general supervision and control over the policies of the foreign corporation are exercised. The fact that top management decisions affecting the foreign corporation are made in a country shall not of itself mean that the foreign corporation has an office or other fixed place of business in that country’.

			21 Treas. Reg. § 1.1441-1(c)(6)(i).

			22 Section 7701(l), Internal Revenue Code.

			23 See, e.g., US Model Treaty, art. 3(2).

			24 Section 894(a), Internal Revenue Code.

			25 Treas. Reg. § 1.1441-6(a).

			26 Treas. Reg. § 1.881-3. On 8 December 2011, the tax authorities and the Treasury Department issued final regulations relating to multiple-party financing arrangements that are effected through disregarded entities. These regulations, which finalise regulations issued in proposed form on 22 December 2008, treat an entity disregarded as separate from its owner as a separate person for the purposes of determining whether a conduit financing arrangement exists. Structures that have utilised the classification of entities as disregarded in the context of the anti-conduit rules should be revisited in light of the final regulations. 

			 The final regulations do not address the treatment of ‘hybrid instruments’, defined by the tax authorities and the Treasury as ‘instruments treated as debt for foreign law purposes and equity for US purposes’, in the context of conduit financing arrangements. The tax authorities and Treasury could issue future guidance on the treatment of such instruments in the context of financing transactions. 

			27 Aiken Indus., Inc. v. Comm’r, 56 T.C. 925 (1971), acq. on another issue, 1972-2 C.B. 1; Gaw v. Comm’r, T.C. Memo 1995-531 (applying the ‘substance-over-form’ doctrine to conclude that a US corporation’s interest payments to a Dutch corporation that was a subsidiary of a Hong Kong corporation should be treated as if the loan had been made by the Hong Kong corporation where the taxpayer failed to prove that the loans had been structured for any non-tax business reason), affirmed, 111 F.3d 962 (D.C. Cir. 1997); Del Commercial Properties, Inc. v. Comm’r, T.C.M. 1999-411, affirmed, 251 F.3d 210 (D.C. Cir. 2001 – applying the step-transaction doctrine where there was evidence that the taxpayer lacked a non-tax business purpose for the loan structure because it did not respect the form of its transaction by making interest payments to the Canadian parent company, which had borrowed from a third-party lender rather than making interest payments to the Dutch entity that had directly lent funds to the taxpayer), certiori denied, 534 U.S. 1104, 122 S.Ct. 903 (2002).

			28 Treas. Reg. § 1.894-1(d).

			29 Treas. Reg. § 1.482-1(f)(2)(ii).

			30 Treas. Reg. § 1.482-1(d)(3)(ii)(B)(1).

			31 Idem.

			32 Idem; see also Treas. Reg. § 1.482-1(d)(3)(iii)(B) (allocation of risk).

			33 ACM Partnership v. Commissioner, T.C. Memo. 1997-115, 73 T.C.M. (CCH) 2189, 2245 (1997), affirmed in part and revised in part, 157 F.3d 231 (3d Cir. 1998), certiori denied, 526 US 1017 (1999).

			34 See, e.g., Frank Lyon Co. v. United States, 435 US 561, 573 (1978).

			35 BB&T Corp. v. United States, 523 F.3d 461, 473-74 (4th Cir. 2008).

			36 See, generally, Income, Deductions, Credits, and Computation of Tax: The Economic Substance Doctrine, 508-1 Tax Mgmt. (BNA) (2008).

			37 M. Markham, The Transfer Pricing of Intangibles 8 (Kluwer Law International 2005).

			38 See, e.g., Veritas Software Corp. v. Comm’r, 133 T.C. 297 (2009): the court held that a licence transaction had economic substance and thus the Commissioner could not aggregate transactions and treat them as a sale; Claymont Inv, Inc. v. Comm’r, T.C. Memo 2005-254: the court held that financing transactions had economic substance and thus the Commissioner could not consolidate and recast them or restructure their terms. 

			39 See, e.g., Treas. Reg. § 1.482-1(b)(2)(ii) and Treas. Reg. § 1.482-2(a)(3).

			40 §§ 6662(e), Internal Revenue Code.

			41 § 6662(h), Internal Revenue Code.

			42 § 6662(e)(3)(B), Internal Revenue Code. To be ‘contemporaneous,’ the taxpayer’s documentation must be in existence as of the time of the filing of the taxpayer’s US federal income tax return for the year covered by the documentation report. Idem.

			43 § 6662(b), Internal Revenue Code.
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